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nderstanding of taxes is a fundamental skill for the 
successful operation of a practice. Although 
professional assistance is necessary to calculate and 

pay taxes, the important task of tax planning must usually be 
initiated and performed by the practitioner. This task is more 
easily conceived and more accurately executed if the practitioner 
has a basic knowledge of tax law. This chapter addresses the key 
issues in income tax, business tax, and tax reporting, as they 
pertain to the practice of optometry.  

INDIVIDUAL INCOME TAX  

At the time of the birth of the United States, the English 
government drew the ire of those in the colonies through the use 
of an import tariff, the purpose of which was to create a 
favorable balance of trade (i.e., exports were not subject to the 
tariff, but imports were charged a duty that was, ultimately, paid 
by the American consumer). The Boston Tea Party was a result 
of the perception by the citizens of the colonies that the tariff 
was unfair. Yet, one of the first acts of the new US Congress 
was to impose an internal tariff on imports to America! Thus 
began a widespread system of duties on imports rather than a 
true tax because of the provisions of the US Constitution, which 
limited the ability of the federal government to tax the US 
citizenry. The general taxing power permitted to Congress by 
the Constitution was that “The Congress shall have power to lay 
and collect taxes, duties, imports and excises, to pay the debts 
and provide for the common defense and general welfare of the 
United States.” But as far as internal revenue was concerned, the 
only sources of income provided for in the Constitution were as 
follows:  

• Duties, imports, and excise taxes were permitted but could 
not be higher in one part of the country than in another.  

• No direct tax could be levied on the income of individual 
citizens unless it was applied in proportion to the population 
of the states, so that each state would have a different tax 
rate, a cumbersome and impractical system that made the 
collection of direct taxes a slow and grossly unequal 
operation. 

 

 

The Congress shall have power to lay and collect taxes on income, from whatever 
source derived, without apportionment among the several states, and without regard 
to any census or enumeration. 

Sixteenth Amendment, Constitution of the United States 

 

Attempts during the 1800s and early 1900s to impose an income 
tax met with limited success; the most important development 
was a 1% tax on income of more than $5,000 earned by 
corporations organized for profit. In 1913 the US Congress 
proposed an amendment to the Constitution that would allow a 
tax on all incomes without apportionment. Its ratification 
allowed an income tax to be levied on individual citizens.  

The tax consisted of two parts: a normal tax, which was a flat 
1% of the net income in excess of the personal exemption, and a 
surtax that was a progressive tax levied on net incomes in excess 
of $20,000 (for which another 1% was collected) up to a 
maximum of $500,000 (for which a 6% maximum was 
imposed). Thus a married man with a net income of $80,000 in 
1913 paid a total tax of $1,710. Subsequent changes in the rates 
and system of taxation have created dramatic differences in the 
tax burden incurred by American citizens; by 1980, this same 
married man would have to pay an income tax of $26,914. Of 
such things is tax reform born, and the result has been decade 
after decade of unceasing tax reform acts passed by the federal 
Congress.  

In fact, tax reform has become such a favorite pastime of the 
federal government that tax counsel often must be consulted 
when significant financial decisions are made. One year’s tax 
laws rapidly give way to another’s, and the wise optometrist 
always will seek professional advice before making personal or 
business decisions that have tax ramifications. Even so, it is 
necessary for optometrists to possess a reasonable understanding 
of the tax process. Given the significance of taxes as an item of 
both personal and business expense, contemporary practitioners 
can ill afford to live in ignorance of the basic provisions of tax 
law. Once these fundamental concepts are understood, the 
process of revision becomes less confusing and the significance 
of proposed changes more apparent.  

CALCULATION OF INCOME TAX  

The tax base to which the income tax rates are applied is called 
the taxable income. To determine a person’s taxable income 
(Figure 39-1), the gross income must be calculated, from which 
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FIGURE 39-1 Schematic representation of the income taxation 
process. 

allowable deductions are subtracted, resulting in an intermediary 
sum called the adjusted gross income (AGI). The next step is to 
deduct certain itemized deductions, or a standard deduction for 
items that may be claimed. Exemptions from income are then 
subtracted, resulting in the taxable income. From this amount 
the tax table tax can be determined. Finally, credits are 
subtracted from the tax table tax, resulting in the actual tax 
owed.  

Income tax rates for individuals are graduated, which means 
they increase as the level of taxable income increases. The 
current tax rates, authorized by federal tax reform in 2003, 

consist of six brackets, until further modified by Congress. The 
stepwise computation of income tax may be found on Internal 
Revenue Service (IRS) Form 1040: US Individual Income Tax 
Return (Figure 39-2).  

FILING STATUS  

Taxes are reported based on the status of the taxpayer, who has 
the following five choices:  

• Single  
• Married filing jointly  
• Married filing separate returns  
• Head of household  
• Qualifying widow/widower with dependent child  

The choice of filing status is left to the taxpayer; the tax rates 
that will be applied to the taxpayer’s income are based on the 
choice made. However, the tax reform act enacted in 2003 
altered the tax brackets for the “married filing jointly” category, 
reducing the tax imposed on individuals choosing this status 
(and thereby eliminating the so-called marriage “tax penalty”).  

GROSS INCOME  

Every income tax return begins with gross income, which is 
defined in the federal tax code as “all income from whatever 
source derived.” This all-inclusive phrase embraces such diverse 
means of income as compensation for services (including those 
of an optometrist); business income; gains from the sale or 
exchange of property; interest; rent; royalties; dividends; 
annuities; pensions; partnership income; income from an estate 
or trust; winnings from gambling; alimony; and illegally 
obtained windfalls such as embezzlement, theft, fraud, and 
related offenses. Awards, gifts, or prizes may also be taxable.  

Awards: Cash, a gift certificate, or non-cash merchandise given 
for meritorious performance, productivity, or other reasons 
connected with employment, or for non-employees, given in 
recognition of an accomplishment, achievement or activity that 
does not require the performance of a service, as well as for 
other valid business reasons, is reportable and may be taxable. 
This may include Staff Recognition Awards, Employee of the 
Month Awards, and awards to boost employee morale.  

The award must be reported as employee compensation on the 
employee’s Form W-2 and is subject to federal withholding and 
FICA taxes. Exceptions include the following:  

• A “length of service” award is not reported as taxable if it is 
not granted to an employee more frequently than every 5 
years. A retirement gift generally will not be reported as 
taxable if given as a “length of service” award and does not 
exceed $400 per year per employee.  

