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Letter from the Managing Partner
Dear Friends,
I am honored to have the opportunity to present to you Sensiba San Filippo’s 2017 Spotlight Magazine. In addition to sharing
some of the pivotal events and updates that have blessed the Firm this year, it is my pleasure to announce a very special year
ahead — our 40th business anniversary. As part of this celebratory occasion, we dedicate this magazine to all of our clients
and business partners who have made this milestone possible. Cheers to 40 years my friends, and thank you for being a part
of our story.
Accompanying our annual update this year, we have included an insightful article featuring Robert Polizzi, President and CEO
of California Hydronics Corporation (CHC). 2017 marks CHC's 60th year in business, an accomplishment marked not only
by their extraordinary quality, but their leadership strategy and adaptability to a rapidly changing industry. A client of SSF for
over two decades, CHC has become a beacon of success in the Bay Area manufacturing industry. In the article, Robert shares
his insight on what it takes to build and sustain a thriving business as well as the challenges manufacturers face in today's
ever-evolving economy.
Since our founding in 1977, we have made it our priority to serve our clients, our community and our families with the
highest caliber of integrity. Over the years I have watched this Firm maintain those values and sustain a community of likeminded individuals in search of not only a meaningful career, but a meaningful life. We strive to provide more than tax
and accounting assistance. We believe that by helping our clients reach financial success, we are helping them to have peace
of mind and live a happier and more fulfilling life. Whether assisting our clients in business endeavors or helping them to
prepare for their family's financial future, we take pride in helping shape that experience for a better future and healthier
community.
This past year we have experienced record organic growth within the Firm. We welcomed the largest incoming class of
Associates in our history and brought on additional talent across all of our departments and industry niches. We also grew our
Consulting practice with the acquisition of The Resultants, Inc., which in turn brought us the addition of Kevin Shives, SSF's
newest partner specializing in SOX compliance. Kevin brought with him several staff members and a wealth of knowledge and
strategy in internal audit.
We are also pleased to announce that 2017 has more growth in store, including the acquisition of Kupperberg & Associates
in San Francisco and Slater Moffat Associates in Fresno, CA. Both firms add tremendous talent and specialization to SSF. We
are very excited to not only grow our Bay Area team, but to expand our geographic presence and strengthen our Agribusiness
practice in Fresno.
Aside from achieving our growth goals, we are also delighted to have been recognized for several awards last year. We were
named one of the Bay Area’s Healthiest Employers for the sixth consecutive year in addition to receiving Top Work Place
distinction for the third year in a row by the Bay Area News Group. We are honored to be recognized for upholding these
values and maintaining our mission of creating healthy and happy employees, families and communities.
From all of us at SSF, thank you for allowing us the privilege of serving you. We welcome your feedback, so please do not
hesitate to contact me with questions, comments, or ways in which we can better serve your needs. My greatest thanks to each
of you, and cheers to 40 years of business together.
Warmest Regards,
John Sensiba

"We believe that by helping our
clients reach financial success,
we are helping them to have
peace of mind and live a happier
and more fulfilling life."
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WHO IS SSF?
So, you’re an accounting firm...what makes you different?
At Sensiba San Filippo (SSF), we believe in providing our
clients with more than just a tax strategy or compliance
report — we believe in helping people reach their goals and
rest better knowing that they have someone on their side. We
help families plan for their financial future, assist businesses
in reaching their revenue goals, and we support CEOs and
business owners with backend tasks so they can focus on their
passion. When our clients worry less about their financial
and tax matters, they have more time to do the things they
love — that’s when we know we have done our job.

What differentiates SSF is simple — a
deep understanding of our clients and
specialized thinking in their industries
6

Our firm includes 20 partners and approximately 160
additional professionals. We have six offices across the
Bay Area to serve our clients including: Pleasanton, San
Francisco, San Jose, San Mateo, Fresno and Morgan Hill.
Our size gives us the nimbleness to deliver the highest quality
of work, while giving our partners the time to cultivate and
maintain personal relationships with our clients.

Proactive Communication
We are committed to having timely discussions and planning
strategy meetings on both tax and accounting issues to
ensure that our clients are well-prepared for future growth.
This includes collaborating to find timely answers to tax and
accounting questions. Our proactive approach means we do
more than wait to solve problems; we work to prevent them.
We actively seek ways to help our clients realize their full
operating potential.

Commitment to a Long Term
Relationship
As a matter of record, Sensiba San Filippo has one of
the highest client retention rates with a majority of our
clients remaining with our firm year after year. We value
a long-term relationship with our clients. Our priority is to
build a relationship based on a year-round process where
conversations and analysis occur contemporaneously with
your planning process, not after transactions have occurred.
We work to earn our clients trust. Our client service team
will work tirelessly to ensure satisfaction with our service, our
timing, and our partnership.

An International Reach
Sensiba San Filippo is a member of Morison KSI, a global
network of professional service firms, with a presence in over

88 countries. Morison KSI was formed to help its members
better serve the global needs of their clients engaging
in international business transactions by providing an
international resource for accounting, consulting, legal, and
taxation services as well as referrals to local service providers.
SSF has strong, long term relationships with member firms
around the world and we frequently share communications
and timely updates with one another. In addition, we
maintain an active role in the organization by attending
annual conferences held in major metropolitan cities around
the world, and partnering in the development of thought
leadership. SSF tax partner-in-charge, Bill Norwalk, serves as
our dedicated global liaison within the Morison KSI network
and was recently named North American director to Morison
KSI's international board. This relationship ensures we can
support our client’s global needs on an immediate basis.
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How We Can
Help You.
Assurance, Tax Planning and Compliance
& Consulting Services

ASSURANCE
SSF’s assurance team provides compilation, review and audit services for the benefit of
company management as well as to provide the reliable, standardized, accurate reports to
interested stakeholders — its creditors, investors, vendors, or even potential acquirers. Our
professionals will help you to prepare and proactively anticipate what stakeholders will need
as they assess your company, and to best prepare a response to any questions or feedback.
		

Business Process Assurance

Our Business Process Assurance group assists clients in increasing the reliability and
consistency of information produced by their business processes and IT systems. Our
practice assists companies in establishing processes and controls necessary for assurance
of information reported to both internal and external stakeholders. Services include:
• SSAE 16 (SOC 1)
• HIPAA compliance
		

• SOC 2 & 3
• WebTrust
• ISO 27001 compliance

TAX
SSF’s tax team works with clients to find appropriate solutions to maximize their tax benefits
and savings. When it comes to tax planning, clients need more than technical guidance from
their service advisors. Our firm takes a combined approach of delivering specialized technical
expertise on our client’s industry as well as a deep understanding of our client’s specific
circumstances. Services include:
• Business Tax Planning & Compliance			
– Multi-state tax
– Research & Development and Government Incentives
– ESOP consultation and planning
		
– Exit strategy development and implementation
• Private Wealth Planning & Compliance
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CONSULTING
Augmentation and Shared Services
SSF’s augmentation and shared services team helps businesses of all sizes produce timely, meaningful financial statements providing
substantive and accurate information for decision making. The improved process and timeliness achieved through working with our
team may also help reduce the costs of an annual financial statement review or audit. Services include:
•
•
•
•
•
•
•

Periodic financial statement compilation /preparation • In-house close assistance, process development and
Recasting historical financial statements		
standardization
Outsourced CFO, Controller, Accounting Manager		
– Fixed asset /depreciation projects
Cash flow forecasting					
– Accounting training
Technical accounting consultations				
– Account reconciliations
QuickBooks training / bookkeeping services			
– Chart of accounts setup and /or review
Full outsourcing of the accounting function, including
transaction level processing

Corporate Governance and Compliance
SSF's corporate governance and compliance group can augment or fully outsource your internal audit function and Sarbanes-Oxley
(SOX) compliance. We assist companies with risk assessments, selection of controls, audits, testing, remodification and reporting.
Services include:
• SOX compliance					
• Outsourced Internal Audit				
• IPO preparation		

• Royalty/CAM compliance
• Loan compliance

Strategic and Advisory
As a leading accounting firm, SSF is well-versed in the intricacies of M&A transactions — whether clients are looking for a successful
buyout or to prepare for an acquisition. SSF can advise you through the process ensuring that decisions are made with your best
interests in mind. Services include:
• Business plan preparation				
• Due diligence / Target assessment
• Quality of Earnings analysis				
• Offer evaluation
• NOL leverage / planning				
• Integration
• Transaction negotiation				
• System selection
• Forecasting / Modeling						
			

FAMILY OFFICE
SSF’s family office services include everything from planning and administration, to monitoring and compliance. For many clients, we
function as a personal Chief Financial Officer, overseeing the many aspects of their personal financial world. For others, we assist with
more targeted goals such as succession planning and philanthropic strategies. Services include:
• Tax planning, advisory and compliance coordination
• Cash flow planning, management and opportunity 		
monitoring (including bill pay)				
• Implementation of trust, estate and gift strategies		
• Managing multiple advisors				
• Evaluating business opportunities

•
•
•
•
•

Family governance and coaching
Financial analysis
Consolidated online investment performance reporting
Organizing estate planning
Philanthropic planning and organization
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401(k) Compliance
Best tips for maintaining compliance in your plan

{E

nsuring your plan is up-to-date
with compliance standards is key.

