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The Affordable Care 
Act and the 3.8% 
Medicare Tax
In December 2012, the Internal 
Revenue Service (IRS) issued proposed 
regulations that expand upon the Patient 
Protection and Affordable Care Act of 
2010 (Affordable Care Act). One of the 
provisions of the Affordable Care Act 
is Code Section 1411, Unearned Income 
Medicare Contribution Tax. The new law 
and proposed regulations may affect 
the transportation industry, as certain 
individuals may have an additional tax 
liability, depending on their income. 

Effective Jan. 1, 2013, certain individuals, 
trusts and estates will be required to pay 
a 3.8% Medicare tax on their share of 
net investment income. Net investment 
income includes interest, dividends, 
royalties, annuities, capital gains, rents, 
and income from passive trade or business 
activities. 

The additional Medicare tax (as illustrated 
in Figure 1) will be imposed on individuals, 
trusts and estates with modified adjusted 
gross income in excess of the following 
income amounts:
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•	 Married Filing Joint or Surviving 
Spouse – $250,000

•	 Married Filing Separate –$125,000
•	 Single and Head of Household – 

$200,000
•	 Trusts and Estates – $11,950 

The tax will be calculated on the lessor 
of the net investment income or total 
modified adjusted gross income in excess 
of the threshold amounts listed above.

How will the new law and proposed 
regulations specifically apply to the 
transportation industry?

Passive Activities
If an individual, trust or estate owns 
rental activities and/or trade or business 
activities that are considered passive 
under Code Section 469, then the 
combined net income from these passive 
activities would be subject to the 3.8% 
Medicare tax if the taxpayer’s modified 
adjusted gross income is in excess of the 
appropriate threshold listed above.

The determination of whether the 
income or loss from a trade or business 
or rental activity from a partnership 
or S corporation is a passive activity is 
determined at the partner or shareholder 
level. Prior year suspended losses from 
passive activities may be utilized to offset 
current-year passive income subject to the 
Unearned Income Medicare Contribution 
Tax. 

Rental Recharacterization Rules
Treasury Regulation 1.469-2(f) (6) states 

Continued on page 6.
See “Medicare.”
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Income Taxed
The additional Medicare tax will be imposed on individuals, trusts and 
estates with modified adjusted gross income in excess of the following 
income amounts:
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Advances to Owner-
Operators and 
Company Drivers
With hundreds of drivers across the 
country, transportation companies use 
various methods to pay for fuel and other 
company expenses. Carriers typically 
pay these expenses through a secure 
credit card, such as a Comdata Card, or 
by issuing an authorized check number, 
which a driver can cash at most major 
truck stops. With the cost of operating a 
truck constantly rising, it is not uncommon 
for carriers to advance money to owner-
operators to help cover these expenses, 
or provide payroll advances to their own 
company drivers. 

Carriers should have a process for 
tracking these advances to ensure they 
recoup their funds. Some of the factors 
to consider when advancing money to 
drivers should include:

Authorization
Which employees are permitted to 
authorize advances? The dispatch 
department is a driver’s first mode of 
communication and the first contact they 
have to request an advance. If a dispatcher 
can initiate an advance, another employee, 
such as a supervisor, should be required to 
approve it before the money is distributed.     

Are there dollar limits on these advances? 
Drivers can request an advance for a 
number of different reasons. In order 
to reduce company exposure, carriers 
should set a limit on the amount that can 
be advanced to a driver daily or weekly.
Carriers should also set a limit on the total 
amount of credit that is extended to an 
individual owner-operator or company 
driver. Additional costs are incurred, 
including the time it takes for employees 
to process each advance. These 
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transactions take employees away from 
their day-to-day duties in order to ‘lend’ 
money to drivers, and carriers are not 
in the business of lending money. Some 
carriers even charge a separate processing 
fee for each advance in an attempt to 
recoup these costs and discourage drivers 
from requesting unnecessary advances. 
  