• Non-cash, de minimis awards are not reported as taxable to 
an employee unless the award is readily convertible into 
cash. IRS regulations use the example of holiday gift items 
with a low fair market value to define “de minimis.” Awards 
of gift certificates of $100 or less will not be reported as 
taxable, unless redeemable for cash. 
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Awards given to non-employees are generally considered 
reportable as taxable income, regardless of value. Non-cash 
awards to non-employees that have little intrinsic value are not 
reportable.  

Gifts: Non-cash items of nominal value given to express 
appreciation or gratitude and not related to job performance, may 
qualify 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

as gifts; however, there should be no negotiation in advance for 
the gift. Cash and gift certificates redeemable for cash, do not 
qualify as gifts. Gifts less than or equal to $100 are not 
reportable to the IRS.  

Non-cash gifts may be presented as a token of appreciation to a 
patient when a valid and documented business purpose exists 
such as to recognize contributions to the community. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FIGURE 39-2 Sample Form 1040. 
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Examples of token items would be roses or a gift certificate for a 
local movie theater.  

Prizes: Cash or items of value received as a result of a game of 
chance, drawing or contests of skill, either with or without the 
purchase of a chance or ticket, are deemed to be 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

prizes. Federal law requires the reporting of prize winnings to 
the IRS and to the recipient on a calendar year basis. Federal 
regulations also require that a specific percentage of the 
winnings must be withheld under certain conditions. Non-cash 
winnings are reported at their fair market value. 

 

FIGURE 39-2 –Cont’d 
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Other cash and non-cash income that must be reported include:  

• Sick pay received from an employer while an employee is ill 
or injured is taxable, but benefits received under an accident 
or health insurance policy paid for by the employee are not 
taxable.  

• Medical insurance premiums, if paid for by an employer, are 
not included in income.  

• Vacation allowances are considered to be wages and are 
included in income.  

• Severance pay is taxable as income.  
• Moving expense allowances or reimbursements are included 

in gross income for an employee (but are offset by the 
expenses incurred); these allowances or reimbursements are 
not considered wages for purposes of income tax or Social 
Security withholding.  

• Interview expenses paid by an employer or prospective 
employer are considered to be income but are not subject to 
income tax or Social Security withholding.  

Exclusions From Income 
There are exclusions from income that permit certain types of 
gross income to escape taxation. These exempt classes of income 
should not be confused with deductions from gross income. Some 
of the more important exclusions include the following.  

Life Insurance Death Proceeds  

The proceeds of life insurance policies, if paid by reason of the 
death of the insured, are excluded from the gross income of the 
beneficiary. The manner in which the policy proceeds is paid is of 
no consequence (i.e., whether in a lump sum or in installments). 
If the proceeds of a life insurance contract are paid for reasons 
other than the death of the insured, however, the insured is 
entitled to recover tax-free only what was paid for the contract.  

Gifts, Bequests, and Devises  

The amount of cash or the value of property received by gift or 
inheritance is excluded from gross income. However, income 
derived from property received by gift is taxable as income to the 
recipient.  

Retirement Income  

Social Security benefits are not subject to taxation as gross 
income.  

Interest on Government Securities  

State and local bonds produce interest income that is not included 
as gross income. Obligations of the federal government are 
subject to federal taxation, and the interest on US Savings Bonds 
(Series E) is fully taxable.  

Compensation for Injuries or Sickness  

Compensation awarded for personal rights, such as workers’ 
compensation, damages for personal injury, damages for 
defamation, and damages for other legal actions intended 

to “make the person whole again,” are excluded from gross 
income. A like exclusion is permitted for accident and health 
benefits (disability income) received under a policy purchased 
by the policyholder.  

Employee’s Accident and Health Benefit Plans  

Amounts received by an employee as reimbursement for 
medical care; payments for permanent injuries or loss of bodily 
function; and to a limited extent, wages or payments in lieu of 
wages during a period of absence from work as a result of 
permanent and total disability are excluded from gross income.  

Employer’s Educational Assistance Plans  

Amounts paid by an employer for an employee’s education, 
pursuant to a plan meeting certain requirements, are excluded 
from gross income. Amounts received that may be excluded 
include tuition and fees, books, supplies, and equipment. For an 
educational assistance program to qualify, it must be in writing, 
limited to providing employees with education assistance, and 
not discriminatory in favor of certain employees or a certain 
class of employees.  

Scholarship and Fellowship Grants  

Scholarships and fellowship grants are tax exempt for degree 
candidates but only to the extent that amounts are paid for 
tuition, books, and supplies; room and board and other expenses 
that are paid by the scholarship or fellowship are not excluded 
from income.  

Sale of Primary Residence  

A single homeowner who sells a primary residence that has been 
lived in for 2 years and realizes a profit may exclude $250,000 
of the gain from the sale; if the sale is by a married couple filing 
a joint tax return, the exclusion is $500,000.  

Capital Gains  

All gross income will not be taxed the same because there is an 
important distinction between ordinary income and capital gains. 
Ordinary income includes money earned as salary, benefits that 
are subject to taxation, income earned through the providing of 
services or the sale of products (as in optometry), bonuses, 
exchanges, and gains realized on the sale of items owned for a 
year or less. Capital gains are limited only to gains earned on 
certain assets that are held for more than a year. These assets, 
which must be owned and used for personal purposes, pleasure, 
or investment, are termed capital assets and include stocks, 
bonds, homes, household furnishings, coins, stamps, jewelry, 
art, and similar items. When capital assets are sold for a gain 
after being held for more than a year, a capital gain is realized.  

The tax rate to which these assets are subject varies, depending 
on the asset, and ranges from 0% to 15%, which is decidedly 
less than the tax rates for ordinary income, which range from 
10% to 35% (Table 39-1). The tax on capital gains is calculated 
differently than the tax on ordinary income, and the calculation 
is performed on Schedule D. If there is a capital 
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loss (e.g., capital assets held for more than a year and sold for a 
loss), it can be used to offset a capital gain. The computation of 
these gains can become quite complicated, requiring an 
accountant’s expertise. Capital gains also must be included in 
gross income and reported on Form 1040.  

Once gross income has been determined, the next step is to 
consider the deductions available to the taxpayer.  

DEDUCTIONS  

There are certain expenses that may be subtracted from gross 
income to arrive at the AGI. Both business and nonbusiness 
expenses are included, but they are limited in number. As of 
2008, these deductions were:  

• Educator expenses. Eligible educators may deduct qualified 
expenses paid and not reimbursed (to a maximum of $250).  

• Contributions to an individual retirement account (IRA). 
Contributions to a traditional IRA can be deducted by 
taxpayers who meet certain qualifications (Chapter 37); 
contributions to a Roth IRA are not deductible.  

