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LET’S START WITH A WARM-UP QUIZ…

These questions fall under the heading “frequently asked questions”.  See how well you do.  Find the BEST answer for each question below. 

1. I billed a client $400 on 5/20/02 and had not collected a payment from the client by 12/31/02.  For my 2002 tax return,

a. I can write-off $400 as a bad debt expense.

b. I don’t have to include $400 in my income.

c. I must include $400 in my income.

d. None of the above

2. I use a section of my family room as a home office.  In order to qualify for the home office deduction,

a. I won’t qualify because it is not an actual *separate* room.

b. I am only required to use the designated portion regularly & exclusively.

c. Since the space qualifies, I can claim the square footage of the entire room.

d. None of the above

3. I can claim wages for myself on a Schedule C.

a. True

b. False

4. I have a “real” job (translation:  W-2 income) and I do some consulting on the side.  This means

a. I don’t have to worry about estimated taxes.

b. I need to pay estimated taxes only on the consulting income.

c. There isn’t enough information to determine if estimates are required.

d. The only way to avoid estimated taxes is if the consulting nets to loss.

5. If I am the only “owner” of the business, I have to pay self-employment taxes on 100% of my net business income.

a. True

b. False

(The answers are at the end of the handout)

NOW, A FEW BASICS JUST TO GET STARTED

What is your filing status?

Seems simple but here is where you can make your first mistake.  The most common mistake is when married people file as two singles instead.  If you are married on December 31st, you can only file as married/joint or married/separate.  Unmarried = single.  Head of household is when you are single & have a dependent living with you.  Qualifying widower is when you were married but your spouse died and you have a depending child living with you.  If in doubt, always double-check the instructions. 

Do you know where to file?

The IRS has restructured in an attempt to “centralize” their processing.  As a result, the IRS Service Center where you will file your return will likely depend on three things:  [1] where you live, [2] what form you are filing, and [3] whether you owe or a due a refund.  So be sure to double-check where to mail your tax return.  Check the website: www.irs.gov on your way to the mailbox!

Who qualifies as a dependent?

It’s not just your kids.  It could be your parents or grandchildren, even if they don’t live with you.  The primary test is whether or not you provide more than half of their support (i.e., cost of living/maintaining their household).  The form instructions are very helpful, so if you are unsure, review the instructions for more information. 

Which is better - a tax deduction or a tax credit?

A tax deduction is an amount that you subtract from your income before calculating the tax.  A tax credit is a direct reduction in the tax itself.  If you have a choice, most of the time a credit is better than a deduction, but always double-check your calculations to be sure.
What about deductions for “noncash” things?

While you usually have to actually pay money in order to qualify for a deduction, don’t forget things like mileage and give-aways.

METHOD OF ACCOUNTING

Cash Basis of Accounting

· Most common for small businesses

· Only report what you actually COLLECT

· No “bad debt” expense under this method

· Bounced checks can be classified two ways:

Option 1:  As a reduction of gross receipts, for example:


Total Deposits

1,000


Bounced Checks

<  60>


Net Gross Receipts
  940

<- this is reported as total income


Less Operating Costs
  500

Net Business Profit
  440
Option 2:  As a separately stated expense, for example:


Total Deposits

1,000

<- this is reported as total income


Less Operating Costs
   500


Less Bounced Checks
     60

<- this is listed as a separate expense


Net Business Profit
  440
Other Considerations

· You can’t postpone taxation of income by delaying the date you deposit customer payments.  You are taxed whether you deposit it or not, based on the date of RECEIPT.

· If an amount is subject to conditions or contingencies, you usually can exclude it from income until the conditions are satisfied or the contingencies have expired or been met.

· Receipt of non-cash items, such as bartering services, stock grants and payments in kind are considered income when the items are received.  The amount is based on the fair market value of the items received.

· If you accept credit cards for payment, you can either report the sale as income when you “swipe” the card or when it is deposited into your account by the merchant.  However, you must pick a method and then stick with it.  You can’t switch back & forth from charge to charge.

· Credit card charges are considered an expense when charged, not when you pay the credit card bill.

DIFFERENT FORMS OF BUSINESS

Sole Proprietorship

This is what you are if you do nothing at all.  If you do consulting “on the side” you are considered to be operating a Sole Proprietorship.  In many ways, this is the simplest form of business, but it also is almost always subject to self-employment tax.

· File Schedule C, which is included on your 1040
· Subject to self-employment tax on the net business income
· Business losses offset other personal income (wages, interest, dividends, etc)
· In Maryland, a home-based business is exempt from personal property taxes
Partnership

If you are in business with someone else, whether you formalized it or not, you are considered a partnership by the IRS.  As with the Sole Proprietorship, your net earnings are subject to self-employment tax.

· Files Form 1065

· Each partner’s income is reported on Schedule K-1

· Net income is subject to self-employment tax

· Partnership losses can generally offset other personal income, if you are a materially participating partner

· Maryland partnerships must file/pay personal property taxes

Corporation

As a shareholder in a corporation, you don’t have any personal tax liability.  However, the corporation may have to pay tax from its own account.