Reconciling
Once the funds are advanced, is there 
a process in place for tracking the 
outstanding balance? Reconciling the 
balance should occur at least monthly. 
The employee responsible for reconciling 
the balance should be separate from the 
person responsible for authorizing the 
advance. This allows for a second set of 
eyes to review the balance and removes 
the risk of the authorizing employee 
altering the outstanding balances. If 
the dispatch or operations department 
authorizes an advance, the reconciling 
process should be assigned to the 
accounting or finance department. This 
can be incorporated as part of the month 
end financial close. 

This is often the area that is most 
overlooked by many carriers. How many 
times does a carrier receive a call from a 
driver whose truck breaks down or gets a 
flat tire while hauling a load with a tight 
delivery window? In order to get the driver 
back on the road carriers will often grant 
the advance. With the state of the current 
driver pool, it is not uncommon for carriers 
to experience higher than 100 percent 
turnover. If advances are not tracked, 
reconciled and settled in a timely fashion, 

Continued on page 6.
See “Advances.”
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What is Your Trucking 
Company Worth?
Valuation is always a topic of great 
interest to transportation company 
owners. Companies today have made 
the difficult decisions necessary to 
operate successfully through the Great 
Recession. While demand has increased 
in recent years, challenges persist due to 
regulation, driver demand and fluctuating 
fuel costs. How has the company’s value 
been impacted by the challenges faced 
during the Great Recession? And most 
importantly to business owners: how to 
build a higher value for my business?

Buyers and sellers of trucking companies 
must consider a long list of factors when 
determining value. Some of these factors 
take into account the financial condition 
of the company – think of these as 
the “quantitative” factors. But several 
important factors that affect value (such 
as driver quality, customer relationships 
and management experience) cannot 
easily be measured. These “qualitative” 
factors often separate the most valuable 
companies from the pack.

Three general methods of valuation are 
most commonly used to translate these 
quantitative and qualitative factors into a 
dollar value:
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1. Income Method: Buyers need to 
estimate the future cash flow that can 
be gen-erated by a trucking company. 
Understanding the company’s historical 
cash flow performance provides the basis 
for developing a meaningful forecast. Is 
it possible to have a perfect ‘crystal ball’ 
when forecasting? Of course not. But 
analyzing the potential cash flow capacity 
of the company can help buyers (and 
sellers) understand the opportunities and 
risks ahead. 

2. Market Method: The value of publicly 
traded transportation companies is 
determined every day in the stock 
market. Real-time information from our 
capital markets also has an impact on the 
value of smaller, privately held trucking 
companies. These stock market valuations 
are not perfect guides for the value of 
privately held companies, however, due to 
the larger size and diversified operations 
of public companies.  

Likewise, the data on transactions prices 
for trucking companies can provide a 
guidepost for “valuation multiples.” These 
multiples may be calculated based on 
a number of factors (such as revenues, 
earnings, cash flow or book value).
Transactions occur at a broad range of 
valuation multiples, however – so proceed 
with caution at using a valuation multiple 
as anything more than an approximate 
indication of value. As an example, data 
from Pratt’s Stats, a leading private 
company transaction database, is 
highlighted in Figure 2.

What was the range of EBITDA multiples 
observed by Pratt’s Stats over the past 
five years? The lowest deal multiple was

Continued on page 7.
See “Valuation.”

Median multiple for trucking company SIC codes 4212,4213,4214. Invested Capital: debt-free value of company.
EBITDA: earnings before interest, taxes, depreciation and amortization. Source: Pratt’s Stats.
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5.39x
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FIGURE 2
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How to Navigate a 
Successful Turnaround
Although the trucking industry has 
seemingly recovered over the past couple 
of years, some trucking companies 
continue to struggle. The struggles can 
result from industry specific challenges 
such as volatile fuel prices, the driver 
shortage, increased cost of equipment 
and regulations and/or company specific 
challenges such as aging equipment, 
poor management and lack of processes/
procedures. A deteriorating operating 
ratio and failed financial covenants are 
just a couple of signs that a company 
may be headed down the path to 
becoming a turnaround candidate.

