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Important Reminders
Schedule C−EZ.  You may use Schedule C−
EZ, Net Profit From Business, for 1994 if you
operated a business or practiced a profession
as a sole proprietor and you meet all of the fol-
lowing requirements:

1) Had gross receipts of $25,000 or less.

2) Had expenses of $2,000 or less.

3) Use the cash method of accounting.

4) Did not have an inventory at any time dur-
ing the year.

5) Did not have a net loss from your
business.

6) Had only one business as a sole
proprietor.

7) Had no employees for the year.

8) Are not required to file Form 4562, Depre-
ciation and Amortization, for this
business.

9) Did not deduct expenses for business use
of your home.

10) Do not have prior year unallowed passive
activity losses from this business.

Business use of your home.  If you use part
of your home for your trade or business and
can deduct the expenses on Schedule C
(Form 1040), Profit or Loss From Business,
you must figure your deduction on Form 8829,
Expenses for Business Use of Your Home,



and attach it to Schedule C. For more informa- If you want information from the Small Busi- For more information, see Publication 542,
tion, see Publication 587. ness Administration (SBA) on setting up a Tax Information on Corporations.

small business, call 1-800-827-5722.
S corporations.  An eligible domestic corpo-
ration can avoid double taxation (once to theIntroduction shareholders and again to the corporation) byTypes of Businesses electing to be treated as an S corporation. AnThis publication discusses several topics of in-
S corporation may also be generally exemptWhen beginning a business, you must decideterest to an individual starting a small busi-
from federal income tax. Its shareholders in-which type of business entity to use. Legal andness. It looks at some decisions involved in
clude in income their share of the corporation’stax considerations enter into this decision.setting up a recordkeeping system, and typical

Only tax considerations are discussed in this separately stated items of income, deduction,books and records for a small business. Sam-
publication. loss, and credit, and their share of non-ple records and filled-in forms are illustrated at

Normally, you conduct a business in the separately stated income or loss.the end of the publication.
form of a sole proprietorship, partnership, or To qualify for S corporation status, a corpo-
corporation. If your business is a sole proprie- ration must have no more than 35 sharehold-Ordering publications and forms.  To order
torship or partnership, the business itself does ers, in addition to other requirements. An Sfree publications and forms, call our toll-free
not pay income tax. The sole proprietor or thetelephone number 1-800-TAX-FORM (1-800- corporation files its return on Form 1120S,
partners include the profit or loss on their per-829-3676). You can also write to the IRS U.S. Income Tax Return for an S Corporation.
sonal tax returns. The profit of a corporation,Forms Distribution Center nearest you. Check For more information, see Publication 589,
except for an S corporation, is taxed both toyour tax package for the address. Tax Information on S Corporations.
the corporation and to the shareholders when
the profit is distributed as dividends. However,Telephone help.  You can call the IRS with
except for S corporation shareholders, ayour tax question Monday through Friday dur-
shareholder generally cannot deduct any loss Identification Numbers ing regular business hours. Check your tele-
of the corporation.phone book for the local number or you can You must have a taxpayer identification num-

call toll-free 1-800-829-1040. ber so that the Internal Revenue Service canSole proprietorships.  A sole proprietorship
process your returns. There are two kinds ofis the simplest form of business organization.Telephone help for hearing-impaired per- taxpayer identification numbers—a social se-The business has no existence apart from you,sons.  If you have access to TDD equipment, curity number and an employer identificationthe owner. Its liabilities are your personal liabil-you can call 1-800-829-4059 with your tax number.ities and you undertake the risks of the busi-question or to order forms and publications.

ness for all assets owned, whether used in theSee your tax package for the hours of
Employer Identificationbusiness or personally owned.operation.

You must report the profit or loss from each Number (EIN) 
of your sole proprietorships on a separateUseful Items If you are a sole proprietor, you do not need anSchedule C (Form 1040), Profit or Loss FromYou may want to see: employer identification number unless youBusiness. Enter the combined profit or loss on

have employees. However, you do need anForm 1040, U.S. Individual Income Tax Re-Publication EIN if you:turn. If you operate only one business as a
❏ 334 Tax Guide for Small Business 1) Have a Keogh plan.sole proprietorship and have a net profit, you

may be able to use the simpler Schedule C-❏ 505 Tax Withholding and Estimated 2) File any of these tax returns:
EZ.Tax

a) Employment.As a sole proprietor, you may be liable for
❏ 509 Tax Calendars for 1995 self-employment tax and estimated tax b) Excise.
❏ 533 Self-Employment Tax payments.

c) Fiduciary.For more information on sole proprietor-❏ 538 Accounting Periods and Methods
ships, see Chapter 28 in Publication 334. d) Alcohol, tobacco, and firearms.

❏ 587 Business Use of Your Home

Partnerships.  A partnership is not a taxable❏ 917 Business Use of a Car Otherwise, use your social security
entity. However, a partnership must figure its number.❏ 937 Employment Taxes
profit or loss and file an information return on You are a sole proprietor if you are self-em-

❏ 946 How To Begin Depreciating Your Form 1065, U.S. Partnership Return of ployed (work for yourself) and are the only
Property Income. owner of your unincorporated business.

A partnership is the relationship existing❏ 1635 Understanding Your EIN
between two or more persons who join to carry How To Apply for an EIN 
on a trade or business. Each person contrib-Form (and Instructions) To apply for an EIN, file Form SS–4, Applica-utes money, property, labor, or skill, and ex-This publication discusses many different tion for Employer Identification Number, withpects to share in the profits and losses of theforms you may have to file with the IRS. They the IRS Center for your area listed in the in-business.are not listed separately here. Please see the structions to Form SS–4. You can get FormFor more information, see Publication 541,individual discussions. SS–4 at IRS or Social Security AdministrationTax Information on Partnerships.

(SSA) offices.