· Files Form 1120

· Maryland corporations must file/pay personal property taxes

S Corporation

This is a hybrid between a Corporation and a Partnership.  The company files a separate corporate return, but the income is reported on the personal returns of the shareholders.  The net earnings are not subject to self-employment tax.

· Files Form 1120S
· Shareholders who provide services to the company must pay “reasonable compensation” since there is no self-employment tax on net earnings
· Maryland S corporations must file/pay personal property taxes
LLC

This is a different form of a hybrid between a Corporation and a Partnership.  The company can file as any of the types above.  Owners are referred to as Members, not shareholders or partners.  The net earnings may be subject to self-employment tax, depending on the form of business the LLC what’s to be taxed as.

· Could file any of the forms shown above
· Maryland LLCs must file/pay personal property taxes

OFFICE IN HOME RULES

General Rules

You may deduct the costs associated with the regularly use of a part of your home for your business.  Business expenses associated with the home usually include an allocation of:

(Mortgage Interest
(Rent

(Real Estate Taxes
(Depreciation

(Home Insurance
(Casualty Losses

(Security System
(Homeowner Association Dues

(Home Repairs/Maintenance
(Utilities

Requirements

1) REGULAR USE TEST:  The area of the home must be used on a continuing basis.  Occasional or incidental use does not meet the regular use test.
2) EXCLUSIVE USE TEST:  A specific part of the home must be used for business purposes only.  Two exceptions to this rule are:
· Storage of inventory or product samples
· Day care facility
Use Tests

The area must be regularly and exclusively used:
1) As a principal place of business, including administrative use

2) As a place to meet or deal with clients in the normal course of business

3) In connection with the business if it is a separate structure not attached to the taxpayer’s personal residence

Calculating the deduction

1. Determine the business percentage.
a. Direct expenses = benefit only the business part of the home
b. Indirect expenses = benefit entire home; includes the cost of upkeep and overall maintenance
c. Direct & indirect business percentage may be different
2. Determine net business income
3. Compute depreciation on the home
4. Complete Form 8829
OFFICE IN HOME EXAMPLE

Joe Sample has a 14 x 14 room in his house he uses as an office.  This is his first year in business (started 1/1/2002).  His income from the business is as follows:




Sales




27,500


Expenses



17,040




Net Business Income

10,460
Information about his home

Mortgage Interest
$13,250

Purchase Price
$240,000

Real Estate Tax

$  2,400

Total square feet = 2,000

Utilities


$  1,350

Office square feet = 196 (14 x 14)

HOA Dues

$     600

CALCULATIONS

1st - Business use percentage is 0.098, or 9.8%, calculated as follows:




196 ft2    
Office space





        2,000 ft2
Total space

2nd - Net business income is $10,460.  This is the most that can be claimed as home office expense this year.

3rd – Depreciation is calculated over 39 years, always starts in the middle of a month (for example, if you start using your home on July 1st, the depreciation for the first month is from July 15th to July 31st), and excludes the cost of land.  Joe’s depreciation is computed as follows:


Cost of home
240,000


Less 20% allocated to land
<48,000>


Depreciable basis in house
192,000


Business Use percentage
        9.8%


Business basis of house
  18,816


Depreciation percentage*
    2.461%


Depreciation Expense
       463





*Depreciation percentage is provided in the Form 8829 instructions

4th – Complete Form 8829.

ESTIMATED TAX RULES

Each of us, whether we are exclusively self-employed or only have W-2 income, must be mindful of the estimated tax rules.  Anyone who has not prepaid a sufficient amount of their tax by April 15th may be assessed an underpayment penalty.

What is an underpayment penalty?

· It is an interest charge for failing to pre-pay your taxes by April 15th.

· There are two ways to pay your taxes:

· Withholding (usually from W-2 income)

· Quarterly Estimated Taxes

· You are charged interest from the estimated tax due date through the date it is finally paid.

· All payments are usually applied to interest & penalties first, then to the oldest tax outstanding balance.

How does it work?  (See IRS Publication 505 for rules for 2003)
Safe-Harbor Method

· Using this method, you simply pay estimates each year, based on the tax that you owed in the prior year.

· If your adjusted gross income (the bottom of 2002 Form 1040, page 1) is higher than $150,000, you must pay estimates for 2003 based on 110% of your prior year tax.

· Although this is the easiest way to avoid an underpayment penalty, this method is only good if your income is going up.  If your income is going down, you might want to consider an alternate method. 

Annualized Income Method

· The alternative to the safe-harbor is to pay in 90% of your actual liability for 2003.

· Using this method, each “IRS quarter” you project your taxes based on your actual earnings year-to-date.  Each quarter, you pay a proportionate total of the projected tax you would owe based on those earnings.

· This is much more complicated and requires that you stay on top of your “books”.