A successful turnaround generally 
starts with an overall understanding 
of the troubled company’s strengths, 
weaknesses, opportunities and threats 
(SWOT). See Figure 3 on page 7 for an 
example of what a SWOT analysis might 
look like.

A SWOT analysis will allow the troubled 
company to better understand its 
challenges and opportunities and 
help create a focused action plan for 
profitability. The action plan will generally 
revolve around improving functional 
areas by addressing management and 
cultural challenges, optimizing the freight 
network, and improving the fuel and 
maintenance programs. Below are just a 
few areas to consider for implementing a 
successful turnaround.

1. A profitable (or unprofitable) 
organization is often a function of the 
company’s management and culture. 
Many times, the leaders of a troubled 
company may not be leading the 
company in the right direction; and as a 
result, the management team members, 
along with their roles and responsibilities, 
need to be clearly identifiable to the 
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organization. Leadership changes may be 
necessary.

2. Understanding and improving the 
troubled company’s freight network is 
imperative to returning to profitability. 
Consider purchasing an optimization 
program, which can mathematically 
help to quantify the YIELD (a function 
of revenue, cost, efficiency and network 
balance) of each load, customer, 
lane, etc. These programs can assist 
in identifying underperforming lanes 
and customers, understand network 
imbalances and identify potential pricing 
adjustments. If an optimization program 
is purchased, it is important to have 
someone manage the information, and 
for the company to buy into the results 
and execute the network strategy. 
Even if an optimization program is 
not purchased, it is still important 
to understand the YIELD concept. 
Improving the YIELD of each load will 
have a direct impact on profitability 
as profitability starts with the revenue 
streams.

3. Fuel costs can be impacted by a 
number of factors including the age 
of the equipment, driver behavior 
and vendor contracts. The company 
can help offset some of these issues 
by first measuring and managing fuel 
consumption. There are two ways to cut 
fuel costs; either decrease the cost/gallon 
and/or decrease the gallons used. This 
can be accomplished by reducing the 
truck speed, reducing idle time, reducing 
out-of-route miles, fuel optimization and 
fuel discounts. Another important aspect 
of the fuel program is to understand and 
optimize the fuel surcharge program. 

Continued on page 7.
See “Turnaround.”
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Medicare
(Continued from page 2)

that an amount of the taxpayer’s rental 
activity income from an item of property 
is treated as a non-passive activity if the 
property is rented for use in a trade or 
business in which the taxpayer materially 
participates. This is also known as the 
self-rental rule. For example, ABC Trucking 
Company, an S corporation owned by 
two individuals, rents a building that is 
owned in a partnership entity by the same 
two individuals. The rental real estate 
income earned by the partnership would 
be subject to the rental recharacterization 
rules, and, therefore, the net rental income 
would be considered non-passive for 
federal income tax purposes. However, if 
the partnership entity incurred a net rental 
loss, then the loss would be subject to the 
passive activity limitations.

It is not clear in the proposed regulations 
when net rental income earned under the 
self-rental rules is subject to the Unearned 
Income Medicare Contribution Tax. The 
proposed regulations state that property 
rented to a non-passive activity, will in 
most cases be subject to an additional 
3.8% tax if the rental income is not 
derived in the ordinary course of business. 
Whether a self-rental activity qualifies as 
derived in the ordinary course of a trade 
or business will be based on the facts and 
circumstances of each case. 

There may be several possibilities in which 
the real estate rental activity could qualify 
as being derived in the ordinary course 
of a trade or business. One example may 
be when employees are actively involved 
in collecting the rents, making repairs, 
providing services to the tenant, and 
pursuing third-party tenants.  