Corporations.  In forming a corporation, pro-Information from other federal agencies. When to apply.  You should file Form SS–4spective shareholders transfer money, prop-Other federal agencies also publish publica- early enough to receive the number by theerty, or both, for the corporation’s capital stock.tions and pamphlets to assist small busi- time you must file a return or statement orMost corporations file Form 1120, U.S. Corpo-nesses. For a list of federal publications that make a tax deposit. It takes about four weeksration Income Tax Return or Form 1120-A,are for sale write to: to process Form SS–4.U.S. Corporation Short-Form Income Tax Re-
If you do not receive your EIN by the time aSuperintendent of Documents turn. A corporation generally takes the same

return is due, file your return anyway. WriteU.S. Government Printing Office deductions as a sole proprietorship to figure its
‘‘Applied for’’ and the date you applied for theP.O. Box 371954 taxable income. A corporation can also take
number in the space for the EIN.Pittsburgh, PA  15250-7954 special deductions.
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If you have not received your EIN and must 3) You terminate an old partnership and be- tax calendar. Each calendar explains when to
make a tax deposit, discussed later under Bus- gin a new one. file returns and make tax payments.
iness Taxes, mail your payment to the IRS
Center where you file your return. Make your Income Tax 
check or money order payable to the Internal Employee and Other Every business must file an annual income tax
Revenue Service. On the check or money or-

return. Which form you use depends on howPayee Numbers der, write your name (exactly as shown on
your business is organized.In the operation of a business, you will nor-Form SS−4), address, kind of tax, period cov-

mally make certain payments you must reportered, and date you applied for an EIN. Organization: File: 
on information returns, discussed later. You

Sole proprietorship
must give the recipient of these payments (theHow To Use an Identification (except farming) . . . . . . . Schedule C (Form 1040)
payee) a statement showing the total amountNumber Farming . . . . . . . . . . . . . . . . . Schedule F (Form 1040)
paid during the year. The forms used to report

Partnership . . . . . . . . . . . . . . Form 1065You must include your taxpayer identification these payments must include the payee’s
Corporation . . . . . . . . . . . . . . Form 1120 or 1120–Anumber (SSN or EIN) on all returns or other identification number, as well as your identifi-
S corporation . . . . . . . . . . . . Form 1120Sdocuments you send to the IRS. You must also cation number.

furnish your number to other persons who use
If you are a sole proprietor or farmer and haveyour identification number on any returns or Employee.  If you are an employer, you must more than one business, file a separatedocuments they send to the IRS. This includes get a social security number (SSN) from each Schedule C or Schedule F for each business.returns or documents they file to report: of your employees. When you hire an em-

1) Interest, dividends, royalties, etc., paid to ployee, you should give him or her a Form How to pay.  Federal income and self-employ-
you. W–4, Employee’s Withholding Allowance Cer- ment taxes are pay-as-you-go taxes.

tificate. The employee must complete the form Individuals.  Income from your business is2) Amounts paid to you (in your business)
and return it to you. It will give you his or her not subject to withholding. You generally paythat total $600 or more for the year.
SSN and the information needed to figure the the tax during the year as you earn your in-3) Any amount paid to you as a dependent income tax to withhold from the employee’s come. Sole proprietors, partners, or share-care provider. salary. You will use the SSN of each employee holders of an S corporation pay as they go by

4) Alimony paid to you. when you report his or her wages and the with- making regular payments of estimated tax dur-
held social security, Medicare, and income ing the year. If your estimated income tax and

If you do not furnish your identification taxes. Using the SSN will ensure that each self-employment tax will be $500 or more for
number as required, you will be subject to employee’s account is properly credited. 1995, you generally have to make estimated
penalties. If your employee does not have an SSN, he tax payments. If you are not required to make

or she should file Form SS–5, Application for estimated tax payments, you may pay any tax
More than one EIN.  If you have more than Social Security Card, with the Social Security due when you file your return. For information
one EIN and are not sure which to use, contact Administration. Forms are available at SSA on estimated tax, see Publication 505.
the IRS Center where you file your return. Tell offices. Corporations.  A corporation must deposit
them the numbers you have, the name and ad- the taxes it owes, including estimated tax pay-
dress you used on each application, and the Other payee.  If you make payments to a non- ments and any balance due shown on its tax
address of your principal place of business. employee that you report on an information re- return. For information on how to make tax de-
They will tell you which number to use. turn, get an SSN from each individual (includ- posits, see Depositing Taxes, later.

ing sole proprietors). If you make payments to
an organization, such as a corporation or part-When To Apply for a New EIN Self-Employment Tax 
nership,  you must  get  the EIN of  theYou may need to apply for a new EIN if the or- Self-employment tax is the social security andorganization.ganization or the ownership of your business Medicare tax for individuals who work forTo get the payee’s SSN or EIN, use Formchanges. themselves, including sole proprietors, self-W–9, Request for Taxpayer Identification

employed farmers and fishermen, and mem-Number and Certification. A sole proprietorChange in organization.  You need a new bers of a partnership. You figure self-employ-must give his or her individual name on FormEIN when any of the following occurs: ment tax on Schedule SE and attach it to FormW–9, as well as the SSN or EIN. This form is
1) A sole proprietorship incorporates. 1040.available from IRS offices.

For more information, see Publication 533.2) A sole proprietorship takes in partners A payee who does not provide you with an
and operates as a partnership. identification number may be subject to

Employment Taxes backup withholding of 31%. For information on3) A partnership incorporates.
backup withholding, see Form W–9 and the If you have employees, you will pay employ-4) A partnership is taken over by one of the
1995 Instructions for Forms 1099, 1098, 5498, ment taxes. These taxes include:partners and operated as a sole
and W–2G. 1) Federal income tax withholding.proprietorship.