By Suki Mann

I

f your company offers a 401(k) retirement plan, then you
understand the extraordinary benefits it can offer your
workforce. What many companies don’t realize, is that your
company’s size dictates whether or not your 401(k) plan
requires a third party audit. Ensuring your plan is up-todate with compliance standards is key, and there are often
overlooked issues that serve as red flags for the Department
of Labor (DOL) and/or the IRS. In order to make your audit
process as smooth as possible, there are some critical points
to consider when preparing for your 401(k) retirement plan
audit.
1. Know the 80/120 rule
Generally, a plan is considered a “large” plan and requires an
audit when there are more than 100 participants as of the first
day of the plan year. If the plan had less than 100 participants
the previous year, but still has less than 120 participants in
the current year, it can still be filed as a small plan and forego
the audit requirement. This rule applies so long as the eligible
participant count remains less than 120.
2. Make sure to count everyone
Whether or not every employee chooses to participate in the
401(k) plan, any employee eligible to participate is considered
an eligible participant. This includes terminated and deceased
employees who still have a balance in their plan.
3. Protect against fraud
Under Section 412 of the Employee Retirement Income
Security Act (ERISA), a fidelity bond must cover at least
10% of the plan’s assets in case of fraud or dishonesty. As
plan assets increase each year, an increase in coverage could
be required if the bond no longer meets the 10% minimum
requirement.
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4. Ensure correct deferrals
It’s important to ensure that all compensation being
deferred falls under the eligible compensation outlined in
the plan documentation. Furthermore, all other forms of
compensation (such as allowances) are not calculated in the
deferrals.
5. Keep up with updates
Always keep your plan documentation updated with the most
current compliance standards and laws. It’s helpful to keep
records and make the documentation of all amendments easily
accessible. This allows for all participants to fully benefit from
the plan, particularly when the documentation has not been
recently revised. (Example: starting in 2015, the maximum
contribution to a 401(k) plan was increased to $18,000).
6. Use the fiduciary committee
It’s a good idea to draft and record your annual 401(k)
committee meeting in order to help prove and defend any
allegations of breach of duty.
7. Timing is everything
Ensure that employee contributions are deposited within a
reasonable amount of time. This can be either a time frame
outlined in the plan’s documentation, or at a maximum, the
15th business day of the following month of when the deferral
was withheld. Businesses with less than 100 participants are
eligible for a seven business day safe harbor rule.

9. Watch the employer match
If your company offers employer matching, it is important to
note any maximums on your plan documentation, as well as
not surpass the legal matching cap. There is also a limit placed
on the combined contribution of employee and employer.
This cap often changes and should be monitored each year to
ensure compliance.
10. Shift the risk
When employees are offered the option of managing their
own investment portfolio, make sure they are given adequate
information on the investment choices as well as the fees
associated with those options. In order to avoid liability
issues, there must also be a statement from the committee
relieving themselves of fiduciary duty.

For companies that require an audit, Form 5500 is due by the
last day of the seventh month after the plan’s year end. For
example, if the plan’s year ends on December 31, Form 5500
will be due on July 31, with an optional extension through
October 15 (Form 5558).
If you would like to learn more about the rules and regulations
surrounding your benefit plan, or if you want to find out how
Sensiba San Filippo can help make your 401(k) plan audit as
seamless as possible, please contact one of our 401(k) audit
specialists at 925.271.8700 or at info@ssfllp.com. •
AUTHOR
Suki Mann, Senior Manager at Sensiba San
Filippo, serves as the leader of the firm’s
Employee Benefit Plan Audit Practice, as
well as specializes in assisting venturebacked technology companies with revenue
recognition and other industry-specific
needs. Suki can be reached at 925.271.8700 or
at smann@ssfllp.com.

8. Monitor excess employee contributions
There is a legal cap placed on the dollar amount participants
are allowed to contribute to their 401(k) plan each year. If
excess contribution is found, necessary actions must be taken
to remove the excess contribution and avoid penalties.

11

2. An individual’s expertise or reliance 2. Keep a log or calendar of your
on the advice of experts

3. The time and effort an individual
4.
5.
6.

Business or Pleasure?

7.
8.
9.

How hobby losses can affect your taxes
By Brandon Scripps and Monic Ramirez

S

o, you love your job. But did you
know that combining business
and pleasure could affect your tax
deductions? While there are no laws
against enjoying your profession, it
is important to distinguish between
business and recreation when it comes
to your business — particularly for
wineries. If your operation runs at a loss
and you claim losses on your taxes, it
is critical to understand the hobby loss
rules and how separating business and
pleasure is essential to complying with
tax rules.
The Hobby Loss Rule
The hobby loss rule was adopted in
1969 as an attempt to deter farmers
from deducting losses from not-forprofit activity. The historical phrase
“gentleman farming,” refers to a person
utilizing his estate or land for farming
pleasure rather than profit. Essentially,
the wealthier landowners would claim
agricultural losses on their land to offset
their regular income — thus stretching
the rules to maximize wealth. Still in
effect today, hobby loss rules seek to
strictly distinguish between for-profit
and not-for-profit activities.
Similar to farming, wineries are eligible
to receive tax deductions in the case of

12

a rough year with heavy losses. While
this is particularly beneficial in the case
of drought or extreme weather, there
are certain rules that limit the extent to
which you can use vineyard and winery
losses as a tax deduction.
Traditional business expenses are
generally tax deductible so long as
the expenses were a result of trade or
business activity — basically expenses
relating to the production of income
or activities relating to investments.
Perhaps most notably, a trade or
business loss deduction may be offset
against unrelated income, depending
on the particular circumstances. A
“hobby loss” on the other hand, is a
non-deductible loss incurred as a result
of doing an activity for pleasure rather
than profit. Covered under Internal
Revenue Code 183, hobby loss limits
the deduction of losses not directly
associated with profit. Therefore, an
individual, trust or estate may deduct
hobby loss expenses only to the extent
that the individual has gross income
from the particular activity.
So how do you decipher between
hobby and for-profit activities? Deciding
whether or not someone engages in a
for-profit activity depends on whether

they have an honest profit goal —
which often becomes a test of facts and
circumstances. In some cases, the fact
that an individual spends personal time
cultivating an activity indicates their
intent to make a profit. This is especially
true when the activity in question lacks
substantial personal or recreational
aspects. Someone choosing to leave a
former occupation to devote more time
to another activity may also indicate a
profit motive. In addition, profit motive
may be presumed if the activity in
question was profitable for three of the
past five years.
Separating hobby and profit
If profit intent is ever questioned, the
courts will generally put more weight
on objective facts rather than the
individual’s claims. For this reason,
it is important to have your activities
clearly separated from the beginning
in case the IRS ever questions your
motive. The Internal Revenue Code
regulations identify nine factors (none
of which individually determinative) to
help decipher whether an activity was
engaged in for profit:

1. The extent to which an individual
carries on the activity
businesslike manner

in

a

expends in carrying on the activity
The expectation that the assets
used in the activity may appreciate
in value
An individual’s success in similar
activities
An individual’s history of income
or loss from the activity
The amount of occasional profits,
if any
An individual’s financial status
The elements of personal pleasure
or recreation

There are a number of steps that
individuals can take to avoid the
hobby loss rules. First, the individual
should strive to conduct the activity
professionally and in a businesslike
manner. You should:

1. Document your acquisition of a
reasonable level of expertise for the
activity and consult experts during
this process

3.
4.
5.

6.

involvement and time spent in the
activity
Maintain separate bank account(s)
for the activity
Maintain separate books and
records for the activity
Create a detailed written business
plan with annual budgets and
projections (often created when
outside financing is involved —
an excellent resource is the UC
Davis Agricultural and Resource
Economics current cost of return
studies for wine grapes)
Document changes in operating
methods

It’s also important to note that
conducting an activity via a pass-through
entity, such as a partnership, Limited
Liability Company or an S Corporation
will not protect against hobby loss rules.
These entities are all subject to the same
stipulations and should adhere to the
same cautions listed above.