• Student loan interest deduction. The interest on any loan 
taken out to pay for qualified higher education expenses 
incurred by a taxpayer or taxpayer’s spouse or dependent may 
be claimed in part as a deduction. The deduction is limited but 
gradually has been increased throughout the years (currently, 
it is $2,500 maximum), and will be reduced if certain income 
limits are exceeded.  

• Tuition and fees deduction. Qualified tuition and fees paid by 
the taxpayer, spouse, or for dependents may be deducted (up 
to $4,000); Form 8917.  

• Health savings accounts (HSAs). These accounts are a 
combination of a high-deductible insurance plan and tax-
deferred savings account like an IRA. Tax-deductible 
contributions may be made to the account, the amounts 
contributed are invested and grow on a tax-deferred basis, and 
tax-free withdrawals may be made for medical expenses. 
HSA deductions are calculated on Form 8889. Archer medical 
savings accounts are similar, and tax deductions for these 
accounts are figured on Form 8853.  

• Moving expenses. The cost of moving to another location to 
start a new job may qualify as a deduction if certain 

conditions are met; the most important are that the move be 
connected with employment, within a year of starting a new 
job, and that the distance be at least 50 miles (the distance is 
measured between the old home and the new place of 
employment). The actual costs of the move may be 
deducted, but pre-move expenses, temporary living 
expenses, and expenses for the sale, purchase, or lease of a 
residence are not deductible. Allowable expenses must be 
calculated on Form 3903.  

• Self-employment tax. Self-employed individuals must 
contribute to Social Security and Medicare, and one-half of 
the tax paid (which is calculated on Schedule SE for 
selfemployed practitioners) may be claimed as a deduction.  

• Self-employed health insurance deduction. The cost of health 
insurance premiums for a self-employed individual, spouse, 
and dependents may be deducted. The deduction may be 
claimed whether the health insurance policy was taken out in 
the name of the practitioner or by the business (individual 
proprietorship, partnership, or S Corporation). If a 
selfemployed individual becomes eligible for benefits under 
an employer-provided health plan for the individual’s 
spouse, however, the premiums are no longer deductible.  

• Self-employed contributions to a simplified employee 
pension IRA, Keogh plan, pension plan, or other tax-
deductible retirement plan. Self-employed individuals or 
partners who participate in tax-deferred retirement plans 
may deduct their contributions from gross income (see 
Chapter 37 for a discussion of these plans).  

• Penalties for early withdrawal of savings. Premature 
withdrawals of funds from a time savings account or deposit 
are subject to penalty; the amount paid as a penalty may be 
deducted as an exclusion from gross income.  

• Alimony. Alimony and separate maintenance payments are 
deductible from gross income by the one paying them if the 
following four criteria are met: they must be made under a 
written decree or agreement; they must qualify as periodic 
payments (i.e., payments that are uncertain in amount or for 
an indefinite period, or for more than 10 years); they must 
not be specifically designated for the support of minor 
children; and they must not be in the form of a lump sum or 
settlement. Child support is not deductible.  

These deductions, when subtracted from the gross income, 
produce the AGI. This amount has relevance to certain expenses 
that may be claimed when determining itemized deductions, a 
calculation that is performed on Schedule A. Itemizing 
deductions is not necessary, however, unless they exceed the 
standard deduction.  

THE STANDARD DEDUCTION  

The lowest bracket for each category of taxpayer (e.g., single, 
married filing jointly) has a tax of zero; these brackets are 
referred to as the standard deduction (Box 39-1). Additional 
deductions are allowed for individuals 65 years of age and older 
and for individuals who are blind. Thus a single taxpayer who is 
both 65 and blind could claim two additional deductions, in 
addition to the standard deduction. 

TABLE 39-1  

Capital Gains Tax Rates, 2008 
Tax Bracket 2008 Capital Gains Tax 

10% or 15% 0% 
25%, 28%, 33%, or 35% 15% 

Gains realized on the sale of capital assets held for more than 
a year receive preferential tax treatment. A taxpayer in the 
28% tax bracket who sells a capital asset held more than a 
year for a gain of $10,000 will pay a tax of $1,500 rather than 
$2,800. 
From Internal Revenue Service Publication 17: Your income tax. 
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For purposes of claiming the deduction for blindness, the 
taxpayer must get a statement certified by the “eye doctor” or 
“registered optometrist” that verifies either of the following:  

• Visual acuity is less than 20/200 in the better eye with glasses 
or contact lenses  

• The field of vision is 20 degrees or less  

The statement also must assert that the acuity or field of vision is 
“not likely to improve.”  

Only income in excess of the standard deduction (plus 
exemptions, to be discussed) is subject to taxation. Any taxpayer 
may claim the standard deduction, but as income increases, this 
deduction fails to yield the best tax benefit. This is because 
taxpayers are permitted to claim certain personal deductions to 
ascertain whether these itemized deductions provide a better tax 
benefit than the standard deduction (but the extra deductions for 
elderly and blind taxpayers cannot be claimed when itemizing). 
The calculation is performed on Schedule A.  

An illustration of how itemized deductions are calculated may be 
found in Figure 39-3.  

ITEMIZED DEDUCTIONS  

There are eight categories of expenses that are commonly 
incurred by taxpayers and recognized as itemized deductions on 
Schedule A:  

• Medical, dental, and optometric expenses. The deduction 
allowed for these expenses is limited in several respects. First, 
a taxpayer may not claim a deduction for any expenses for 
which there was reimbursement by insurance. Second, the 
deduction is limited to the amount that is in excess of 7.5% of 
the AGI. For example, if the AGI is $100,000 and $8,000 of 
expenses (unreimbursed by insurance) were incurred, only 
$500 would be deductible. Amounts paid for medicine and 
drugs may be deducted, but drugs are defined as prescription 
drugs and insulin only. Premiums for health care are included 
as deductions, as are 

transportation costs for health care (as of July 2008, 27 cents a 
mile and up to $50 a night for lodging).  

• Taxes. Certain taxes may be deducted, including state, local, 
and foreign real property taxes; state and local personal 
property taxes (e.g., an automobile tag or registration tax); 
and state, local, and foreign income taxes. State and local 
general sales taxes may be deducted instead of state and 
local income taxes; either actual expenses may be claimed or 
an amount taken from the Optional State Sales Tax Tables 
(Publication 600) can be used.  

• Interest. Only limited interest expenses paid by a taxpayer 
are deductible, with the most important example being 
mortgage interest payments. (Student loan interest is 
deductible as an expense to reduce gross income on the first 
page of Form 1040 and is not claimed on Schedule A).  