2) Social security and Medicare taxes.5) A corporation changes to a partnership or
sole proprietorship. 3) Federal unemployment (FUTA) tax.Business Taxes 

A corporation converting to an S corpora- For more information on employmentThe type of business you operate determines
tion does not need a new EIN. taxes, including a discussion about whether anwhat taxes you must pay and how you pay

individual is an employee, see Publicationthem. There are four general kinds of business
Change in ownership.  You need a new EIN 937.taxes:
when any of the following occurs:

1) Income tax.
1) You purchase or inherit an existing busi- Federal Income, Social

2) Self-employment tax.ness that you will operate as a sole propri- Security, and Medicare Taxes 
3) Employment taxes.etorship. (You cannot use the EIN of the You withhold federal income tax from your em-

former owner, even if he or she is your 4) Excise taxes. ployee’s wages. For social security and Medi-
spouse.) care taxes, you withhold part from your em-

2) You represent an estate that operates a Publication 509 contains a general tax calen- ployee’s wages and you pay a matching
business after the owner’s death. dar, an employer’s tax calendar, and an excise amount yourself.
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Tax returns.  You report and pay social secur- 3) Fuel taxes, including taxes on gasoline, 3) Tax period for the payment.
ity and Medicare taxes and withheld income gasohol, diesel fuel, and special motor
tax together. Farm employers report these fuels. To be on time, mailed deposits must arrive
taxes on Form 943, Employer’s Annual Tax at the depository by the due date. You may be4) Manufacturer’s taxes on the sale or use of
Return for Agricultural Employees. Other em- charged a penalty for not making depositsa variety of different products.
ployers use Form 941, Employer’s Quarterly when due, unless you have reasonable cause.

5) Excise tax on the first retail sale of heavyFederal Tax Return. Deposit the taxes from the forms listed
trucks and trailers and luxury passenger below:
cars.Federal Unemployment

Type of Tax Reported On 6) Other excise taxes, including taxes on(FUTA) Tax 
policies issued by foreign insurers and ob- Corporate income tax . . . . . . . . . . . . . . . . Form 1120You report and pay FUTA tax separately from
ligations not in registered form. Social security and Medicare taxessocial security and Medicare taxes and with-

and withheld income tax held income tax. You pay FUTA tax only from
File Form 720 generally within one month (non-agricultural) . . . . . . . . . . . . . . . . . . Form 941your own funds. Employees do not pay this tax

after the end of a calendar quarter.or have it withheld from their pay. Social security and Medicare taxes
You may have to deposit the excise taxes and withheld income tax

reported on Form 720 before the return is due. (agricultural) . . . . . . . . . . . . . . . . . . . . . . Form 943Tax return.  You report federal unemployment
For information on making deposits, see De-tax on Form 940, Employer’s Annual Federal Federal unemployment (FUTA) tax Form 940
positing Taxes, later. For more information onUnemployment (FUTA) Tax Return. Excise tax . . . . . . . . . . . . . . . . . . . . . . . . . . . Form 720

Simplified form.  Form 940-EZ, Employ- the excise taxes you report on Form 720 and
er’s Annual Federal Unemployment (FUTA) the deposit requirements, see Publication 510,

Deposit coupons.  Form 8109, Federal TaxTax Return, is a simplified version of Form Excise Taxes for 1995.
Deposit Coupon Book, contains coupons for940. You can use Form 940-EZ if:
depositing taxes. On each coupon, you mustForm 2290.  There is a federal excise tax on1) You pay employment taxes to only one
show the deposit amount, the type of tax, thecertain trucks, truck tractors, and buses usedstate,
period for which you are making a deposit, andon public highways. The tax applies to vehicles

2) You pay all state employment tax by the your telephone number. Use a separate cou-having a gross vehicle weight of 55,000
due date for filing Form 940-EZ, pon for each tax and period. You must includepounds or more. Report the tax on Form 2290,

a coupon with each deposit you make.3) The FUTA wages you pay are also taxa- Heavy Vehicle Use Tax Return. For more in-
When you apply for an employer identifica-ble for state unemployment tax, and formation, see Publication 349, Federal High-

tion number (EIN), as discussed earlier, theway Use Tax on Heavy Vehicles.4) You pay wages in a state that is not a
IRS will send you the coupon book. If you havecredit reduction state (see Form 940-EZ
a deposit due and there is not enough time toATF forms.  If you produce, sell, or importinstructions).
obtain a coupon book, blank coupons (Formguns, tobacco, or alcohol products, or if you
8109–B) are available at most IRS offices. Youmanufacture equipment for their production,
cannot use photocopies of the coupons toyou may be liable for one or more excise taxes.How To Pay 
make your deposits.Report these taxes on forms filed with the Bu-

You generally must deposit employment taxes If you have not received your EIN and mustreau of Alcohol, Tobacco, and Firearms. For
before you file an employment tax return. See make a deposit, mail your payment with an ex-more information on these forms, see Publica-
Depositing Taxes, later. tion 510. planation to the IRS Center where you file your

For more information on reporting and de-
return. Make your check or money order paya-posit requirements for employment taxes, see
ble to the Internal Revenue Service. On theForm 730.  If you are in the business of ac-Publication 15, Circular E, Employer’s Tax
check, write your name (exactly as shown oncepting bets or running a betting pool or lot-Guide, and Publication 937. Publication 15

tery, you may be liable for federal excise taxes Form SS–4), address, kind of tax, period cov-also contains withholding tax tables to figure
on wagering. Use Form 730, Tax on Wagering, ered, and date you applied for an EIN.the amount of social security, Medicare, and
to figure the tax on the bets you receive. Forfederal income tax to withhold.
more information, see the Form 730 instruc- Electronic deposit of taxes.  Generally, tax-
tions and Publication 510. payers whose total deposits of withheld in-Farmers.  For more information on reporting

come, social security, and Medicare taxes dur-and deposit requirements for employment
Form 11–C.  Use Form 11–C, Occupational ing calendar year 1993 exceeded $78 milliontaxes for farmers, see Publication 51, Circular
Tax and Registration Return for Wagering, to are required to deposit these taxes through anA, Agricultural Employer’s Tax Guide.
register any wagering activity and to pay the electronic funds transfer (EFT) system begin-
occupational tax on wagering. For more infor- ning in 1995.Excise Taxes mation, see the Form 11–C instructions and Employers not required to make deposits

If you manufacture or sell certain products, you Publication 510. by EFT may enroll in the system, which will al-
may have to pay excise taxes. There are also low tax deposits without coupons, paper
excise taxes on certain kinds of businesses, checks, or visits to an authorized depositary.Depositing Taxes certain transactions, and the use of various