Especially in industries like wine, a
taxpayer may both seek profit for their
craft as well as enjoy the process along
the way. While the taxpayer may hope
to generate a profit, they may also
enjoy the activity for recreation or
leisure. Receiving gratification from
an activity does not in itself make the
activity “not for profit.” It is of course
perfectly acceptable to find pleasure in
one’s business endeavors, but make sure
that the activities are separate and well
documented in the case of an audit.
While the hobby loss rules were
originally adopted to curtail the
deduction of farm hobby losses, the
rules are applied to a wide variety of
activities and industries. While enjoying
your job should not affect your taxes,
it is important to understand where
the lines are drawn and how to avoid
a scuffle with the IRS down the road.
If you have any questions about hobby
loss rules or how your business may be
affected, feel free to reach out to one of
our winery and agriculture specialists at
925.271.8700 or at info@ssfllp.com. •

AUTHOR

Other occupations affected by hobby loss
rules include:
Venture
Capitalization
Used Car Sales
Mining and Drilling
Sound Recordings
Amway Distributorship
Tax Shelters
Drag Racing
Photography
Golfing		
Stamp Collecting
Bowling			
Gambling

Motocross Racing
Horse Racing
Artists		
Entertainers
Craft Sales
Acting 			
Artwork
Writing
Craft Beer
Auto Racing
Gunsmithing
Practice of Law
Making Movies &
Videotapes
Operating a Talent

Agency
Dog Breeding
Horse Breeding
Cattle Ranching
Farming
Operating a B&B
Aircraft Rentals
Boat Chartering
Boat Racing
Fishing		

Brandon
Scripps
is a Senior Audit
Manager
and
leads the Wine
and Craft Brew
group at Sensiba
San Filippo. He
assists breweries of all sizes with making
sound business decisions with solid
financial data. You can reach Brandon at
408.286.7780 or bscripps@ssfllp.com.

AUTHOR
Monic Ramirez is a
Tax Partner at Sensiba San Filippo.
She specializes in
multi-state taxation,
consolidated foreign
operations, and FAS
109 reporting. Monic can be reached at
408.776.8900 or at mramirez@ssfllp.com.
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Pay Your Payroll Tax
with R&D Credits
How start-up companies have an opportunity to save cash

{

R&D credits are not just

for big companies!

By Evan Stephens

S

tarting in 2016, Research and Development (R&D) tax
credits can be used to offset payroll taxes. Previously,
these credits could only be used to offset income taxes. Since
many start-ups produce little to no profit in the first few years,
there was no income tax for the R&D credits to offset, and
therefore, no opportunity to use the research tax credit.
However, all businesses with employees must pay payroll taxes
(approximately 7.65% on gross wages paid by the business).
Being able to offset these payroll taxes with the R&D credit
means that start-ups can receive a benefit for their research
activities even without being profitable.

not mean that the start-up cannot still generate the credits
and use them in the future to offset income tax (the R&D
credits can be carried forward for 20 years). It just means that
the credit cannot be used to offset payroll taxes.

quarter. Note that the business will need to determine and
report the R&D credit on a timely filed tax return (that is,
not an amended return) to use the payroll tax election on the
next quarter’s payroll.

How much is available to offset payroll taxes?
The maximum benefit a business may claim against payroll
taxes is $250,000 per year. It’s important to note that the use
of the R&D credit to offset payroll taxes will not reduce the
allowable deductions for the basic research expenses — you get
your cake (tax deductions), and eat it too (tax credits).

How do I claim the R&D credit and use them to
offset payroll taxes?
To take advantage of the tax credit, the business must first
claim the R&D credit based on its research activities expenses.
Next, an election must be made on their income tax return to
convert a certain amount of its research credits into a payroll
tax credit.

The Federal R&D credit amounts to roughly 5% of the
wages, materials, and outside contractor expenses in research
activities related to product and software development,
including:

Taking advantage of this generous tax credit could mean
big savings for start-ups. If you have any questions about
the credit or want to know more about how it can impact
your business, feel free to reach out to Sensiba San Filippo
Senior Manager, Evan Stephens, at 408.286.7780 or at
estephens@ssfllp.com. •

•
•
•
•

Product conceptualization and development
Prototype development, materials expenses, and testing
Manufacturing process development
Software development and testing — including embedded,
SaaS, PaaS, APIs, etc.
• Support of software development — including specialized
equipment or services
Who qualifies for the R&D credit?
The R&D credit rewards businesses for creating or improving
products, manufacturing processes, or software. The research
activities must be technological in nature; in other words,
they must rely on the sciences such as engineering, physics,
chemistry, biology, computer science, etc. This means that
marketing or management research activities do not qualify.
Typical indicators of qualified research include:

• Degreed engineers, scientists, or software developers on
staff
• Patentable products, software, or production methods
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• Operating in an industry where prototyping is common
• Manufacturing products
• Developing software
It’s important to note that the research activity does not need
to be revolutionary, as in “the first time ever developed.” The
R&D credit rewards businesses for making evolutionary steps
in any particular technology.
Who qualifies for the payroll taxes offset?
Start-ups in their first 5 years of existence and with less than
$5 million in gross revenue for the taxable year likely qualify to
use the R&D credit to offset payroll taxes. Therefore, start-ups
formed in 2012 or earlier are unlikely to be eligible. This does

When can the credit be used to offset payroll liabilities?
The credit is generated yearly and is applied against payroll
taxes the quarter following the filing of income tax returns.
For example, businesses filing their 2016 income tax returns
in March 2017 will be able to use the R&D credit to offset
payroll taxes in the next quarter — July 2017. If the credit
amount is more than the payroll taxes due for the quarter,
the unused credit may be applied in the succeeding calendar

AUTHOR
Evan Stephens is a Senior Tax Manager
at Sensiba San Filippo. He specializes in
tax planning and compliance for privately
held companies. You can reach Evan at
408.286.7780 or estephens@ssfllp.com.
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Manufacturing Tax
Deductions
Evolving regulations may benefit you
By Donna Holm

R

educing taxes is always a topic of interest among US
businesses. If you’re a manufacturing company, make sure
you take advantage of the Internal Revenue Code Section 199
Domestic Production Activities Deduction (DPAD.) DPAD’s
generous tax deductions make it an appealing option for
American manufacturers looking to maximize their income.
What is DPAD?
In 2004, Congress enacted the DPAD as a way to provide
tax relief for manufacturers in the US, no matter where the
goods are sold, and to ensure jobs remained onshore. Subject
to certain limitations, manufacturers are allowed a deduction
equal to the lesser of:

• 9% of the taxpayer’s qualified production activities
income (“QPAI”)

• 9% of the taxpayer’s taxable income for the year
• 50% of the taxpayer’s W-2 wages for such year that are
properly allocable to domestic production gross receipts
(“DPGR”)
QPAI includes receipts from products that have been
manufactured, produced, grown, or extracted (MPGE) by the
taxpayer in whole, or in significant part, within the United
States. In addition to traditional manufacturing, activities can
include the production of qualified films, utilities, software
development, and US real property construction.

The recent evolution:
Since its issuance, DPAD has been causing an array of
confusion among taxpayers and enforcers alike. There has
been recent debate between the IRS and district courts over
what manufacturing activities are eligible under Section 199.
So the looming question is, at what point can a business claim
that they are manufacturing?
The loose interpretation of what falls under manufacturing,
producing, growing or extracting (MPGE) has catalyzed a
slew of businesses claiming to fall under the manufacturing
umbrella.
The wins for manufacturers:
With uncertainties as to what qualifies under MPGE, there
have been two recent district court cases ruling against the
IRS in favor of businesses claiming repackaging as a qualifying
activity.

The courts ultimately ruled in favor of Precision, stating that
their “complex production process,” which included research,
product testing, and unique mixing, qualified them as creating
a “distinct” final product. The IRS dropped their appeal.
What does this mean for me?
The arguments formed in both Dean and Precision Dose,
Inc. serve to provide insight on the various ways in which a
business can make the most of DPAD. While neither labeling
nor repackaging alone directly qualify, persuasive arguments
can be made for businesses that engage in additional
processing activities.
If you are uncertain whether activities qualify as MPGE
or repackaging, note certain key aspects of the "complex"
production processes that the courts found persuasive:

Dean, Houdini Inc.
Houdini Inc., a company that created gift baskets and gift
towers from various items from multiple suppliers, claimed
that their use of an assembly line to change the form and
function of the various items into one new product fell under
the qualifications set forth by DPAD. The IRS fought the
claim by saying that minor assembly or repackaging does not
qualify as a MPGE activity.

• The processes relied on assembly line workers and

Detailed calculations are required to arrive at net QPAI.
Simply put, after determining the domestic production
gross receipts (DPGR), subtract the cost of goods sold, direct
expenses and a ratable portion of indirect expenses allocated
to these gross receipts (IRC Sec 199(c)(1)).

The courts ruled in favor of Houdini, declaring that the
assembly line changed the form and function of the various
items in its production process. As a result, the IRS released
Proposed Reg. Sec. 1.199-3(e)(5) that declared the following
activities as non-MPGE: packaging, repackaging, labeling, or
minor assembly, by way of adding examples to the existing
regulation to help narrow the scope.

The challenge is in the allocation of the DPGR and the
costs. In order to capture the information necessary for the

Precision Dose Inc.
Days later, another court case arose. Precision Dose, Inc.,

In response to the court decisions, the IRS published proposed
and temporary regulations on December 16, 2015 (REG136459-09) to better define and provide guidance on the
DPAD provisions. These regulations, which will be effective
when published as final, remain at odds with the recent court
decisions as the IRS is seeking to administratively strengthen
its position on DPAD. In light of the developing guidelines
and DPAD’s evolving nature, it is beneficial to stay to up to
date on provisions to ensure that your business’ activities are
compliant. Note some of the proposed changes below:

The deduction is not limited to corporations, but rather
any entity engaging in these activities. Pass-through entities
should provide information regarding DPAD on the K-1s
issued to shareholders, partners or members.
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computation and to maximize your deduction, a modification
to your current accounting system may be needed.

a company that creates single-dose medications from bulk,
was denied their refund under DPAD by the IRS. Precision
argued that their product, although derived from bulk
items, was unique due to their complex production process.
The IRS refuted the claim stating that Precision was merely
repackaging and labeling an existing product and therefore
failed to qualify as MPGE.