· You could end up with disproportionate payments, which usually makes planning for cash flow more difficult.  On the up side, you only pay tax as you actually earn your income.

· IRS Quarters are NOT calendar quarters.  Instead, they are (assuming 2003 estimates):

1st Quarter
1/1/03 to 3/31/03

Payment due 4/15/03

2nd Quarter
4/1/03 to 5/31/03

Payment due 6/15/03

3rd Quarter
6/1/03 to 8/31/03

Payment due 9/15/03

4th Quarter
9/1/03 to 12/31/03

Payment due 1/15/04

Other Considerations

· Consider the cost vs. benefit of each method.

· A small underpayment penalty might be worth conserving cash.

· In many cases, it is wise to pay 4th quarter state estimates by December 31 (instead of waiting until January) to get the deduction on the federal return for the same tax year.

· Generally, there is no penalty if you owe less than $1,000 after withholding.

ALTERNATIVE FILING & PAYMENT OPTIONS

Consider e-filing 

· This is an increasingly popular option, since it involves paperless filing and faster processing, er – refund turn-around time (in most cases)

· You might be able to do-it-yourself on the internet

· More professional tax preparers are offering this option, usually for a small fee – even if they didn’t prepare your return

· Maryland and Virginia now offer e-filing

Credit Card Payment Options

· It is not just for the balance due on your tax return.  Most tax payments can now be made by credit card, including:

· Balance due on tax returns

· Extension payments

· Quarterly estimated taxes

· State taxes

· There is a “convenience fee” usually 2.5% of the total tax payment that is added to your payment.

· I personally use www.officialpayments.com and make most of my estimated tax payments on line.

PUTTING IT ALL TOGETHER

Be neat!

While using a computer is preferred, it is certainly not required.  The key is to be neat and organized.  Make sure your return is “assembled” properly – that means the forms are attached in their proper order.  If you fill out forms by hand, print CLEARLY and LEGIBLY.  Several people at the IRS may look at your return, and a neat return is less likely to draw attention!

Check your totals!

At the very least, add up your numbers and make sure that all the calculations are correct.  Use the worksheets provided in the instructions and keep them with your tax records, in case you need to support your calculations upon audit.  And, for goodness sake, round your numbers!  Drop all cents off the return and don’t bother with decimal points.  This just clutters the return with additional “stuff” that isn’t very helpful.

Keep a signed copy!

After the return is done and everyone who needs to sign has done so, MAKE A COPY for your files.  Very often I see people with an unsigned copy of a tax return in their files.  While the signature doesn’t prove you filed anything, it certainly shows that you have retained a complete copy in your records.  One more thing, while you can throw away your records after a few years, never tosses the actual return.  You may need it for reasons other than taxes! 

Certified Mail, Return Receipt Requested!

Whether you send your return early, late or right on time, spend the extra buck or so and mail your returns certified/return receipt.  The reason for certified is to prove that you mailed them.  If the IRS never receives the returns, just show then your receipt and provide a copy.  You will not be penalized for filing late!  The reason for the return receipt is to prove that the IRS received it.  Only this combination of mail services can prove that you actually filed timely!

Use real numbers.  Don’t round!

Depending on the circumstances, using rounded numbers is perfectly legitimate.  But you shouldn’t round all the numbers.  If the actual item is $979, don’t put $980.  When I suggested that you round your figures, I mean rounding the cents to whole dollars! (  Round figures may suggest that you don’t have complete records, you are estimating totals or worse – making the numbers up altogether!

YOUR QUESTIONS & MY ANSWERS

Q:________________________________________________________________

A:
Q:________________________________________________________________

A:

Q:________________________________________________________________

A:

Q:________________________________________________________________

A:

WARM-UP QUIZ ANSWERS

1.
I billed a client $400 on 5/20/02 and had not collected a payment from the client by 12/31/02.  For my 2002 tax return,

 b. 
I don’t have to include $400 in my income.

As a cash basis taxpayer, you only include income you actually receive.

2.  I use a section of my family room as a home office.  In order to qualify for the home office deduction,

 a.  
I won’t qualify because it is not an actual *separate* room.

Remember, the rules require that there is no personal use, so a family room where your family watches t.v. and plays Bingo, then the personal use “taints” the home office.

3.  I can claim wages for myself on a Schedule C.

 b. 
False

A Schedule C means that you are a Sole Proprietor.  As such, by definition the net income from the business is treated as your “wages” or the equivalent.

4.  I have a “real” job (translation:  W-2 income) and I do some consulting on the side.  This means

 c. 
There isn’t enough information to determine if estimates are required.

Estimates are based on your total income.  This was a trick question because we need to know about the entire tax return before this question can be answered.

5.  If I am the only “owner” of the business, I have to pay self-employment taxes on 100% of my net business income.

 b. 
False

It depends on the form of business, not the fact that there is only one owner.  The only form of business that requires more than one owner is a partnership.