For more information, call 1-800-829-5469, orYou generally have to deposit the tax you owekinds of equipment, facilities, and products.
write to:before you file your return. A return can cover

more than one deposit period.Form 720.  The federal excise taxes reported Internal Revenue ServiceMail or deliver deposits with completed de-on Form 720, Quarterly Federal Excise Tax Cash Management Site Officeposit coupons to an authorized financial insti-Return, consist of several broad categories: Atlanta Service Centertution or a Federal Reserve bank for your area,
1) Environmental taxes imposed on domes- P.O. Box 47669, Stop 295unless you are required to make the deposits

tic crude oil, imported petroleum products, Doraville, GA  30362electronically as discussed later. To help en-
and certain chemicals sold by producers, sure proper crediting of your account, include
manufacturers, or importers. the following on your check or money order:

More information.  For more information on2) Facilities and services taxes, including 1) Your EIN.
when deposits and business tax returns aretaxes on amounts paid for telephone com-

2) Type of tax.munications and air transportation. due, see Publications 15, 51, 509, and 937.
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2) If the return is filed after the 30-day period ❏  937, Employment Taxes
but by August 1, the penalty is $30 forInformation Returns 
each return, up to a maximum of

You may make or receive payments in your $150,000 a year.
business that you must report to the IRS.

3) If the return is filed after August 1 or never Recordkeeping You must report on information returns va- filed, the penalty is $50 for each return, up
rious kinds of payments made to, or certain to a maximum of $250,000 a year. Everyone in business must keep records.
payments received from, persons who are not Good records will help you prepare accurate
your employees. The IRS uses information re- Small businesses pay the same penalty for tax returns so that you pay only the amount of
turns to match the payments with each per- a return, but the maximums are lowered to tax you owe. Good records are also needed for
son’s income tax return to see if the payments $25,000, $50,000, and $100,000 a year. (A good management.
were included in income. You must give a copy small business is one with average annual
of each statement you are required to file to gross receipts of $5 million or less for the last 3 Advantages ofthe recipient or payer. years ending before the calendar year the re-

Good Records turn is due, or since the business began if
Form 1099–MISC.  Use Form 1099–MISC, shorter.) Good records can save you time and money.
Miscellaneous Income, to report certain pay-

You need good records to show the progress
ments you make in your trade or business. Late payee statements.  If you do not furnish of your business operations, to prepare finan-These include payments of $10 or more for a required statement to a payee by the re- cial statements, and to support items of in-royalties, and payments of $600 or more for quired date, there is a penalty of $50 for each come and expense reported on your taxrents, prizes and awards not for services ren- statement you do not furnish, up to a maximum return.dered, and payments to persons who were not of $100,000 a year. The penalty also applies if
your employees (such as independent you do not include all required information, or if Identify source of receipts.  You will receivecontractors). you report incorrect information. money or property from many sources. Your

records can identify the source of your re-Form 8300.  You must file Form 8300, Report Other information reporting penalties. ceipts. You need this information to separateof Cash Payments Over $10,000 Received in There is a penalty of $50 each time you do not business from nonbusiness receipts and taxa-a Trade or Business, if you receive more than comply with certain specified information re- ble from nontaxable income.$10,000 in cash or foreign currency in one or porting requirements by the required date, up
more related business transactions. For more to a maximum of $100,000 a year. Most of Keep track of deductible expenses.  Youinformation, see Publication 1544, Reporting these requirements concern furnishing and in- may forget expenses when you prepare yourCash Payments of Over $10,000. cluding taxpayer identification numbers on re- tax return unless you record them when they

turns, statements, and other documents. occur.Other returns.   In  addi t ion to Forms
1099–MISC and 8300, you may use other re- Waiver of penalty.  These penalties will not Figure depreciation allowance.  You shouldturns to report certain kinds of payments or apply if you can show that the failures were record the assets you can depreciate in a per-transactions. For information on these returns, due to reasonable cause and not willful manent record. You need a record of the costand on the general requirements for filing infor- neglect. and other information on your assets to figuremation returns, see the Instructions for Forms In addition, there is no penalty for failure to your depreciation deductions. If you sell the1099, 1098, 5498, and W-2G. file a de minimis (small) number of information assets or make capital improvements to them,

returns if you correct the errors by August 1 of only a permanent record shows how much of
the year the returns are due. (A de minimis their cost you have recovered.
number of returns is the greater of 10 or 1/2 ofPenalties 1% of the total number of returns you are re-

Record details of assets.  Good, completequired to file for the year.)To be sure that all taxpayers pay their fair records show the date you acquired an asset,
share of taxes, the law provides penalties if the percentage of its business use, and any
you do not file returns or pay taxes as required. changes in the basis of each asset. You need
Criminal penalties may be imposed for willful this information to figure (and to know how toChecksheet forfailure to file, tax evasion, or making a false report) gain or loss if you sell, trade, or other-
statement. Employers wise dispose of it, or it is destroyed.

You may want to keep the following employ-Failure to withhold, deposit, or pay taxes.  If Determine earnings for self-employmentment-related forms and publications on hand:you do not withhold income, social security, or tax purposes.  The self-employment tax is the
Forms:Medicare taxes from employees, or withhold means for providing social security coverage

taxes but do not deposit them or pay them to ❏  SS–5, Application for a Social Se- for people who work for themselves. The so-
the IRS, you may be subject to a penalty of the curity Card cial security benefits you receive when you re-
unpaid tax, plus interest. You may also be sub- tire, if you are disabled, or the benefits your❏  W–4, Employee’s Withholding Al-ject to penalties if you deposit the taxes late. family receives when you die, depend on howlowance CertificateFor more information, see Publication 937. much you earn. Self-employment tax also pro-

❏  940, Employer’s Annual Federal vides you with medical insurance (Medicare)
Unemployment (FUTA) ReturnFailure to file information returns.  A penalty benefits. Your records should show how much

applies if you do not file information returns by ❏  940-EZ, Employer’s Annual Federal sel f -employment tax you pay on your
the due date, if you do not include all required Unemployment (FUTA) Return earnings.
informat ion,  or i f  you report  incorrect