•
•
•
•

machines
The form, purpose, and resulting demand of the final
products were distinctly different from their initial parts
Subassembly of the items into the final form did not
constitute a majority of the process
Thorough market research of the product
Extensive testing of the product

Under the current IRS regulations, only one taxpayer is
allowed to claim a DPAD benefit from the manufacturing of
a product – the taxpayer that has the benefits and burden
of ownership. The proposed regulations would rather state
that if a qualifying activity is performed under contract, then
the party that performs the activity gets the deduction. This
could be a significant change for contract manufacturers that
have not previously received a DPAD deduction and their
customers who have the benefit and burden of ownership
who have received the deduction.
The proposed regulation also clarifies which manufacturing
activities qualify for DPAD. They reaffirm their position that
standalone packaging or testing do not qualify for DPAD.
The proposed regulations clarify that a taxpayer must engage
in construction activity to qualify for DPAD on an item-byitem basis, so this would have to be looked at for each job. For
companies doing any construction management activity, this
may limit the DPAD on those jobs.
The regulations also update the definition of substantial
renovations of real property to conform to the tangible
property repair regulations released in early 2015. The
proposed DPAD regulation refers back to the repair regulations
to determine what the unit of property is for the 30%-40%
test. The current definition for substantial renovations is the
renovation of a major component or substantial structure or
real property that increases the value or the property, prolongs
the useful life, or changes its use.
If you have questions about your qualifications for the
DPAD, or need to file an amended return to claim DPAD,
it’s a good idea to consult with your accountant or a financial
consultant.•
AUTHOR
Donna Holm is a Senior Tax Manager
at Sensiba San Filippo. She specializes in
closely-held businesses, corporations and
partnerships, domestic and international,
in a variety of industries, as well as
the owners/founders in the high net
worth space. Donna can be reached at
408.286.7780 or at dholm@ssfllp.com.
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SOX Compliance
on a Global Scale

Check out this new
SSF expertise...

By Kevin Shives
What’s important?
All SOX implementations and on-going maintenance will
follow these general steps:

A

s a big step in expanding its consulting practice, Sensiba San Filippo
(SSF) is pleased to announce that it has acquired The Resultants, Inc.
— a boutique-sized firm with a strong reputation in Sarbanes-Oxley
(SOX) compliance and internal audit consulting in the Silicon Valley. With
deep roots in the epicenter of growing businesses, The Resultants specialize
in helping pre-IPO (initial public offering) companies as well as small to
medium sized public companies with the right-sized scalable solutions for
internal audit and SOX compliance.
Aside from vast experience with domestic companies, The Resultants founder
and newly appointed Partner at Sensiba San Filippo, Kevin Shives, has also
spent considerable time abroad helping companies with internal controls
and SOX compliance.
What is SOX?
Since being signed into law in 2002, SOX compliance has
become one of the most historically significant reforms to U.S.
security legislation. With the goal of increasing transparency
and creating a more formalized system of internal checks
and balances, SOX essentially measures how well a company
manages its internal controls. Broad ranged and crucial to
success, SOX affects financial governance and accountability,
data storage and transmission, as well as information
technology. The goal: to create a safeguard for investors
against inaccurate or unreliable corporate disclosures.
Strictly enforced and far sweeping, SOX has affected
global markets on a scale far more than expected. In an
interdependent world, it has proven critical to understand,
implement and maintain the proper controls and compliance
rules set forth by SOX.
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International reach
While all American-based public companies are legally bound
to the rules of SOX compliance, the law also extends to
international companies that have registered equity or debt
securities with the U.S. Securities and Exchange Commission
(SEC). The penalty for non-compliance includes substantial
fines or removal from public stock exchanges, therefore
it is important to ensure that your company is taking the
right steps in not only having robust internal controls, but
maintaining them.
When non-U.S. entities get involved in SOX, it generally
means that they are a financially material part of a U.S. public
company that is required to be SOX compliant. In these
situations, the foreign location will require essentially the
same internal control evaluation as its U.S. parent. The role
of our firm is to help these entities obtain or maintain SOX
compliance by providing a full range of SOX services.

1. Design
Use risk assessment and scoping to decide what key controls
are required and then design them to effectively address
the risk. A company’s risk profile can change dramatically
throughout the year, especially in a high-tech or equally
dynamic industry.
Tip: The controls (and thus their design) should be reviewed
periodically as circumstances change (i.e. acquisition, new
product launch, new markets, growth or downturn), but at least
annually.
2. Document
Key controls require sufficient documentation so that the
process can be properly performed and replicated. Anyone
performing controls should be clear on how to consistently
perform them, and internal and external auditors should be
able to easily test the controls for compliance.
Tip: The key word for documentation is “sufficient.” Over
documentation, especially in the first year, is a serious resource
consumer. Reaching the documentation balance requires
experience and perspective, so be sure to consult with your
internal audit and external auditors to stay on track.
3. Test
All key controls must be periodically tested with the appropriate
samples to gather evidence and support a conclusion about
effectiveness.
Tip: Year after year, testing will consume a large portion of your
SOX budget. Spend the necessary time and effort to ensure
you have the most efficient and effective test resources available.
A highly efficient test program will include: experienced testers,
executing on well-developed test plans, utilizing appropriate
technology and proven procedure.
4. Evaluate & Report
Results of testing will be compiled and evaluated to determine

if there are deficiencies, and if so, their severity. There are three
levels of deficiencies: deficiencies, significant deficiencies
and material weaknesses. There is a lot written about the
technical definition of deficiencies, but the practical concerns
with each are as follows:
Deficiency – a control did not operate as “advertised,” but the
resulting impact is not significant. Correct the problem and
learn from it. Report the issue to management and share with
external auditors.
Significant deficiency – a control did not operate effectively
and the impact was close to material, but not quite. This must
be reported to management, external auditors and the audit
committee.
Material weakness – one or more controls failed and the
result was, or could have been, a material misstatement to
the financials. This level requires full public disclosure in the
financial statements.
Tip: Developing a highly effective test program can help you
find issues early, which will help you correct problems before they
escalate beyond the level of a simple deficiency.
Ensuring that your company is SOX compliant can be a
foreboding journey and a substantial expense, especially if
resources are mishandled or the process goes astray. There
are, however, experts to help lead the process and make your
internal audit as effective and efficient as possible. •
AUTHOR
Kevin Shives is a Consulting Partner
at Sensiba San Filippo. He specializes
in Sarbanes Oxley (SOX) compliance
and internal controls for publicly held
companies. Kevin can be reached at
408.286.7780 or at kshives@ssfllp.com.
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Where Taxes Meet
Globalization
Payments to non-U.S. individuals and entities
By Greg Brown

I

n today’s increasingly interdependent world, people are transcending geographic boundaries and
doing business across the globe. Advances in technology have opened up global markets like never
before, and cross-border business has become the norm rather than the exception. Accompanying
this global market is an intricate web of tax rules and regulations that affect both domestic and
international parties— a particularly complex matter being U.S. withholding rules. Deciphering
who and what fall under these rules is often a challenge, and since withholding is required to be
paid and reported, it’s vitally important to understand the requirements.
What is Chapter 3?
There are two general areas to be aware of when it comes to
U.S. tax withholding. First, Chapter 3 withholding is required
under Internal Revenue Code Sections 1441, 1442 and 1443.
Second is Chapter 4 withholding, which is required under
Internal Revenue Code Sections 1441 through 1474. This
article will focus on providing a basic overview of the rules
and requirements for Chapter 3.
Key Chapter 3 areas to consider:
• Is a payment being made by a U.S. person?
• Is the recipient of the payment a foreign person?
• Is there U.S. sourced income or payment?
• Is the income or payment subject to U.S. tax withholding?
More specific areas to consider:

• Payer documentation requirements
• Whether the income or payment is subject to U.S. tax
withholding

• The reporting requirements
• The tax payment requirements

20

Who is affected?
Withholding rules apply to any business/investment income
or payments made to a foreign person or entity. The U.S.
person who makes the payment is considered the “withholding
agent” and is therefore responsible for the withholding. This
person may be an individual, corporation, partnership, trust,
association, or any other entity.
A foreign person is defined as a nonresident individual,
foreign corporation, foreign partnership, foreign trust, or a
foreign estate. Furthermore, the “beneficial owner” is a foreign
person that ultimately owns the income. The determination
of a foreign person and the beneficial owner are provided to
the U.S. withholding agent through a series of W-8 forms
(depending on the type of foreign person) with the most
prevalent being the W-8BEN (individual) andW-8BEN-E
(entity).
What is taxed?
U.S. individuals are subject to taxes on their world-wide
income, whereas foreign persons are taxed on their gross
income derived from U.S. sourced fixed, determinable,
annual or periodic (FDAP) income.