• Charitable contributions. Charitable contributions are 
allowed for money or property contributed to qualified 
organizations, which include a state, a possession of the US, 
or any subdivision of these; a corporation, trust, or other 
organization that is operated exclusively for religious, 
charitable, scientific, literary, or educational purposes; posts 
or organizations of war veterans or an auxiliary unit or 
society of, or trust or foundation for, any such post or 
organization; or a domestic fraternal society, order, or 
association, operating under the lodge system (if the 
contribution is made for charitable purposes). The amount of 
a contribution in property other than money is its fair market 
value at the time of the contribution. To determine this 
value, consult IRS publication 526, Charitable 
Contributions.  

• Casualty and theft losses. A taxpayer may deduct a limited 
amount for casualty losses to nonbusiness property that are 
the result of fire, storm, shipwreck, or other casualties not 
covered by insurance. Such a loss is limited, however, to the 
extent by which it exceeds 10% of the taxpayer’s AGI. For 
example, if the AGI were $100,000 and the loss were 
$12,000, the deduction would be limited to $2,000.  

• Job expenses and most miscellaneous deductions. For 
employed individuals, most job-related expenses for which 
there is no reimbursement by the employer will be claimed 
in this category. Miscellaneous personal expenses also may 
be claimed (Box 39-2). These expenses provide a tax 
deduction, however, only to the extent that they exceed 2% 
of the taxpayer’s AGI. For example, for an employed 
optometrist with an AGI of $50,000, only expenses in excess 
of $1,000 would be deductible.  

• Other miscellaneous deductions. Examples of miscellaneous 
deductions that may be claimed in the “other” category 
include gambling losses, casualty and theft losses from 
income-producing property, and impairmentrelated work 
expenses of a disabled individual.  

If itemized deductions exceed a certain total (adjusted annually, 
for 2008, $79,975 if single and $159,950 if married filing 
jointly), they begin to be reduced. Careful recordkeeping is 
necessary to document Schedule A expenses. Receipts, checks, 
and other evidence of these expenditures should be retained and 
stored so that proof of claimed deductions will be readily 
available should the IRS audit the taxpayer’s return. 

BOX 39-1  

Standard Deduction, 2008 

The standard deduction increases from year to year, but for 
purposes of illustration the 2008 amounts were: 

• $5,450 for single taxpayers  
• $10,900 for married couples filing jointly  
• $5,450 for married taxpayers filing separately  
• $8,000 for heads of household 

In 2008 an additional $1,350 was allowed for individuals 65 years 
of age and older ($1,050 if married filing jointly) and for individuals 
who were blind. Thus a single taxpayer who was both 65 and 
blind could claim an additional $2,700 ($2,100 if married filing 
jointly). 

From Internal Revenue Service Publication 17: Your income tax. 
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EXEMPTIONS  

A certain amount of income is deemed to be exempt from 
taxation. The amount exempt from taxation is based on filing 
status, with one exemption allowed to each of the following: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

• Taxpayer  
• Taxpayer’s spouse (if filing jointly)  
• Each dependent  

Therefore a married couple filing jointly with two children 
would have four exemptions (Box 39-3). Although this 

 

FIGURE 39-3 Sample Schedule A. 
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amount is claimed after the standard or itemized deduction has 
been subtracted from the AGI, the determination of the number 
of exemptions is made on the first page of Form 1040, under the 
category “Exemptions.”  

There is an income test for exemptions, and if a taxpayer’s AGI 
exceeds a ceiling amount, the exemption begins to be reduced. 

 

 

COMPUTING THE TAX  

The computation of individual income tax is based on the tax 
tables prepared by the IRS. The tables are constructed according 
to the tax status of the taxpayer: single, married couple filing 
jointly, married person filing separately, head of household, and 
widow/widower with dependent child.  

As of 2008 there were six tax rates: 10%, 15%, 25%, 28%, 33%, 
and 35%. Each rate applies to a certain bracket of income; these 
brackets differ for single taxpayers and for married persons 
filing jointly (Table 39-2). Although the tax rates are only 
occasionally changed by the US Congress, the income brackets 
are adjusted annually.  

The determination of the tax due from the tax tables does not 
conclude the tax computation process; once the actual tax is 
figured, any credits may be deducted.  

TAX CREDITS  
Whereas deductions and exemptions reduce the amount of 
income that the taxpayer must report for purposes of computing 
the tax owed, tax credits actually reduce the tax that must be 
paid, by being deducted dollar-for-dollar from the tax. For 
example, $10,000 of tax owed—based on taxable income of 
$54,600—would be reduced to $8,000 by a $2,000 tax credit. 
Some credits are nonrefundable (i.e., they cannot be refunded to 
the extent that they exceed the income tax owed by the 
taxpayer).  

The credits likely to be of most importance to optometrists are 
the following:  

• Credit for child and dependent care expenses. A credit may 
be claimed for expenses incurred to have someone take care 
of a child younger than 13 years of age or a dependent or 
spouse who cannot care for himself or herself. As of 2008 
the maximum allowable credit was $3,000 per child or 
dependent, and the total credit that may be claimed annually 
was $6,000. However, because of income limitations, 
optometrists are likely to be eligible to claim only 20% of 
the credit (incomes in excess of $43,000 are limited to 20% 
of the credit). Computation of the credit is performed on 
Form 2441. 

 

 

 

 

 

 

 

 

 

BOX 39-2  

Miscellaneous Expenses Deductible on 
Schedule A 

EMPLOYEE EXPENSES  

License fees  
Dues to professional societies  
Employment-related education (i.e., continuing education) 
Expenses of looking for a job in the same field  
Business property insurance premiums  
Malpractice insurance premiums  
Subscriptions to professional journals and magazines  
Profession-related books, CDs, DVDs  
Work clothes or uniforms  
50% of unreimbursed business-related entertainment or meal 
expenses  
Business-related travel and transportation expenses in excess 
of reimbursement by the employer  

PERSONAL EXPENSES  

Legal and accounting fees  
Fees paid to investment counsel  
Fees paid to the custodian of an IRA  
Custodial fees paid for income-producing property  
Cost of safety deposit box rental  
Cost of tax services, periodicals, or return preparation  
Appraisal fees for establishing a casualty loss or charitable 
contribution 

From Internal Revenue Service Publication 334: Tax guide for 
small business. 