❏  941, Employer’s Quarterly Federal
information. Support items reported on tax returns.  IfTax Return

The penalty for filing a late information re- the IRS examines any of your tax returns, you
❏  8109, Federal Tax Deposit Couponturn is based on the length of time the return is may be asked to explain the items reported. ABooklate. complete set of records will speed up the ex-

Publications: amination. You support adequate and com-1) If the return is filed within 30 days after the
plete records with sales slips, invoices, re-due date, the penalty is $15 for each re- ❏  15, Circular E, Employer’s Tax
ceipts, deposit slips, canceled checks, certainturn, up to a maximum of $75,000 a year. Guide
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financial account statements, and other entries in your books in an orderly fashion and First-time filer.  If you have never filed an in-
documents. keep them in a safe place. For most small busi- come tax return, you can choose either a cal-

Financial account statements as proof nesses, the business checkbook is the main endar year or a fiscal tax year. You must
of payment.  If you cannot provide a canceled source for entries in the business records. choose a tax year by the time set by law, not
check to prove payment of an expense item, including extensions, for filing your first return.The business you are in affects the type of
you may be able to prove payment with certain records you need to keep for federal tax pur- You must use the calendar year if you have
financial account statements. This includes poses. You should set up your books using an inadequate records or you have no accounting
account statements prepared by a third party accounting method that clearly shows your in- period, or your annual accounting period does
who is under contract to prepare statements come for your tax year. If you are in more than not qualify as a fiscal year.
for the financial institution. Acceptable account one business, you should keep a complete
statements include: and separate set of books for each business. Accounting Method 

The sample records in this publication1) An account statement showing a check
An accounting method is a set of rules used toshow the kinds of records a small business op-clearing is accepted as proof (depending
determine when and how to report income anderating as a sole proprietorship can use.on your method of accounting) if it shows
expenses in your books and on your incomethe:
tax returns.Car expense records.  If you use your car fora) Check number, You can choose any of the following ac-business, see Publication 917 for information
counting methods if you use it regularly and itb) Amount, on the records to keep for your deduction.
clearly shows your income.c) Payee name, and
1) Cash method.d) Date the check amount was posted to Tax Year 

the account by the financial institution. 2) Accrual method.You must figure your taxable income and file
an income tax return based on an annual ac-2) An account statement prepared by a fi- 3) Special methods of accounting for certain

nancial institution showing an electronic counting period called a tax year. A tax year is items of income and expenses.
funds transfer is accepted as proof if it usually 12 consecutive months. There are two

4) Combination (hybrid) method using ele-shows the: kinds of tax years:
ments of two or more of the above.

a) Amount transferred, Calendar
If you need inventories to show income cor-b) Payee name, and Fiscal

rectly, you must generally use an accrualc) Date the transfer was posted to the ac-
method of accounting for purchases andIf you operate a business as a sole proprietor,count by the financial institution.
sales.the tax year for your business must be the3) An account statement prepared by a fi- You must use the same accountingsame as your individual tax year.nancial institution showing a credit card method from year to year to figure your taxable

charge (an increase to the cardholder’s income and keep your books if that methodCalendar year.  A calendar year is 12 consec-loan balance) is accepted as proof if it clearly shows your income. In general, any ac-utive months beginning January 1 and endingshows the: counting method that consistently uses ac-December 31. If you are a calendar year tax-
a) Amount charged, counting principles suitable for your trade orpayer and a sole proprietor, your business

business clearly shows income. An accountingb) Payee name, and must also be on the calendar year basis.
method clearly shows income only if it treats all

c) Date charged (transaction date). items of gross income and expense the sameFiscal year.  A fiscal year is 12 consecutive
from year to year.months ending on the last day of any monthThese account statements must show a

other than December, or a 52–53 week year.high degree of legibility and readability. For Cash method — reporting income.  UnderYou must keep your books on a fiscal year ba-this purpose, legibility is the quality of a letter this method, you report income when actuallysis to file a fiscal year tax return.or number that allows it to be identified posi- or constructively received.If you are considering using a fiscal year,tively excluding all other letters and numbers.
Constructive receipt.  Constructive re-see Publication 538.Readability is the quality of a group of letters or

ceipt occurs when an amount is credited tonumbers that allows it to be recognized as
your account or made available to you withoutwords or complete numbers. However, this Short tax year.  A short tax year has less than
restriction as to the time or manner of pay-does not mean the information must be typed 12 months. You will have a short tax year if
ment. You do not need to have possession ofor printed. For example, the IRS will accept an your business is not in existence for an entire
it.account statement that reproduces the re- tax year or you change your tax year. Figuring

You cannot hold checks or postpone takingquired information in the account holder’s own tax for a short tax year is different for each situ-
possession of similar property from one taxhandwriting from checks or charge slips. ation. See Publication 538.
year to another to avoid paying tax on the in-However, proof of payment of an amount
come. Include this income in the year thealone does not establish that you are entitled S corporations.  Generally, all S corpora-
check or other property is set aside for you andto a tax deduction. You should also keep other tions, regardless of when they became S cor-
subject to your demand.documents, as discussed in Support items re- porations, must use a calendar tax year. An S

ported on tax returns, earlier. Example 1.  The bank credits interest tocorporation can use any other accounting pe-
your account on December 30, 1994. Youriod for which the corporation establishes a
withdraw the interest on January 3, 1995. Youbusiness purpose to the satisfaction of the IRSRecords Required 
must include the interest in income for 1994,or for which it has made a section 444 election.The law does not require any special kind of the year it is credited to your account, not theFor more information, see Publication 538.records. You may choose any system suited to
year it  is withdrawn or entered in your

your business to clearly show your income.
passbook.Partnerships.  All partnerships, including ex-Your permanent books, including inventory