Common payments and their sourcing that are subject to
withholding include:

to file form 1042-S is $100 per form. This penalty can get very
large, particularly in the case of many unfiled 1042-S forms.

Types of
Income/Payment

The required tax withheld needs to be paid to the IRS
within certain time frames and is determined by the total
withholding amount. The penalty rate ranges from 2% for up
to 5 days late to 10% for 16 or more days late, with the percent
being the unpaid tax amount. The potential ramifications of
overlooking these rules can result in serious tax due and/or
related penalties.

Interest
Dividends
Royalties
Personal Services
Rents
Pensions

Sourced
Residents of Payer
U.S. corporations with exceptions
Where services are performed
Where services are performed
Location of property
Where the services were performed
that earned pensions

The withholding tax on FDAP income is 30% of the gross
income (no reduction for expenses) or a lower treaty rate
when applicable. However, it’s important to note that there
are some specific exceptions to withholding requirements.
Foreign persons engaged in a U.S. business are generally
taxed on the net business income (deductions allowed) that
is connected to the U.S., with the tax rate being the U.S.
corporation tax rates or treaty rates.
The requirements
When there is reportable income or payment, the U.S.
withholding agent is required to complete and file all of the
forms with the IRS. The main forms to file are the 1042,
Annual Withholding Tax Return for U.S. Source Income of
Foreign Persons, and 1042-S, Foreign Person’s U.S. Source
Income Subject to Withholding. The form 1042 shows the
FDAP income paid to foreign persons as well as the related
tax withheld, while the form 1042-S reports income and tax
withheld, if any, for each foreign payee. The penalty for failure

Withholding rules are very complex and should be reviewed
carefully, and this article merely scratches the surface. For
further details, Publication 515, Withholding of Tax on
Nonresident Aliens and Foreign Entities, is an excellent IRS
publication that outlines all of the details. In addition, if
you have any questions about international tax rules, please
feel free to contact one of our international specialists at
925.271.8700 or at info@ssfllp.com. •

AUTHOR
Greg Brown is a Tax Partner at Sensiba
San Filippo. He specializes in tax planning,
compliance and consulting for technology
and venture capital industries. You can reach
Greg at 408.286.7780 or
gbrown@ssfllp.com.
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Staying Relevant in a
Changing World
The story of California Hydronics Corporation

A

sk any seasoned entrepreneur — the challenge is not starting a company, it’s keeping it alive. It takes
more than a good idea to build a thriving business. You must understand the market at the present,
but keep a strategic eye on the future. It requires endurance to maintain consistency and quality, but
you need courage to challenge the old and make changes for the better. It takes more than excellent
service and products to stay relevant to your clients, and it takes more than a paycheck to stay relevant
to your employees.
While many businesses are created with the goal of a quick profit, some entrepreneurs create to sustain a
legacy. California Hydronics Corporation, for one, was founded with a vision for the future. In business
for 60 years, there is no better person than President and CEO, Robert Polizzi, to learn more about the
struggles and secrets of creating a long-lasting business.

California Hydronics Corporation
An Employee Owned Story

Founded by three manufacturing entrepreneurs in 1957,
California Hydronics began its journey dealing primarily with
hydronic heating equipment, team components, heat transfer
equipment, and plumbing accessories. After outgrowing
their facilities multiple times over the years, in 1992 the
company moved to a 45,000 square foot building in Hayward,
California — where their headquarters remains today. As of
2016, the company employs 147 employees spread among 11
locations. Their journey has been one of continual growth
and adaptation, and ultimately learning what it takes to
remain at the top of the industry.
Robert joined the California Hydronics team in 1990 after
working for a competitor in the industry. His motive? As
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simple as wanting to work for the industry leader. “I didn’t
like competing against them, so I ended up going to work for
them,” he says matter-of-factly.
In 2001, California Hydronics made a big expansion up
the Pacific Coast after acquiring a renowned company in
Vancouver, Washington. Renamed Columbia Hydronics
Company to mirror the “CHC” in California Hydronics
Corporation, the expansion gave them access to a large
swathe of business in Oregon, Washington, Montana, Idaho
and Alaska. From a business standpoint, this move was highly
strategic and the expansion went considerably well. “We
pretty much took our business model here in California and
copied it up there. We do a lot of training for our own people.
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In 2011 the company made their largest, and perhaps
most innovative, transition to date — they became a 100%
employee owned company. An ESOP (employee stock
ownership plan) serves as a form of retirement plan. It
provides business owners with the opportunity to sell their
ownership to the employees, ensuring that the business
does not fade away when management and owners retire.
With the goal of longevity and sustainability, Robert advises
that “it’s a great thing when it comes to succession planning
and the continued growth of the company. If you’re just
looking to get money out of the company and fast cash, it’s
probably not the best way to go.”

We like them to be the most knowledgeable in the industry,
and we did that up there.”
Like any acquisition, Robert admits that they experienced
some growing pains. While there will always be inevitable
hurdles in terms of implementing “alien” business flow and
procedures, he found that it was their values and work ethic
that truly resonated with the new employees. “Employees
don’t like change,” he says laughing. “They found that they
liked the value propositions that we bring to the customers.
They make the customers happy and they like doing business
with us. And employees like working with companies that
people like to do business with.”
To Robert, value propositions are what make California
Hydronics unique in the market. He even went so far as to
say that he will never sit down with a customer and talk about
how their steel is superior to the competition. Rather, he
discusses the value that they bring to the table. “There are
many distributors out there. At the end of the day, you have
to be the leaders in your value propositions. So you’re easy to
do business with and you are bringing value to them, not just
selling steel.”
As with most other manufacturing industries, good talent in
the building trades has become increasingly more difficult to
find. “If you look at the millennial generation, they are all
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educated and not going into to the building trades. They all
went to college and have advanced degrees. It’s a challenge
that the US is facing right now, and I think it will change in
time.” With the influx of technology and software companies,
more traditional industries often struggle to keep up with
the changing landscape of business — especially in terms of
attracting the younger generations. California Hydronics
on the other hand, has embraced a culture of change and
adaptability to confront this struggle head on.
Robert says that his most cherished goal as CEO, is to
create strong teams and an environment open to questions
and change. California Hydronics has worked to create an
environment where employees feel comfortable questioning
why things are done the way they are. He strives to ensure that
everyone is growing in the same direction and that management
does not dictate decisions based on conventional procedure.
Aside from encouraging employees to question the status quo
and share ideas, California Hydronics has created a culture
committee, made up of primarily millennials, to present these
ideas straight to management. “There are no executives. These
committees are for them to come to us and say this is what
you have to do,” he explains. For Robert, remaining open to
ideas and new ways of thinking is imperative to attracting and
sustaining good talent. “The world is changing very fast, from
technology to people. And you have to listen to the people
around you.”

Unlike a 401(k) plan or a health savings account, an ESOP
can be unchartered territory for many employees. Like other
companies making this transition, California Hydronics
experienced a period of confusion while employees
learned the ropes. In time, the ESOP established a cultural
consistency in how the employees view their contribution to
the bottom line and their communal goal to increase stock
value. “If I had to compare it to something I would compare
it to a publicly traded company. It’s very transparent.” Robert
mentions that there are still management teams, board of
directors and executive advisors, but the employees get to
tangibly benefit from their contribution to the bottom line.
Aside from more executive transparency, the only difference
is the employees get a stock certificate at the end of the year,
“it’s basically money in the bank” for employees.
From a more personal standpoint, Robert reveals his
values for being a successful leader. “It’s important to me
to read everything I have, talk to a lot of other CEOs, go
to trade shows, and see where the industry is going.” This
statement was a consistent motif throughout our discussion.
Robert emphasizes change and evolution, shifting to meet
new standards and staying ahead of the game. Staying
knowledgeable, maintaining relationships and learning
from the past. He even says that he can call past CEOs for
advice. “A big part of our continued growth is as people
retire, especially our executives, we don’t just retire to the
past and you never see them again. I have ex CEO’s and
Presidents that I can still call to make sure I’m not going
down a road that they have gone down once. I think that’s
a valuable tool.”
When asked what piece of advice he has for other CEOs
and Presidents looking to grow and sustain a business,
Robert says, “it’s about the ability to keep an open mind and
listen. Not just as a company or a CEO, but as a person.”
Furthermore, “you must have the emotional intelligence to
listen to what people say around you.” •
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Internal Audit
What it is and what it can do for your business

The internal audit process is not a cookie-cutter, one size fits
all process. The process can be tailored to the specific needs
of the organization. However, in general, it would include
certain basic steps.

If the internal audit is conducted in an advisory capacity for
management, the nature and scope of the testing are subject
to agreement with management. Additionally, during this
phase, various administrative tasks are performed — such as
identifying and scheduling the internal audit resources that
have the requisite knowledge to perform the testing.
Step 4: Perform audit testing
The internal audit function can serve as the eyes and ears
of management. They can serve in an advisory capacity
to management by performing testing to determine if the
controls that were implemented are actually in place and
working as intended. The methods used by the internal
auditors to obtain evidence to support their conclusions
are: inquiry, observations, inspections of records, and
reperformance. Inquiry is the weakest form of audit
evidence while inspection of records and reperformance are
considered the strongest.