BOX 39-3  

Exemptions, 2008 

Exemptions from income are modest in amount and increase 
slightly each year. Examples for 2008 are as follows: 

• $3,500 for the taxpayer 
• $3,500 for the taxpayer’s spouse (if filing jointly) 
• $3,500 for each dependent 

For married taxpayers filing jointly with two dependents, 
the amount to be claimed in 2008 would be 4 × $3,500, or 
$14,000. There is an income test for exemptions, and if a 
taxpayer’s adjusted gross income exceeds the allowable 
amount, the exemption begins to be reduced. The exemption 
is phased out completely when the taxpayer’s income 
exceeds an income ceiling. 

From Internal Revenue Service Publication 17: Your income 
tax. TABLE 39-2  

Income Tax Rates and Brackets, 2008 
Income tax is determined by the income tax rate and the 
bracket to which it is applied. The brackets vary for single, 
married filing jointly, and other classifications of taxpayers. 

Tax Bracket Single Married Filing Jointly 
10% $0 to $8,025 $0 to $16,050 
15% $8,026 to $32,550 $16,051 to $65,100 
25% $32,551 to $78,850 $65,101 to $131,450 
28% $78,851 to $164,550 $131,451 to $200,300 
33% $164,551 to 

$357,700 
$200,301 to $357,700 

35% $357,701 and up $357,701 and up 

From Internal Revenue Service Publication 17: Your income 
tax. 
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• Credit for the elderly and the disabled. This credit may be 
claimed by individuals age 65 and older (younger than 65 if 
a government retiree) and by individuals who are 
permanently and totally disabled. The credit is reported on 
Schedule R.  

 
 

• Education credits. The Hope credit may be claimed for 
expenses paid for a taxpayer, spouse, or child to enroll in 
and attend the first 2 years of college or vocational 
education. The student must be enrolled in a degree-
earning program and must carry at least a half-academic 
load. As of 2008, the allowable credit was up to $1,800 per 
student (for 2 years). The lifetime earning credit does not 
require enrollment in a degree program and permits a credit 
of up to $2,000 to be claimed per family (for an unlimited 
number of years). These credits are not allowed if the AGI 
exceeds an income ceiling, which differs for single 
individuals and married persons filing jointly. The credit 
must be computed on Form 8863.  

• Child tax credit. A tax credit may be claimed for a child 
who is a dependent and is younger than 17 years at the end 
of the tax year. As of 2008, to receive the $1,000 credit the 
taxpayer’s AGI could not exceed an income ceiling, which 
differed for taxpayers who were single or married filing 
jointly.  

• Adoption credit. A credit may be claimed for expenses 
incurred in adopting a child. There is a maximum allowable 
amount, but unused credit may be carried forward for 5 
years. There is an income ceiling to claim the credit, which 
must be figured on Form 8839.  

Some credits are refundable and can be refunded to the extent 
that they exceed the tax owed by the taxpayer, being treated as 
payments of taxes. These credits generally are not applicable to 
optometrists.  

SOCIAL SECURITY AND MEDICARE TAX  

A self-employed person must also pay the Social Security/ 
Medicare tax—assessed at 15.3% of net income—which 
represents the self-employed individual’s contributions to these 
programs. The calculation of this tax is performed quarterly and 
the tax is submitted to the IRS; the total amount due for the year 
is calculated on Schedule SE and reported on the second page of 
Form 1040, in the “Other Taxes” section. The amounts 
submitted quarterly are entered on the “Payments” section of 
page 2 of Form 1040 and subtracted from the total due for the 
year.  

Employed individuals also have Social Security/Medicare taxes 
calculated, withheld, and submitted to the IRS quarterly, on 
Form 941, by the employer. The amount that has been withheld 
for the year is reported by the employer to the IRS on Form W-
2. The taxpayer enters this amount in the “Payments” section on 
the second page of the taxpayer’s Form 1040.  

If the amount withheld for income and Social Security/ 
Medicare taxes exceeds the total tax indebtedness calculated on 
the return, the taxpayer is due a refund. If the amount withheld is 
less than the total amount owed, the taxpayer must pay the 
additional sum to the IRS. 

FILING REQUIREMENTS  

Taxpayers need not file a return if their gross income is less than 
the standard deduction plus the personal exemption (Box 39-4). 
These amounts are relatively modest, and optometrists are 
certain to exceed them. Individuals’ returns must be filed by the 
15th day of the fourth calendar month after the close of the 
taxable year—April 15 for a calendar year. The IRS has an 
electronic filing system that may be used in lieu of the 
traditional paper system, the IRS Electronic Federal Tax 
Payment System, accessible online at www.eftps. gov/eftps/.  

Dependent children may be required to submit their own tax 
returns. A child age 19 years or older with earned income (from 
employment) or unearned income (such as from investments) 
who can be claimed as a dependent must file a separate return if 
the unearned income is $900 or more (as of 2008); the income is 
taxed at the child’s bracket. For a child under 19, a separate 
return must be filed if the child has earned income in excess of 
the standard deduction ($5,450 in 2008) or unearned income in 
excess of $900. Although earned income in excess of the 
deduction is taxed at the child’s rate, and unearned income from 
$900 to $1,800 is taxed at the child’s rate, unearned income in 
excess of $1,800 is taxed at the parents’ rate (Table 39-3). 

Although taxpayers will be granted an automatic 2-month 
extension for the filing of income tax returns if they file Form 
4868 on or before the due date of the return, they also must pay 
a tentative estimate of the income tax due at the time of making 
the extension application. Applications for further extensions of 
time for filing must be made in writing and will be granted only 
in hardship cases. There are penalties for failure to file and for 
failure to pay by the due date. In addition, there is a penalty for 
substantially understating the tax due (20% of the understated 
tax), which will be applied if the unpaid amount is more than 
10% of the final tax liability or is more than $5,000, whichever 
is larger.  

Any taxpayer may revise a previous return to claim a refund of 
taxes or pay additional taxes by filing Form 1040X. 

 

 

 

 

 

 

 

 

 

 

BOX 39-4  

Income Levels Not Subject to Tax, 
2008 

There is a minimum income that is not subject to income 
taxation. This minimum income level is composed of the 
following: 

• The standard deduction 
• The personal exemption 

For example, in 2008 the standard deduction for single 
taxpayers younger than 65 years was $5,450 and the personal 
exemption was $3,500, for a total of $8,950. Single taxpayers 
earning less than this amount did not have to file a return. For 
a married couple younger than 65 years filing jointly in 2008, 
the total was $17,900. 