isting partnerships, must use a tax year that Example 2.  You received a check for $250records, must show your gross income, as well
conforms to their partners’ tax year, unless the on December 31, 1994, for an item you sold.as your deductions and credits. In addition,
partnership can establish a business purpose You did not cash the check until January 3,you must keep any other records and data
for a different period or makes a section 444 1995. You must include the $250 in gross re-necessary to support the entries in your books
election. For more information, see Publication ceipts in 1994, the year you received theand on your tax and information returns. File
538. check.paid bills, canceled checks, etc., that support
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Example 3.  On January 3, 1995, you re- expense in 1994, even if delivery of the sup- maintain, but it may not be suitable for every-
ceived and deposited a check dated Decem- plies (economic performance) does not occur one. You may find the double-entry system
ber 28, 1994, for payment of goods. You must until 1995. better because it has built-in checks and bal-
include this amount in gross receipts for 1995, ances to assure accuracy and control.
the year you received the check. Cash or accrual.  If you use an accrual

method of accounting for purchases and Single-entry.  A single-entry system is based
Cash method — deducting expenses.  You sales, you can use the cash method for figur- on the income statement (profit or loss state-
usually deduct expenses in the tax year you ing all other income and expenses. However, if ment). It can be a simple and practical system
pay them. However, you can deduct prepaid you use the cash method for figuring gross in- if you are starting a small business. For tax
expenses only in the year to which they apply. come from your business, you must use the purposes, the system records the flow of in-

cash method for figuring business expenses. IfExample.  You are a calendar year tax- come and expenses through the use of:
you use an accrual method for figuring busi-payer and pay $3,000 for an insurance policy
ness expenses, you must use an accrual 1) A daily summary of cash receipts.effective July 1, 1994, for a 3–year period. You
method for figuring all items that affect thecan deduct $500 in 1994, $1,000 in 1995,

2) Monthly summaries of cash receipts andgross income from your business.$1,000 in 1996, and $500 in 1997.
disbursements.You can account for business and personal

items under different accounting methods.Limits on use of cash method.  Corporations
You can figure the income from your business Double-entry.  A double-entry bookkeeping(other than S corporations) and certain part-
under an accrual method even if you use the system uses journals and ledgers. Transac-nerships with average yearly gross receipts of
cash method to figure personal items. tions are first entered in a journal and thenmore than $5 million, and all tax shelters, can-

posted to ledger accounts. These accountsnot use the cash method of accounting. For
More than one business.  When you own show income, expenses, assets (property amore information, see Publication 538.
more than one business, you can use a differ- business owns), liabilities (debts of a busi-
ent accounting method for each separate busi- ness), and net worth (excess of assets over li-Accrual method — reporting income.
ness if the method you use for each clearly abilities). You close income and expense ac-Under an accrual method, you generally report
shows your income. When you use different counts at the end of each accounting period.income when you earn it, even though you
accounting methods, you must keep a com- You keep asset, liability, and net worth ac-may receive payment in a later year. It is not
plete and separate set of books and records counts open on a permanent basis.the receipt of payment that is important, but
for each business. In the double-entry system, each accountthe right to receive it. All events that fix your

Example.  You run a personal service busi-right to receive the income must have oc- has a left side for debits and a right side for
curred, and you must be able to figure the ness and a manufacturing business. You can credits. It is self-balancing because you record
amount with reasonable accuracy. use the cash method for the personal service every transaction as a debit entry in one ac-

business. However, you must use an accrual count and as a credit entry in another. An ex-Example.  You are a calendar year tax-
method or a hybrid method for the manufactur- ample of a journal showing a payment of rentpayer. You sold a computer in November
ing business because inventories are required in October is shown in this publication.1994. You billed the customer 2 days later, but
to account for your income. Under this system, the total debits mustyou did not receive payment until February

equal the total credits after you post the journal1995. You must include the amount of the sale
Changing your method of accounting. entries to the ledger accounts. If the amountsin income for 1994 because you earned the in-
Once you have set up your accounting do not balance, you have made an error andcome in that year.
method, you must get the consent of the IRS you must find and correct it.
before you can change to another method. A At the end of each accounting period, youAccrual method — deducting expenses.
change in accounting method not only in- prepare financial statements. These are gen-Under this method, you deduct expenses as
cludes a change in your overall system of ac- erally the income statement and the balanceyou incur them, whether or not you pay them in
counting, but also a change in the treatment of sheet. The income statement reflects currentthe same year. All events that set the amount
any material item. For examples of changes operations for the year. The balance sheetof the liability must have occurred, and you
that require consent and information on how tomust be able to figure the amount with reason- shows the financial position of the business in
get consent for the change, see Publicationable accuracy. terms of assets, liabilities, and net worth on a
538. given date.Economic performance rule.  Business

expenses are generally not deductible until ec-
onomic performance occurs. If the expense is Bookkeeping System Automatic data processing system.  You
for property or services provided to you, or for You must decide whether to use a single- or a can use a computer accounting system if it
property you use, economic performance oc- double-entry bookkeeping system. The single- maintains adequate permanent records and
curs as the property or services are provided, entry system of bookkeeping is the simplest to produces a legible printout.
or as you use the property. If the expense is for
property or services you provide to others, ec-
onomic performance occurs as you provide
the property or service. You can treat certain
recurring expenses as incurred during a tax
year even though economic performance has
not occurred. For a discussion of the economic
performance rule, see Publication 538.

Example.  You are a calendar year tax-
payer and buy office supplies in December
1994. You received the supplies and the bill for
them in December, but you pay for them in
January 1995. You can deduct the expense in
1994 because all events that set the amount of
the liability and economic performance oc-
curred in that year. Your office supplies qualify
as a recurring expense and you can deduct the
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payable to yourself only when making with- 2) Monthly Summary of CashRecordkeeping System 
drawals from your business for personal use. Receipts You do not have to keep your records in bound
Avoid writing checks payable to cash. If you

books. Records are adequate if they show cur- This shows the income activity for the monthmust write a check for cash to pay a businessrent income on the basis of an annual account- with such items as net sales, sales tax, dailyexpense, include the receipt for the cash pay-ing period. receipts, and deposits in separate columns.ment in your records. If you cannot get a re-A recordkeeping system for a small busi- The net sales figure for the year is the principalceipt for a cash payment, you should make anness might include the following: income item (Gross receipts or sales) onadequate explanation in your records at the
Schedule C.Business Checkbook time of payment.