By Carmen Caballero

Step 5: Report audit results
Results of the audit testing are summarized. The internal
auditor determines if the exceptions represent a trend or
are instead isolated cases. Exceptions that are pervasive
(i.e., represent a pattern or trend) are communicated to
management.
Step 1: Identify the risks
The first step is to identify the key risks that are inherent to the
organization and could prevent it from achieving its objectives.
This phase identifies “what can go wrong.” And if they do go
wrong, would it have a high, moderate or low negative impact?
This phase is accomplished with the involvement of the key
people in the organization who are knowledgeable about its
various processes. Company management is usually aware of
the various risks but asks whether there are important risks
that are being overlooked.

Y

ou’ve worked hard to develop your business, and your efforts have paid off! Now you have a thriving business — you employ
many more employees, have a wider geographical reach, and have built relationships with lots of vendors. You have always
been involved in every aspect of your business, but now it is just too big with multiple functions and geographically separated
operations. You find yourself asking these types of questions:

• Are there inefficiencies in some of our processes?
• Have we identified all our significant business risks and are we protected?
• Do we have any fraud exposures and are we mitigating them? The 2016 Global Fraud Study reported that the typical
organization loses 5% of revenues in a given year as a result of fraud
If any of the above or similar thoughts have been weighing on you, having an internal audit might give you peace of mind. But
what is involved with having an internal audit?
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Step 2: Identify the controls
The second step involves identifying what controls were
implemented to mitigate the various risks faced by the
organization. This exercise is intended to highlight if
there are gaps (risks where no mitigating controls have
been implemented). A side benefit is the identification
of redundancies (risks where there are too many controls
implemented, usually resulting in the cost of the controls
outweighing the expected benefits). A comparison of the
inherent risks and the controls in place results in the residual
or net risk.

Step 6: Follow up on remediation efforts
Remediation is management’s responsibility. Internal
audit usually comes in after corrective actions have been
implemented and performs testing to verify that remediation
efforts are successful in addressing the issues that were
identified. Since remediation efforts can be like a New Year’s
resolution that is practiced for one or two months and then
forgotten for the rest of the year, internal audit usually lets
the newly implemented control mature before performing
follow-up testing.
If you would like more information about how internal audit
can help your company or would like a brief demonstration
to experience how we operate, please contact us for a free
consultation at 925.271.8700 or at info@ssfllp.com. •

AUTHOR
Carmen Caballero is the Director in
Corporate Governance and Compliance
at Sensiba San Filippo. She specializes in
internal audit and controls. You can reach
Carmen at 925.271.8700 or
ccaballero@ssfllp.com.

Step 3: Plan the audit
The internal auditor determines what areas will be included
in the audit testing. Audit coverage is usually focused on the
higher risk areas and the related key controls in those areas.
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Food and Beverage Innovators
The trends that are re-shaping the food industry

O

n Tuesday, June 28, Sensiba San Filippo (SSF) proudly
sponsored the San Francisco Business Times’ annual
Food and Beverage Innovators Panel to discuss the trends,
fads and innovation driving today’s specialty foods market.
On the panel, five major players in the Bay Area specialty
food industry discussed the ways in which their company
remains relevant in the marketplace as well as some of the key
challenges that they face on a regular basis. Here is a list of the
Top 10 takeaways from this intriguing event:
1. Authenticity & transparency
There has been a strong pull toward health, sustainability
and fresh in the food industry, and the importance of
transparency is rapidly growing. This holds especially true
for meat alternatives like Impossible Foods. The challenge is
to be transparent with every ingredient and all production
processes, without sacrificing the authentic taste consumers
are accustomed to. Another challenge is keeping up with legal
compliance and reporting of “organic” foods, a challenge
that Urban Remedy says led them to hire a full time quality
assurance manager at their facility.
2. Target consumers — Millennials
Technology driven and health conscientious, millennials are
dictating what becomes trendy in the marketplace. F’real
Foods perfectly targeted this demographic by incorporating
hip touch screens on their milkshake blenders. Without using
any of their own marketing power, a F’real Foods’ blender
showed up on social media, and the result was a massive
line of anxious teens waiting to order the blended milkshake
concoction. The lesson — instead of the traditional method of
pushing products out, finding ways to pull consumers in and
publicize a product on their own social media is a key factor
for marketing.
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3. Follow the health trends
Processed foods are out, and health “fast-foods” are in.
Powered by millennials and supported by parents with
growing children, every company wants to tap into this vast
market. Fresh, sustainable, healthy, and fast — that’s what is
selling. Urban Remedy has gone from a small, private kitchen
to opening several storefronts selling pre-made, ready to go
food and juices. Even F’real Food, traditionally a milkshake
producer, is searching for healthy alternatives to reach a wider
market. People are caring what goes in their body, and the
need for producing healthy food is becoming a necessity for
staying in business.
4. Breaking into retail stores
If it tastes good, consumers will naturally want it. With that
mentality, both Hodo Soy and Casa Sanchez broke into retail
stores by letting managers, owners, and even employees, sample
their products. Whether it was at a farmer’s market or directly
at the store location, as long as it tasted great their product
would sell. From there, Hodo Soy formed partnerships with
Bay Area restaurants and even with Chipotle, which uses
Hodo Soy tofu for their sofritas.
5. What about packaging?
Packaging was once a mere way to preserve and present food,
but now sustainable packaging has become an essential
element of attracting consumers. Urban Remedy sees this as
another way consumers, in particular millennials, connect
with their plant-based food and juices. However, they have
found difficulty in maintaining freshness using sustainable
packaging for a product with an already short shelf-life. All
of the panelists expressed a desire to pursue more sustainable
packaging, but finding a quality product has been an ongoing
challenge. *Hint, hint to any packaging innovators out there.

6. Find the right investors
It’s not good enough to receive funding; they need to be the
right investors too. Food companies need to establish what
the product emphasizes, the requirements to maintaining that
quality, and the timeline scaling to market with their investors.
For Urban Remedy, that meant sticking to fresh, sustainable
juices, both as a liquid and a package. To Impossible Foods, it
was laying out a timeline with long-term goals where research
shortcuts are not possible.
7. Keep it simple
Sometimes simplicity is the best policy. Hodo Soy sticks to
producing only tofu and has come to be associated with quality
in a market where 80% is controlled by only two companies.
This philosophy can also be applied to the management of
the company. For example, Urban Remedy founder, Neka
Pasquale, found herself buried in too much paperwork and
hired a CEO so she could focus on her passion and specialty—
developing healthy juices and meals.
8. The blend of tech and food
When food and technology meet, innovation is bound to
happen. Impossible Foods’ plant-based hamburger was made
possible from breakthroughs in research and technology.
Similarly, F’real Foods developed a packable milkshake
and blender to serve-up authentic drinks for whole-hearted
indulgence. Technology is just as important as the food itself
when it comes to creating products that break food industry
norms.

Bob Sanchez
Owner
Casa Sanchez Foods

David Lee
COO & CFO
Impossible Foods

9. Change and innovation
Casa Sanchez said it best — there’s both external and
internal innovation. What that means for each company is
very different and depends on their mission statement as a
company. For Hodo Soy, it means rebranding tofu from a soy,
meat substitute used only in ethnic cuisine, to a vegetable that
simply tastes great for any style of cooking. To F’real Foods,
innovation is encouraging risks and celebrating failure. They
believe in taking risks in the development stage, learning from
their mistakes, and encouraging this mentality to keep the
creative juices flowing.
10. It’s all about relationships
When you have a whole aisle of competitors in every store, every
advantage to dominate more of that space helps. Casa Sanchez
is creating that advantage by building close relationships with
retail stores. Their goal is to not just be known by each store’s
staff, but also have their biggest advocates be the employees.
Sensiba San Filippo serves a vast variety of food and beverage
innovators across the Bay Area and California. If you want
to find out more about how our Firm can help grow your
specialty foods business, contact us 925.271.8700 or at info@
ssfllp.com. •

Dinsh Guzdar
President
F'real Foods

Minh Tsai
Founder & CEO
Hodo Soy

Neka Pasuale
Founder
Urban Remedy
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Brew More Pay Less
A 6-pack of tax tips for breweries
By Brandon Scripps

L

avender, bacon, maple syrup,
chipotle. A decade ago the only thing
these flavors would have in common is
a row in a jelly bean box. Today, the
combination of innovative flavors and
unique business character has led to
the success of the ever-growing craft
beer industry. With creative, and often
obscure, flavor profiles flooding the
market, beer consumers are rejoiced
by the plethora of options at the taps
and down liquor store aisles. In fact,
nearly 65% of beer lovers say that
they prefer craft breweries due to the
volume of variety. Where there used to
be only several major beer companies
monopolizing the market, there are
now 5,005 breweries in the US, 99%
of which are small, independent craft
breweries.

transforming raw ingredients into a
final product, breweries are inherently
considered
manufacturers.
The
Domestic
Production
Activities
Deduction (DPAD) is a deduction
available to U.S. manufacturers and
can amount to as much as 9% of net
Qualified Production Activities Income
(QPAI). To be eligible, the brewery must
pay W-2 wages and must be producing
a profit. The deduction applies only to
manufactured products at the brewery,
and therefore resale and merchandise
sales do not qualify. To avoid later
complication and questions from the
IRS, a well-organized accounting system
is recommended to distinctly separate
qualified DPAD related expenses
and revenue from non-manufactured
activities.