From Internal Revenue Service Publication 17: 
Your income tax. 
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PENALTIES  

In addition to the penalty for underpaid tax, there is a $5,000 
penalty that may be imposed on frivolous returns. If any part of 
the deficiency in tax is due to the negligence or intentional 
disregard of IRS regulations, a penalty of 5% of the total amount 
of the deficiency is assessed per month, up to a maximum of 
25%. If there is fraud, the penalty is 75% of the underpayment 
due to fraud. Fraud also may be the basis for a criminal action 
against the taxpayer, which can result in a jail sentence of up to 
5 years and a $10,000 fine. The period within which criminal 
prosecution may be started is generally 3 years after the 
commission of the offense but may be longer in some 
circumstances.  

Tax returns are examined by the IRS through several programs. 
A computer system known as the Discrimination Function 
System selects most returns that are examined, by evaluating 
selected entries and giving the return a score, which is then 
reviewed by IRS personnel. Returns deemed to have the highest 
probability of error are selected for audit.  

Returns also may be analyzed through the Taxpayer Compliance 
Measurement Program, which is a random selection system that 
is used to determine correct tax liability and measure and 
evaluate taxpayer compliance characteristics. Information 
obtained through Taxpayer Compliance Measurement Program 
audits is used to update and improve the Discrimination 
Function System.  

AUDITS  

Returns also may be examined directly by IRS personnel by 
assessing claims for credit or refunds of previously paid taxes or 
by matching tax documents, such as Form W-2 or 1099. The 
place and method of examination are determined by the IRS and 
may be no more than an exchange of correspondence, a more 
formal hearing at the taxpayer’s office, or at the office of the 
IRS. Most taxpayers represent themselves at these meetings, and 
many disagreements are settled at this level. If the taxpayer does 
not agree with the changes proposed by the examiner, the 
taxpayer may appeal through the IRS or proceed to tax court. 
See IRS Publication 5: Appeal Rights and Preparation of 
Protests for Unagreed Cases, and Publication 556: Examination 
of Returns, Appeal Rights, and Claims for Refund. 

 

 

 

 

 

 

 

 

 

BUSINESS TAXES  

A business is an activity carried on for profit, and for an activity 
to be considered a business, a profit motive must be involved. 
An activity is presumed to be engaged in for-profit activities if it 
produces a profit in any 3 out of 5 consecutive years.  

One of the most important decisions made when entering into 
business is the form of organization to use. Tax considerations 
are a key aspect of the decision-making process, as each type of 
business entity offers different tax advantages and 
disadvantages. Although the individual proprietorship has been 
the historical backbone of optometry, economic and sociologic 
factors have combined to make partnerships and group practices 
grow in popularity. For purposes of illustration, however, the 
computation of business taxes for an individual proprietor is 
described in this section. Legal counsel and accounting advisors 
will be required when beginning a business enterprise to 
ascertain the appropriate type of organization and tax reporting 
requirements.  

A business must have its own unique identification, and so each 
business is required to have an employer identification number, 
which must be provided on all business tax returns. Personal tax 
returns, with Schedule C (Profit or Loss from Business) 
attached, must include the individual’s Social Security number. 
If a sole proprietorship is incorporated or merged with another 
sole proprietorship to form a limited liability company (LLC) or 
partnership, then a new employer identification number is 
needed for the resulting corporation, LLC, or partnership. To 
apply for an employer identification number, Form SS-4, 
Application for Employer Identification Number, must be 
completed and submitted to the IRS (Figure 39-4).  

When organizing a business, there are three important income-
related considerations: books and records, accounting periods, 
and accounting methods.  

Books and Records  

When starting a business, a system of recordkeeping that is 
suitable for the business should be established. The tax year and 
the accounting method must be determined because the 
recordkeeping system must show the income for the accounting 
period that is the tax year. Computerized bookkeeping is the 
preferred method to use for financial records (Chapter 20). 

TABLE 39-3  

Child Tax Reporting Requirements, 2008 

Age of Child Tax Return Required Unearned Income Tax Earned Income Tax 

Under 19 years of age Earned income >$5,450 or 
unearned income >$900 

Income $900 to $1,800 is 
taxed at child’s bracket. 
Income >$1,800 is taxed at 
parent’s bracket, 

Income >$5,450 is taxed at 
child’s bracket. 

19 years of age or older Earned or unearned income 
>$900 

Income >$900 is taxed at 
child’s bracket. 

Income >$900 is taxed at 
child’s bracket. 

From Internal Revenue Service Publication 17: Your income tax. 
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All business receipts should be deposited in a separate bank 
account established for that purpose, and all disbursements 
should be made by check from this account. This permits the 
documentation of both income and expenses. Checks payable to 
one’s self should be written only when making withdrawals of 
income from the business for one’s own use; checks payable to 
“cash” should be avoided. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

A petty cash fund should be established for minor expenses, and 
all business expenses paid for by cash should be supported by 
documents showing their business purpose. To document 
recordkeeping, the following rules should be observed:  

• Support all entries. Cancelled checks, paid bills, duplicate 
deposit slips, and other items that support entries in the 
practice accounts should be kept in an orderly manner. 

FIGURE 39-4 Sample Form SS-4. 
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• Keep all records. Business records should be kept available 
for review as needed; backup computer records should be 
scrupulously maintained; these records should be kept for a 
period that exceeds the statute of limitations for liability and 
contract actions.  

• Retain copies. Supporting records for tax returns should be 
kept until the statute of limitations for tax returns runs out (3 
years after the return is due or 2 years from the date the tax 
is paid, whichever occurs later).  

• Keep comprehensive employee records. All records on 
employment taxes (e.g., income tax withholding, Social 
Security, Medicare, federal unemployment tax) should be 
kept for at least 4 years after the due date of the return or the 
date the tax is paid, whichever is later; business records 
always should contain the employer identification number, 
copies of the returns filed, and the dates and amounts of tax 
deposits made. Withholding and submission of employment 
taxes are described later.  

 
 

Accounting Periods  

Every taxpayer must calculate taxable income and file a tax 
return on the basis of an annual accounting period, called a tax 
year. A tax year usually is 12 consecutive months. It may be a 
calendar year or a fiscal year; under certain circumstances, it 
may be less than 12 months, a partial year.  

A calendar year is 12 consecutive months ending December 31. 
A fiscal year is either 12 consecutive months ending on the last 
day of any month other than December, or a 52- to 53-week 
year. To report on a fiscal basis, the practice books must be kept 
on that basis. A short tax year, or partial year, is a tax year of 
less than 12 months, but a short tax year return is treated as a 
return for a full tax year. A short tax year usually results when a 
taxpayer is not in business for an entire tax year. Most 
optometrists and other small businesses are on a calendar year 
accounting period.  