The total monthly net sales ($4,865.05) isDaily Summary of Cash Receipts
carried to the Annual Summary for Schedule C

Monthly Summary of Cash Receipts Sample Record System Entries to figure gross receipts for the year.
To figure total monthly net sales, HenryThe bookkeeping system illustrated on the fol-Check Disbursements Journal

reduces the total monthly receipts by the saleslowing pages uses the principles describedDepreciation Worksheet
tax to be turned over to the state. He cannotearlier. This is a single-entry system used by

Employee Compensation Record take a deduction for sales tax turned over toHenry M. Brown, the sole proprietor of a small
the state because he only collected the tax. Heautomobile body shop. Henry uses part-time

You must have the books and records of did not include the tax in his income.help, has no inventory of items held for sale,
your business available for inspection by the As an alternative, he can include the totaland uses the cash method of accounting.
IRS. sales tax collected in gross receipts and take aThese sample records should not be
How long to keep records.  You must keep viewed as a recommendation of how to keep deduction for sales taxes paid to the state on
your records as long as they may be needed your records. They are intended to show one the taxes line of Schedule C. Various states
for the administration of any provision of the In- way to keep business records and how to use and local jurisdictions have different require-
ternal Revenue Code. Keep records that sup- the records to complete Schedule C (Form ments for the collection of sales taxes. He
port an item of income or deduction on a return 1040). should contact the taxing authorities in his
until the period of limitations for that return The design of Schedule C may change area for sales tax regulations.
runs out. Usually, the period of limitations for from year to year. Be sure to enter all items on
an income tax return is 3 years after the return the correct line of the current form. 3) Check Disbursementsis due or filed, or 2 years from the date the tax

Amounts on Schedule C have beenis paid, whichever is later. Journal 
rounded to the nearest dollar.If you have employees, you must keep all Henry should enter checks drawn on the busi-

employment tax records for at least 4 years af- ness checking account in the Check Disburse-1) Daily Summary of Cashter the date the tax becomes due or is paid, ments Journal each day. All checks should be
whichever is later. Receipts prenumbered and each check number listed

Keep records that verify your basis in prop- This summary records cash sales for the day, and accounted for in the column provided in
erty for as long as they are needed to figure the and accounts for cash over the amount in the the journal.basis of the original or replacement property.

Change and Petty Cash Fund at the beginning Frequent expenses have their own head-Also, new laws may provide tax benefits to tax-
of the day. ings across the sheet. He should enter in apayers who can prove from their records they

Henry may take the Cash Sales entry from separate column expenses that require com-are entitled to the benefits.
his cash register tape. If he has no cash regis- paratively numerous or large payments each
ter, he may simply total his cash sale slips and month, such as materials, gross payroll, andCopies of tax returns.  You should keep cop-
any other cash received that day. rent. Under the general account column, heies of your filed tax returns. They help in pre-

He enters the total receipts ($267.80), in- can enter small expenses that normally haveparing future tax returns and making computa-
cluding cash sales ($263.60) and sales tax only one or two monthly payments, such as li-tions if you later file a claim for refund. They
($4.20) for January 3, 1994, from the Daily censes and postage.may also be helpful to the executor or adminis-
Summary of Cash Receipts in the Monthly Henry should not pay personal or nonbusi-trator of your estate, or to the IRS, if your origi-
Summary of Cash Receipts. This gives him the ness expenses by checks drawn on the busi-nal return is not available.
total monthly receipts to figure the total ness account. If they are drawn on the busi-
monthly taxable income. ness account, he should record them in theThe Business Checkbook 

journal, even though he cannot deduct them
The business checkbook is your basic source Petty cash fund.  Henry can use a petty cash as business expenses.
of information for recording your business ex- fund to make small payments without having to Henry carries the monthly total of materials
penses. You should deposit all daily receipts in write checks for small amounts. Each time he ($1,083.50) to the Annual Summary foryour business checking account. You should makes a payment from this fund, he should Schedule C Entries. Similarly, he enterscheck your account for errors by reconciling it.

make out a petty cash slip and attach it to his monthly expenses for telephone, truck, auto,See Reconciling the Checking Account under
receipt as proof of payment. He should set up etc., in the appropriate columns of thisthe Sample Record System, later.
a fixed amount in his petty cash fund ($50 is summary.Consider using a checkbook that allows
the amount shown for this example). The totalenough space to identify the source of depos-
of the unspent petty cash and the amounts onits as business income, personal funds, or 4) Employee Compensation
the petty cash slips should equal the fixedloans. You should also note on the deposit slip Record amount of the fund. When the totals on thethe source of the deposit and keep copies of all

This record shows the number of hours hispetty cash slips approach the fixed amount, heslips.
employee worked in a pay period and the em-brings the cash in the fund back to the fixedYou may need a petty cash fund for small
ployee’s total pay for the period. It also showsamount by writing a check to ‘‘Petty Cash’’forexpenses. See Petty cash fund under the
withheld deductions used to figure the employ-the total of the outstanding slips. (See theSample Record System, later. You must
ee’s net pay.Check Disbursements Journal entry for checkclearly support all business expenses paid by

The employee compensation record alsonumber 91.) This restores the fund to its fixedcash with documents that show their business
records the monthly gross payroll, which isamount of $50. He then summarizes the slipspurpose.
carried to the Annual Summary for Schedule Cand enters them in the proper columns in theYou should make all payments by check to
Entries.monthly check disbursements journal.document business expenses. Write checks
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1) Includes bank charges that he did not 1) Compares the amounts on all canceled5) Annual Summary for
enter in his books and subtract from his checks and other debit slips (such as ser- Schedule C Entries 
checkbook balance, or vice charges) with the amounts listed onThis annual summary of monthly cash receipts

the statement. He makes sure he issuedand expense totals provides the final amounts 2) Does not include deposits made after the
all checks correctly and charged correctto enter on Henry’s tax return. He figures the statement date or checks that did not
amounts against his account.annual summary from the total of monthly cash clear his account before the statement

receipts items, as shown on the Monthly Sum- date. 2) Compares the deposits listed on the bank
mary of Cash Receipts. He figures the monthly statement with deposit amounts shown in
expenses from the Check Disbursements his checkbook. He accounts for all differ-By reconciling his checking account, he
Journal. As in the journal, he keeps each major ences. He lists in the first section of thewill:
expense in a separate column. reconciliation any deposits entered in his