With an ever-growing demand for
more and more unique varieties, it’s no
mystery why breweries are popping up
all over the nation. Whether established
or just getting off the ground, it’s
important for brewers to know what
options there are in terms of tax
benefits. Like any business, producing
and retaining enough of your profit is
critical to sustainability, and beer is no
different. Here is a list of tax tips that
will help you maximize your wealth and
keep those taps flowing.

R&D
Think that research and development
only happens at tech companies?
Think again. Breweries are constantly
innovating the brewing process,
developing new or improved product
formulas and testing out new procedures
— all of which are qualifying R&D
activities. The tax credit can be applied
to expenses associated with any R&D
activities, including wages, supplies
and services used during the process.
The qualification process is tricky and
requires a four part eligibility test. For
this reason, it’s recommended that you
have extremely organized and accurate
documentation on the costs associated

Domestic Production Activities
Deduction (DPAD)
Since brewing is the process of
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with the R&D activities. Qualifying
activities include anything developed
or improved, such as bottling processes,
preservative
chemicals,
filtration
methods, flavor or aroma profiles, or
other advances in methodology or
procedure.
To make things better, congress recently
passed new legislation that enables small
businesses to apply their R&D credit to
offset payroll taxes. Like many start-ups,
breweries often struggle to make and
sustain a profit their first few years in
business. While not profitable, the odds
are they still have payroll to maintain.
This legislation allows small businesses
and breweries to put those R&D credits
toward those payroll taxes rather than
income taxes to realize an immediate
cash benefit.
Charitable donations
While charitable giving is a great way to
boost employee morale and help others
along the way, it’s also an exceptional
way to save some cash throughout
the year. Contrary to popular belief,
charitable giving can mean donating
physical items rather than just straight
cash. Like other businesses that have an
inventory supply, breweries often have
an excess of inventory or out of season
beer throughout the year. Let’s say your
brewery makes a delightful winter ale,
but come springtime, consumers no
longer crave those comforting notes of
nutmeg and cinnamon. By donating
this excess beer to a qualified charitable
non-profit for a fundraising event, you
could receive a tax deduction directly
correlating to its market value. The
beer must of course be in consumable
condition, and must be donated to a
registered 501(c)(3) to qualify. Be sure
to keep documentation of the donation
as well as a signed form from the charity
to receive the tax benefit.
FICA tip credit
For brewpubs, customer tips are a

critical part of employee compensation.
The FICA tip credit gives brewpubs the
chance to claim a credit on their federal
taxes, including social security and
Medicare. Note that this credit is only
applicable to tips that put the employee
in excess of the national minimum
wage ($5.15 per hour). Employers are
responsible for 7.65% of FICA payroll
taxes, making this credit a huge asset
when properly utilized. A simple yearend payroll report will showcase all of
the necessary information to qualify for
this credit.
Section 179 Deduction and
bonus depreciation
Having good equipment is an essential
part of a successful brewery. Section 179
of the IRS tax code gives businesses the
opportunity to deduct the full purchase
price of qualifying equipment and
software purchased or financed during
the tax year. In an effort to encourage
business growth and investing, this
deduction is one of the few that really
helps small businesses grow their
operation. While businesses used to
write off a portion of the purchase
each year as a part of depreciation, this
deduction allows businesses to write off
the entire purchase price for the year
they buy it (up to $500,000 in 2016).
This covers everything from software,
corporate vehicles and machinery.
Bonus depreciation is also a great way to
quickly recover the cost of capital assets.
Essentially, bonus depreciation allows
breweries to purchase equipment (thus
pumping up the economy) and expense
a portion of the asset immediately in
return. Bonus depreciation allows for an
immediate deduction of up to 50% of
the cost of the assets, above and beyond
the Section 179 deduction claimed.
As part of the extension, the amount
available for immediate deduction will
be 50% in 2016 and 2017, 40% in 2018
and 30 percent in 2019. It’s important
to note that bonus depreciation is not
applicable for used equipment or other

assets — in which case it’s best to take
the Section 179 deduction on those
assets when qualified.
California sales tax exemption
on manufacturing equipment
Since brewing naturally requires a large
amount of production equipment,
most brewing equipment will qualify
for California’s manufacturing sales
tax exemption. The exemption allows
a 4.1875% sales tax rate reduction
on qualified production purchases.
Claiming the reduced rate is simple and
well worth the benefit. When making
a qualified purchase or lease, simply
provide a Partial Exemption Certificate
for Manufacturing Equipment to the
seller. Although the exemption began
in July of 2014, it’s not too late to get a
refund for the sales tax exemption that
could have applied to prior qualifying
purchases. Consult with your tax
advisor to see about getting a refund for
any past overpaid sales tax.
Whether it’s a bold new flavor, a more
economic bottling procedure, or a
new facility to expand your operation
capacity, be sure to take advantage of the
many tax incentives offered to breweries.
If you want to learn more about how your
brewery can start saving cash, contact
our craft beer and wine specialist,
Brandon Scripps, at 408.286.7780 or at
bscripps@ssfllp.com. •
AUTHOR
Brandon Scripps
is a Senior Audit
Manager
and
leads the Wine
and Craft Brew
group at Sensiba
San Filippo. He assists breweries of
all sizes with making sound business
decisions
with
solid
financial
data. You can reach Brandon at
408.286.7780 or bscripps@ssfllp.com.

31

Preparing for
an Acquisition
Top tips for maximizing
your valuation
By Jeff Stark

I

n the current economic landscape, it’s common for startups
and businesses to seek a buyout or acquisition — in fact,
it’s frequently the goal from the start. Preparing for an
acquisition as early as possible can help alleviate the stress
of an unplanned opportunity as well as put your company in
the best situation for the strongest offer when the decision is
made to sell the enterprise. To ensure your company is on the
right track for success, here are some helpful tips to stay ahead
of the game and ready for the perfect opportunity.
1. Know your business
Be able to clearly articulate what you sell, how you sell it and
who you sell it to. Know your competitors and what factors
set you apart. This messaging should be concise and get
progressively more fine-tuned as the company matures. Your
message should be easily expressed and the business lines
should fit into a few buckets that are easy to explain as well.
Make sure you align financial reporting and projections about
the future of the business to your overall message. Aim to
make your projections feasible and defensible. The buying
team will be looking at the projections, which if reasonably
supportable, will allow you to sell the company for more
money and close faster.
2. Books and records
Understand your accounting policies and know how your
accounting aligns with expectations in your industry. Watch
out for complex areas such as accounting for revenue, inventory,
contingencies, equity instruments and consolidation.

32

Additionally, organize your accounting records consistently
and in a method that is easy to understand. Documentation
such as invoices, bank statements, payroll information and
other records should be well organized and easy to obtain.
3. Electronic storage
Consistent with the point above, get your books and records
in an electronic format. Ideally, that would mean a cloud
based solution to facilitate sharing while providing control
over who has access to that critical data. Keep these records
organized and sorted in a consistent manner that is easily
searchable.
4. Independent audit
A successful purchase is about having your buyer’s trust and
confidence. Having audited financial statements will provide
your buyer with a trustworthy source of your financials and
operations. In addition to setting a solid baseline for historical
financial information, an audit engagement is a good test run
to experience what the due diligence process may look like for
management going through an acquisition for the first time.
5. Tax positions and filing requirements
Whether your company is generating profits or operating
at a loss, taxes are a significant risk area in any acquisition.
Depending on your location and industry, your company may
have federal, state, foreign and sales tax filing requirements,
all of which will be heavily scrutinized by the potential
acquirer. It is important to understand the tax positions that

the company has taken, what elections were made on returns,
what returns were filed, and the risk that may exist for not
filing certain returns.
6. Contracts and obligations
Go over all your documents to uncover any mistakes or
breaches. Leave no stone unturned, and be sure to dig deep.
More than 50% of deals fail, often due to uncovering skeletons
in the closet. A disclosure schedule should be as thorough
as possible to avoid any information that might make your
potential buyer question your accountability and should
cover key contracts, equity holders and options, litigation,
intellectual property and warranties.
7. Employees and contractors
Many companies utilize contractors as a way of tapping into
unique and specialized skills. In many instances, consultants
can be cheaper and carry less risk. If the consultant fails
to be a good fit for the company, you simply do not renew
the contract — which can be less messy than terminating
a permanent employee. However, the legal definition of
an employee versus a contractor can get tricky. There are
numerous state and federal laws to consider as they can
provide significant risk to the company. If this is a potentially
convoluted area for your business, it’s a good idea to clean it
up prior to entering due diligence.