Accounting Methods  

Taxable income is determined by using a fixed accounting 
period and a set of rules to decide when and how to report 
income and deductions. There are two types of accounting 
methods, cash and accrual, for income and expenses of business 
activities.  

Cash Method  

The cash method of accounting is used by most individuals and 
many small businesses with no inventories. With the cash 
method, all items of income actually or constructively received 
during the year are included in gross income. Both property and 
services received must be included as income at their fair market 
value. Constructive receipt of income occurs when an amount is 
credited to the practice account or made available to the practice 
without restriction as to the time and manner of payment. For 
example, an optometrist on the cash method of accounting 
renders services to a patient on December 31 but does not 
receive a check as payment until January 1. The payment is 
income reportable in the year beginning January 1. 

 

Accrual Method  

Under the accrual method all items of income are included in 
gross income when earned, even though payment may be 
received in another tax year. All events that fix the right to 
receive the income must have occurred and the amount must be 
able to be determined with reasonable accuracy. For example, an 
optometrist on the accrual method of accounting renders 
services to a patient December 31 but does not receive payment 
until January 1. The payment is income reportable in the year 
ending December 31.  

An accountant should be consulted before making any decision 
as to the most appropriate type of bookkeeping, accounting 
period, and method of accounting for a given business 
enterprise.  

BUSINESS ASSETS  

Ophthalmic instruments have obvious value to the practice of 
optometry because they contribute directly to earning the 
income that supports the practice. Such property is termed a 
business asset.  

A business asset can be tangible real estate, such as a building or 
a parking lot, or tangible personal property, such as furniture or 
examination room equipment. It also can be intangible property 
such as goodwill or a covenant not-tocompete.  

The amount paid for a business asset usually is a capital 
expenditure rather than a deductible expense. This distinction 
has important tax ramifications. The cost of capital expenditures 
cannot be deducted all at once but rather must be recovered 
through the use of depreciation or amortization, which permits 
recovery over a period of years. Some business assets cannot be 
depreciated or amortized (e.g., land), and the cost of these assets 
can be recovered only when the asset is sold or otherwise 
disposed of. A deductible expense, on the other hand, may be 
claimed in full for the tax year in which it was incurred. 
Examples of deductible expenses include office supplies, drugs 
and solutions, and repairs.  

A capital expenditure actually is an investment of capital, either 
to acquire property with a useful life of more than 1 year or to 
make permanent improvements that increase the value of 
property or appreciably prolong its life. Thus purchases of 
equipment, instruments, and other capital assets incur longterm 
tax ramifications that must be taken into account when the 
purchases are being considered.  

Business assets have to be classified for tax purposes; the tax 
accounting for a practice must distinguish between the types of 
capital expenditures because the depreciation period varies for 
different types of property. The tax ramifications of this 
classification system also are important when purchasing a 
practice or the assets of a practice (see Chapter 8).  

TAX BASIS FOR BUSINESS PROPERTY  

The tax basis of business property is used to figure the gain or 
loss from the sale or other disposition of the property. It also is 
used for determining tax deductions for depreciation or 
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amortization. When property is purchased, its original basis is 
the cost. (If the property is received in some other manner, such 
as by gift or inheritance, then a basis other than cost is used.) If 
an asset is used for business purposes and depreciation or 
amortization deductions are claimed by the taxpayer, then these 
deductions are used to calculate the adjusted basis of the asset. 
In addition, this information may be needed to determine the 
taxable income of the taxpayer’s business. The adjusted basis 
also is necessary for determining gain or loss when business 
property is sold or exchanged. Such transactions are a common 
part of the decisions made by a small business owner such as an 
optometrist.  

 
 

For example, if an optometrist purchases a computer for $5,000 
and uses it for a year, it will have a depreciated value (adjusted 
basis) of $4,000. If the optometrist sells it for $3,000, there will 
be a $1,000 loss; if it is sold for $5,000 there will be a $1,000 
gain.  

As this example illustrates, cost serves as a beginning point for 
basis determination in many cases. Another important aspect of 
basis is fair market value, which is the price at which property 
would change hands between a willing buyer and seller.  

For example, an automobile used exclusively for business 
purposes by an optometrist has been depreciated so that it has an 
adjusted basis of $13,000, but it has a fair market value of 
$14,500. The optometrist decides to trade it for a truck that also 
has a fair market value of $14,500. The basis in the truck after 
the sale is $13,000, the same as the traded automobile.  

If the optometrist decides to trade the truck for a new 
automobile that has a fair market value of $15,000, and pays 
$1,000 in addition to the trade-in, the basis in the new car 
becomes $14,000 (the $13,000 basis of the old truck plus the 
$1,000 cash).  

The effect of basis on a contemplated sale or exchange of 
equipment or other business assets always should be carefully 
considered. It is important to retain a competent accountant or 
tax attorney so that advice concerning the tax consequences of a 
business transaction can be ascertained before entering into the 
transaction.  

Although the preceding examples have used tangible assets for 
purposes of illustration, intangible assets also have a basis that 
may be adjusted as required. Typical examples include the 
following:  

• Goodwill. The basis of goodwill is its cost when the 
purchase of a practice is involved.  

• Covenant not-to-compete. Usually, the basis of a covenant 
not-to-compete is what is paid for it; if a covenant is part of 
a sales agreement for the purchase of a practice, its cost must 
be listed in the contract.  

• Franchise. The basis of a franchise is its cost.  

The determination of basis can become complicated, but each 
purchase and sale or exchange of a business asset has tax 
consequences, and nowhere is this more important than in the 
purchase of a practice: it is not the price paid but the value 
allocated to the various types of assets being purchased that 
determines the tax ramifications 

DETERMINING NET PROFIT FROM A 
BUSINESS  

The determination of profit (or loss) for an individual 
practitioner is calculated on Schedule C (Figure 39-5). Schedule 
C is divided into two parts: income and deductions. Information 
concerning the type of business activity being reported and the 
accounting method (cash or accrual) being used also must be 
provided. A review of the calculation of income and business 
deductions for Schedule C is provided to illustrate how income 
is determined for an optometrist in private practice and to 
describe the various types of business deductions that typically 
may be claimed in the practice of optometry.  

INCOME  

The principal activity of an optometry practice is to provide 
personal services. All compensation received for personal 
services, no matter what the form of payment, must be included 
in gross income and must be reported in the year received (if on 
the cash basis) or in the year earned (if on the accrual basis). 
Such income is ordinary income and is taxable whether earned 
by a sole proprietor, owner of an LLC, shareholder in a 
subchapter S corporation, or partner in a general partnership.  