1) Verify how much money he has in theHenry enters the cash receipts total checkbook that do not appear on the bank
account,($47,440.95) from the annual summary on line statement. In the sample reconciliation,

1, Part I of Schedule C. the bank prepares the statement near the2) Make sure that his checkbook and books
He car r ies  the  to ta l  fo r  mate r ia ls end of the month and the deposits ofreflect all bank charges and the correct

($10,001.00) from the annual summary to line
$701.33 and $516.08 do not appear onbalance in the checking account, and22 of Part II.
the bank statement.There are no inventories of materials and 3) Correct any errors in his bank statement,

supplies in this example. Henry buys parts and checkbook, and books. 3) Puts all the canceled checks in numerical
supplies on a per-job basis and uses them only order.
for body work services. A business that carries He should reconcile his checking account 4) Compares each canceled check, includ-materials and supplies on hand, unless they each month. ing both check number and dollar amount,are incidental and records of use are not kept, Before he starts to reconcile his monthly with the entry on his check stub. If correct,must complete the inventory lines in Part III of bank statement, he checks his own figures. He he marks that number on the checkbookSchedule C. begins with the balance shown in his check- as having cleared the bank. After ac-Henry enters annual totals for interest, book at the end of the previous month. To this counting for all checks returned by therent, taxes, and wages on the appropriate lines balance, he adds the total cash deposited dur- bank, those not marked on his checkbookof Schedule C. The total for taxes and licenses ing the month and subtracts the total cash dis- are his outstanding checks. He lists in theincludes the employer’s share of social secur- bursements. The Monthly Summary of Cash next section of the reconciliation theseity and Medicare taxes, the federal unemploy-

Receipts shows the monthly total of his bank outstanding checks. In the sample recon-ment (FUTA) tax, and the business license
deposits. The total cash disbursements is in ciliation, checks numbered 89, 90, 93,fee. He enters the total of other annual busi-
the ‘‘Amount of Check’’ column of his Check and 94 are still outstanding.ness expenses on line 27 of Schedule C.
Disbursements Journal.

5) Enters any errors he finds in the preced-After checking his figures, the result should6) Depreciation Worksheet ing steps in the last section of the recon-agree with his checkbook balance at the end of
Another major item entered on Schedule C is ciliation under ‘‘Add’’ or ‘‘Subtract.’’the month. If the result does not agree with his
the depreciation allowed on assets used in checkbook balance at the end of the month, 6) Enters service charges and other bankHenry’s trade or business. The sample depre- Henry may have made an error in recording debits, determined in step (1) in the lastciation worksheet shows examples of items check or deposit amounts. He can find the er- section of the reconciliation, under ‘‘Add’’depreciated using the modified accelerated rors by: or ‘‘Subtract.’’cost recovery system (MACRS). Depreciation

1) Adding the amounts on his check stubsis discussed in Publication 534, Depreciation, 7) Updates his checkbook by entering items
and comparing that total with the total inand Publication 946. on the reconciliation but not recorded
the ‘‘Amount of Check’’ column of hisHenry must take depreciation in the year it (such as service charges). At this point,

is allowable. He cannot deduct in the current Check Disbursements Journal. If the the adjusted bank statement should equal
year the allowable depreciation he did not take totals do not agree, he checks the individ- his adjusted checkbook balance. If he still
in a prior year. He must amend the prior year’s ual amounts to see if an error was made has differences, he should check to find
tax return to take the depreciation deduction. in his check stub record or in the related errors in the previous steps.

He can deduct up to $17,500 of the cost of entry in the ‘‘Amount of Check’’ column of
certain depreciable property purchased and his Check Disbursements Journal. In the illustrated sample reconciliation,placed in service in his trade or business dur-

Henry must decrease the checkbook balance2) Adding the deposit amounts in his check-ing 1994. This is the ‘‘section 179 deduction.’’
to reflect the net adjustment of $4 ($10 minusbook. He compares that total with theFor each dollar of investment in section 179
$6). The only book adjustment needed is to themonthly total of ‘‘Daily Receipts’’ in theproperty over $200,000 in a tax year, the
Check Disbursements Journal for the $10Monthly Summary of Cash Receipts. If$17,500 maximum is reduced (but not below
bank service charge. No adjustment is neededthe totals do not agree, he checks the in-zero) by one dollar. The section 179 deduction
on the Monthly Summary of Cash Receipts be-dividual amounts to find any errors.is discussed in Publications 534 and 946.
cause the January 8 deposit of $600.40 wasThe amount of depreciation Henry can
correctly entered in that record.If his checkbook and journal entries still dis-claim for the tax year is shown on his deprecia-
Daily summary cash receiptstion worksheet. He carries the deduction for agree, he then refigures the running balance in
Monthly summary cash receiptsthe tax year ($18,724) from line 20, Part IV of his checkbook to make sure additions and
Check disbursementsForm 4562, to line 13, Part II of Schedule C subtractions are correct.
Check disbursements contd(Form 1040).
Employee compensation recordSteps to reconcile the checking account.
Annual summary of Sch C entries and Depre-Reconciling the When Henry’s checkbook balance agrees with
ciation worksheetthe balance figured from the journal entries, heChecking Account 
Form 4562 pg 1may begin reconciling his checkbook recordWhen Henry receives his bank statement, he
Form 4562 pg 2with the bank statement. Many banks print amakes sure the statement, checkbook, and
Sch C pg 1reconciliation worksheet on the back of thebooks agree. The statement balance may not
Sch C pg 2statement.agree with the balance in his checkbook and
Check reconciliationTo reconcile his account, Henry:books if the statement:
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