Grouping Rules
Treasury Regulation 1.469-4 allows for the 
taxpayer to treat two or more business 
activities or rental activities as a single 
activity if the activities constitute an 
appropriate economic unit (AEU). The 
grouping of activities as a single activity 

Advances
(Continued from page 3)

it is possible for a driver to leave with 
an amount due to the company that 
goes uncollected. The balance lost goes 
straight to the bottom line as an additional 
expense to the carrier.

Settlement
At the end of the week once the money 
has been spent, it is then time for the 
carrier to recoup their cost. Occasionally 
company drivers request an advance to 
cover an expense that should be charged 
to the carrier. When this occurs, drivers 
should provide supporting documentation 
with the billing paperwork to support 
delivery of the load. This ensures the 
driver incurred a legitimate expense 
and it can be appropriately recorded 
in the general ledger. If supporting 
documentation is not provided the 
amount could be included as part of the 
drivers settlement. Requiring this support 
holds the driver accountable for the 
expenses they incur and helps deter them 
from using their employer as a personal 
line of credit. 

is based upon a facts and circumstances 
test. The grouping rules are important as 
they allow for the material participation 
rules to be applied to the group instead of 
each individual activity. There are certain 
limitations to the grouping rules, and one 
limitation is a rental real estate activity 
generally cannot be grouped with a trade 
or business activity. There are situations 
in the trucking industry in which the 
grouping of activities is advantageous.

For example, XYZ Trucking Corporation, 
an S corporation owned by John Doe, 
leases trucks from a single member limited 
liability company also owned by John Doe. 
John spends a significant portion of his 
time working for the trucking company 
and also spends a reasonable amount 
of time running the leasing company. In 
order for both activities to be treated as 
non-passive activities, John Doe can make 
an election on his individual income tax 
return to group the two activities and treat 
them as an appropriate economic unit. By 
treating the two entities as an appropriate 
economic unit, income from the leasing 
company would be treated as an active 
trade or business, and therefore, would 
not be subject to the Unearned Income 
Medicare Tax.

The IRS issued Revenue Procedure 2010-
13, which provided guidance for initial 
grouping of activities, regrouping of 
existing activities and addition of activities 
to existing groups. The revenue procedure 
is effective for tax years beginning on or 
after Jan. 25, 2010, generally Jan. 1, 2011, 
for calendar year taxpayers. Once the 
activity groupings are established, they 
cannot be changed unless the groupings 
are inappropriate or there is a material 
change in the facts and circumstances that 
would cause a change in the groupings. In 
addition, any changes must comply with 
the disclosure requirements as prescribed 
by the Commissioner of the IRS.

The Treasury Department and the IRS 
have determined that taxpayers who meet 
the applicable income thresholds for the 
Unearned Income Medicare Contribution 

Tax should have the opportunity to 
regroup their activities. Therefore, the 
proposed regulations provide taxpayers 
with the opportunity to regroup their 
activities in the first taxable year beginning 
after Dec. 31, 2013. For calendar year 
taxpayers, it would be effective for the 
Dec. 31, 2014, tax year. Taxpayers would 
have the option to rely on the proposed 
regulation and regroup their activities, 
during calendar year 2013 if the Unearned 
Income Medicare Contribution Tax would 
apply. This is a one-time opportunity for 
taxpayers to regroup activities and, once 
the regrouping is complete, it would apply 
in all subsequent years.

As noted, these are proposed regulations 
and could be subject to change in the 
near future. Any changes prior to the 
finalization of the regulations could have 
an impact related to a taxpayer’s income 
tax liability. 
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Valuation
(Continued from page 4)

0.39x EBITDA, and the highest deal 
multiple was 18.11x EBITDA. As the old 
saying goes: results may vary!

3. Asset Method: Do not forget the 
most fundamental way of looking at 
the company’s value: the net value of 
assets minus liabilities. When looking at 
value in this manner, be sure to consider 
the market value of transportation 
equipment. Owners desire to sell their 
companies for a value higher than this 
Adjusted Book Value when possible. The 
value premium paid for a company above 
this asset value is commonly referred to 
as “Intangible Value,” or “Goodwill.”  