8. Protect your intangibles
Any intellectual property should be properly documented in
order to avoid question of ownership. When using others
(employees, contractors, third parties) to develop your
technology, be sure that ownership of IP is assigned to the
company. This is a complex area and one that generally merits
consulting with proper intellectual property legal expertise.
If questions arise as to the propriety of ownership of IP, your
valuation could be negatively affected or the deal scuttled
altogether.
If you have any questions about how you can better prepare
for an acquisition, fell free to reach out to our firm at
925.271.8700 or at info@ssfllp.com. •
AUTHOR
Jeff Stark is an Audit Partner and leads
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accounting and purchase accounting for a
wide range of clients. You can reach Jeff at
408.286.7780 or jstark@ssfllp.com.
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Fraud and Internal Controls

Knowing when to check your checks and balances Infographic
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Selecting the Right Advisor
A construction contractor's guide to hiring an accountant

*

Good advice for contractors,
but can be applied to any
industry.

By Justin Scripps

If you’re a construction contractor, the odds
are you will require the services of an outside
accountant from time to time. At first glance,
it can be difficult to tell the difference between
all of the Certified Public Accountants (CPAs)
out there. They list the same services, have the
same credentials and they all claim to work with
companies like yours. But do they all deliver the
same value? Is one CPA as good as the next? How
can you tell if you are truly getting the best value
from your service provider?
Delivering value to a construction contractor
requires more than just technical expertise,
understanding
percentage-of-completion
accounting and tax codes. Delivering value
requires taking the time to understand the full
picture of a business, their financial situation, and
the challenges they face on a day-to-day basis. Just as
relationships between general and subcontractors
are vital, a strong relationship with your CPA is
the foundation for value-added delivery.
What should construction contractors
expect from their accountant?
First and foremost, they should expect their
accountant to be looking out for their best interest.
That means proactively identifying opportunities
and avoiding potential issues. If an accountant
is only looking as far as the services requested of
them, they aren’t doing their client many favors. A
trusted advisor is not an order taker. They listen
to what their clients are saying, what the industry
is saying, and are creative and proactive in finding
solutions.
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An accountant should understand their clients’
business inside and out, allowing them to be
forward thinking in identifying exposure to risks
or implications of key business decisions. These
decisions could have ripple effects outside the
business as well, affecting personal or family
finances, so it’s important to be well informed of
the situation.

What is the key to getting value from a
relationship with an accountant?
Open communication is the most important
factor for ensuring a successful relationship.
The more open the communication, the better
the service. It’s important for clients to see their
accountant as a member of their “team” and not
merely a service provider.

They should also expect their accountant to
have construction industry expertise. There
are many nuances specific to the industry and
missing out on significant tax incentives and
keen financial reporting could disadvantage them
in the marketplace. An accountant with true
construction specific expertise will know what
lenders and bonding companies are looking for,
and will advise accordingly.

When a client feels comfortable calling their
accountant at any time, that’s a tell-tale sign of a
good relationship. Clients should feel confident
that their accountant is available to discuss
whatever issues they’re facing at any given moment.
In order for that to happen, clients have to know
that their accountant is not going to charge them
every time a call is made.

What does it mean to be a trusted
advisor?
A trusted advisor will talk about more than just
numbers and compliance. Conversations should
be far reaching and include company operations,
work-in-process, insurance and bonding, tax
planning for the business and the owner, as well
as succession planning.
Further, a good advisor must be willing to disagree
with his or her client. Many business owners lack
peers within their organization, and sometimes
being a trusted advisor means challenging a
business owner’s perspective. When a good
accountant anticipates that a client is about to
make a mistake, they understand the importance
of speaking up.

How can a construction contractor
assess their relationship with an advisor?
Finding the right advisor is about fit and
commitment. While construction contractors
need a firm that has the right expertise and
resources, it’s just as important to find an advisor
who places high value on the relationship. Having
an accountant with a high level of expertise doesn’t
mean much if they don’t understand the client.
While industry knowledge is important, it takes
more than technical skills to create a relationship
and provide value beyond what’s expected. It takes
commitment and the willingness to invest the
time to build understanding and trust. •

It is also important that the accountant build
a relationship or at least have an open line of
communication with the contractor’s lender or
bonding agent. A good accountant can “speak
their language” and collaborate to find the most
valuable solution that meets everyone’s objectives.

Author
Justin Scripps is an Audit Manager at Sensiba San Filippo and works extensively with
privately held clients in construction, manufacturing and distribution. He is an expert in
the various components associated with construction accounting, including raw materials,
labor costs and overhead at various stages of the production process. You can reach Justin at
408.286.7780 or at jscripps@ssfllp.com.
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SSF in the Community

Seasonal Worker
vs. Employee

The people of Sensiba San Filippo not only live, work and play in the Bay Area, but are committed
to finding ways to better our community and ensure its longevity.

What you should know before hiring
holiday help
By Bill Abel

T

he holidays: the time of year characterized by family, love,
thankfulness and extravagant shopping sprees. Between
Black Friday, Cyber Monday and the labyrinth of aisles
dedicated to seasonal décor and gifts, it has become customary
for stores and businesses to staff additional employees during
the holidays. Hiring seasonal help, although not exclusive to
winter months, has become a necessity for many businesses
to survive the influx of increased business. However, there
are some crucial things to note before posting up that “help
wanted” sign.
Universal coverage
Whether your hires are with you a couple weeks or a few
months, it’s important to note that most laws and regulations
that apply to year-round employees also apply to your seasonal
hires. Workers’ comp, wage and hour laws, anti-discrimination
rules and worker safety regulations all apply to any worker
under your payroll.
Health Care — Affordable Care Act
When it comes to health care, things start to get more
convoluted. Under the Affordable Care Act’s (ACA) employer
mandate, any company with 50 or more full-time and fulltime equivalent employees, as measured in the preceding year,
is generally subject to the “employer shared responsibility
provision.” Essentially, companies employing 50 or more
full-time employees must provide at least 95% of eligible
employees and their dependents with health insurance — or
face a fee. While only full-time employees are required to have
benefits, there is an exception that could apply to seasonal
workers.
Worker versus Employee
Clarity can be found in the difference between a “seasonal
worker” and a “seasonal employee.” A seasonal worker is
someone who performs labor or services exclusively during
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holiday seasons. This mainly applies to retail stores in need
of additional help for several weeks to lessen the burden of
large crowds. Seasonal workers are still included as part of the
headcount applicable to the ACA provision, although there
are some exceptions available in certain cases.
A seasonal employee, on the other hand, is someone hired
to work certain months out of the year (six months or less)
and return to work for those “seasonal” months every year.
Whether it’s stocking shelves over the winter holidays or
manning the register at a busy summer store, these folks work
those months each year without the need for rehire.
Who applies?
According to the IRS, an employee is considered full-time if
they average at least 30 hours of work per week, or 130 hours
of work per month. This means that many seasonal hires
put businesses at the threshold for being subject to the ACA
employer mandate.
It’s important to note that this merely scratches the surface.
The regulations vary and specific stipulations could apply. If
you have questions about the financial effects of the ACA
employer mandate, feel free to contact one of our Affordable
Care Act specialists at 925.271.8700 or at info@ssfllp.com. •

AUTHOR
Bill Abel is a Senior Tax Associate at
Sensiba San Filippo. He specializes
in tax planning and compliance for
corporations and individuals, as well as
advises clients on the Affordable Care
Act. You can reach Bill at 408.286.7780
or babel@ssfllp.com.
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Sensiba San Filippo has developed, built and sustained
its professional reputation and loyal client following
solely on the talent and efforts of our team.
We’re proud of our culture!
At SSF we work together, we play together and support one another.
Our firm’s core values are…Family – Community – Firm…in that
order. Those values are set from the top and are echoed throughout
the firm. While we expect nothing less than each other’s highest level
of effort on the job, a big part of who we are revolves around knowing
that life’s not all about work — we believe that it’s equally important to
appreciate family and have fun.
We care about our employees’ health and well being and offer a
comprehensive wellness program that includes healthy office snacks,
discounted fitness memberships, on-site chair massages during busy
season and participation in firm
softball games, golfing tournaments or
group walkathon fund raisers.
SSF also has a very diverse staff
from many different cultures and
backgrounds. Approximately 65
percent of our employees are women.

Culture Strong.
From giving back to our communities, to
working together with integrity and respect,
SSF is passionate about a value rich culture.
Come check us out and see how you can fit right in!
www.ssfllp.com/careers
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Become a member
of our team and
we will commit
to
both
your
professional and
personal growth.
We will provide
you with appropriate support and resources
at each stage of your career to guide and
foster your success.
We take professional development seriously
One of the best aspects about SSF’s size is that you will
gain the experience of working with clients directly and
working with different aspects of a project more quickly
than with a larger firm. We are large enough that you
can specialize in specific industries or areas of technical
expertise that appeal to you. SSF frequently hosts both
in-house and external trainings to keep you educated on
“best practices” and innovative techniques.

We offer competitive salaries and benefits
SSF offers a very competitive salary and benefits package,
including medical, dental and vision coverage, and 401(k)
for all full-time employees.
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