Value Drivers: How Does an Owner Grow 
Company Value? 
Positive Cash Flow: Profits are good, 
but cash flow pays the bills. Efficient 
operations will convert net income (as 
shown on the P&L statement) to cash 
flow. Converting receivables to cash, and 
efficiently managing the level of capital 
equipment, are keys to positive cash flow.

Develop Tangible and Intangible Assets: 
While it is easy to focus on tangible 
assets such as cash, working capital 
and equipment, the development of 
intangible assets cannot be overlooked. 
Any acquirer of the company will care 
about issues such as driver quality, 
customer relationships and the ‘know-
how’ that comes from an experienced 
management team.

Manage Debt: The valuation ‘multiples’ 
discussed in this article relate to the 
“debt-free” value of a business. Trucking 
companies often must use financing 
to purchase equipment, and in today’s 
low-interest rate environment, the cost 
of capital for this debt financing can 
be attractive. But beware of using too 
much debt to finance the company. A 
balance between debt and equity must 
be maintained for a healthy balance 
sheet. 

Turnaround
(Continued from page 5)

4. High maintenance costs could be a 
function of aging equipment or poor 
processes and procedures. To reduce 
maintenance costs, consider extending oil 
drains, negotiate pricing with vendors for 
parts and tires, adjust mechanic salaries 
to market and implement inventory 
controls. Additionally, assess whether the 
maintenance team is right sized and/or 
has the necessary skill sets to be efficient 
and effective.  

5. Monitoring and managing the troubled 
company’s Key Performance Indicators 

(KPIs) is very important. KPIs will vary by 
company, but the key is to understand 
the specific company’s KPIs, manage 
those KPIs and hold management and 
employees accountable.

In summary, the key aspects of a 
successful turnaround are to understand 
the troubled company’s SWOT, 
implement a realistic/attainable plan, 
measure and manage results, and 
hold management and employees 
accountable. It is also important to 
understand that there is no set formula 
for a successful turnaround, as each 
situation will have its own facts and 
circumstances. 

FIGURE 3

Sample SWOT Analysis

•	 Strong customer 
relationships

•	 Positive company 
culture

•	 Geographic location
•	 Knowledge of 

industry being served 
(e.g., automotive, 
dairy, machinery)

•	  Freight network 
optimization

•	  Diversification 
•	  Fuel management
•	  Maintenance 

management

•	  Leadership/
management

•	  Financial management/
Key Performance 
Indicators (KPIs)

•	  Driver recruiting and 
management

•	  Aging equipment

•	  Creditors
•	  Competition 
•	  Cost of capital
•	  Compliance 
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Katz, Sapper & Miller held a Trucking Owners Business Roundtable 
on June 5, 2013 in Nashville, Tenn. This inaugural roundtable was co-
sponsored by Katz, Sapper & Miller, KSM Transport Advisors, and the 
law firm of Baker Donelson. Topics included The Patient Protection and 
Affordable Care Act and how it will affect the trucking industry, and 
strategies that transportation companies can implement to improve 
profitability.

Tim Almack presented “Problem Solving to Profitability” at the Truckload 
Carriers Association’s 75th Annual Convention in Las Vegas, Nev. in 
March.

Mark Flinchum presented on the topic of ESOP accounting at the 
National Center for Employee Ownership’s Annual Conference in Seattle, 
Wash. in April.

Chris Felger and Ed Stohlman presented “Problem Solving to 
Profitability” at the National Accounting & Finance Council’s Annual 
Conference in La Jolla, Calif. in June.

David Charles, partner-in-charge of KSM’s Healthcare Resources Group, 
was a featured panelist on the topic of Healthcare Reform at the Indiana 
Motor Truck Association’s Spring Transportation Summit in Indianapolis, 
Ind. in May.
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