For the majority of optometrists there is another source of 
income: the sale of ophthalmic materials. An optometrist who 
dispenses eyewear, contact lenses, solutions, ophthalmic devices 
(such as magnifiers), and similar items must report the income 
derived from their sale. Thus “goods sold” usually are a 
significant part of the income earned by an optometrist.  

In some states a sales tax is imposed on the sale of ophthalmic 
materials and other items by optometrists, and the optometrist 
collects the tax from the patient-purchaser. These taxes should 
be included as income, but because they must be paid to the state 
they are also deducted as a business expense, so the net effect is 
zero.  

In addition, business-related gains from dealings in property, 
bartering of property or services, or distributive shares of 
partnership income also are “income” that must be reported by 
an optometrist-taxpayer.  

Income from services is reported as “gross receipts and sales” in 
Part I of Schedule C, as is income from the sale of ophthalmic 
materials and other items. To determine the profit from the sale 
of materials, however, the “cost of goods sold” must be known 
(i.e., from the price paid by patients for these materials, the cost 
of the materials must be deducted to calculate profit). To make 
this calculation, inventories must be conducted at the start of the 
tax year. To arrive at a dollar amount for an inventory, a method 
for identifying inventory items (such as frames) and a basis for 
valuing each item in the inventory must be established. Next, the 
cost of materials, supplies, labor, or other expenses incurred 
during the tax year must be added to the inventory. From this 
amount, the value of the inventory at the end of the tax year 
must be. 
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subtracted. The result is the “cost of goods sold,” which is the 
sum entered on Schedule C.  

“Returns and allowances” also may be included as income. For 
example, cash discounts from invoice price may be awarded to an 
optometrist by an ophthalmic laboratory or frame 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

manufacturer for the optometrist’s good record of prompt 
payment during the year or for buying in volume. Either of two 
methods may be used to account for these refunds: they can be 
deducted directly from the purchases made during the year, or 
they can credit to a discount income account and 

 

FIGURE 39-5 Sample Schedule C. 
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reported at the end of the tax year. If the latter method is used, 
they are credited as “returns and allowances.”  

The sum total of all these sources of income results in the “gross 
income” for the tax year. From this amount, deductions may be 
taken, so that the “net income” for the year can be determined. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Business Deductions  

Capital expenditures are not deductible as ordinary business 
expenses. To be deductible, a business expense must be ordinary 
in the business and necessary to its operation. Ordinary refers to 
expenses that are common and an accepted practice 

FIGURE 39-5 –Cont’d 
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within optometry; necessary expenses are those that are 
appropriate and helpful in developing and maintaining an 
optometric practice.  

If property is used both for business and for personal purposes 
(such as an automobile), then it must be determined which part of 
the expenses are for business and which part are for personal 
matters. Only the business expenses are deductible.  

There are numerous business deductions that may be claimed; the 
major categories are: salaries, wages, and related payments; rent 
expense; repairs, improvements, and replacements; bad debts; 
travel, entertainment, and gift expenses; business interest; 
insurance premiums; taxes; utility costs; profession- related 
expenses; and miscellaneous business expenses.  

Salaries, Wages, and Related Expenses  

Compensation paid to employees, in its various forms, is 
deductible as a business expense.  

Salaries  

A sole proprietor (or partner) may not deduct his or her salary or 
any withdrawal for personal use, but salaries paid to the 
employees of a sole proprietorship (or partnership) are a 
deductible business expense; salaries paid by a professional 
corporation or association to its employees (including 
optometrists) are similarly deductible.  

Bonuses  

Payment of money or of other items of value are deductible if 
they are intended as additional compensation rather than as a gift 
(e.g., a turkey given to an employee as a gift at Christmas).  

Education Expenses  

Tuition expenses paid for employees under a qualified 
educational assistance program related to their employment are 
not considered gross income for the employees and are deductible 
by the business.  

Interview Expense Allowances  

Payments made to prospective employees to compensate them for 
the costs of an interview are deductible by the business and are 
not income for the interviewees.  

Moving Expenses  

Payments to employees as an allowance or reimbursement for the 
cost of moving to a new job site can be deducted if the employee 
is eligible for a tax deduction for the move.  

Meals and Lodging  

The cost of meals, lodging, and inventoriable items, (i.e., lenses 
and frames) furnished to employees as part of their compensation, 
is deductible by the business.  

Fringe Benefits  

There are numerous forms of indirect compensation that may be 
provided to employees, such as health or accident insurance, life 
or disability insurance, reimbursement for medical 

 

care, medical savings accounts, reimbursement for 
businessrelated use of an automobile, fees for membership in 
professional organizations, licensure fees, and reimbursement 
for expenses related to continuing education; these fringe 
benefits are deductible as business expenses and are not taxable 
as income for the employee.  

Rent Expense  

If business property is leased, the rental amount generally may 
be deducted. Certain other expenses also may be deducted as 
rent.  

Rent is the amount that is paid for the use of property that is not 
owned. In general, rent may be deducted as an expense only if 
the rent is for property that is used in the practice of optometry. 
If the renter has or will have equity in or title to the property, the 
rent is not deductible. If an optometrist leases business property, 
any taxes that must be paid for or to the lessor may be deducted. 
If a building is leased and an addition or other permanent 
improvement is made to it, the optometrist may be able to either 
depreciate or amortize the improvements.  

Repairs, Improvements, and Replacements  

The cost of repairing, improving, or replacing property used in 
the practice of optometry is either a deductible expense or a 
capital expenditure. An expenditure necessary to keep property 
in a normal and efficient operating condition is a deductible 
expense. However, if the expenditure adds to the value of the 
property or significantly increases its life, the cost must be 
capitalized rather than deducted and recovered through the use 
of depreciation.  

Repairs do not add to the value or the usefulness of property, nor 
do they appreciably lengthen its life (e.g., repairs to floors, 
painting). Thus they are deductible expenses and not capital 
expenditures.  

Improvements add to the value of property, lengthen its life, or 
adapt it to a different use. The cost of an improvement is a 
capital expenditure. Examples are a new floor, lighting 
renovations, and altering an office as part of a general 
restoration plan.  

Replacements, such as the amount paid to replace parts of an 
instrument that only keep it in a normal operating condition, do 
not add to life and are deductible expenses. A replacement that 
stops deterioration and adds to the life of the property has to be 
capitalized and depreciated.  

Bad Debts  

If money is owed but the debt cannot be collected, it is known as 
a bad debt. Under certain circumstances, the bad debt may 
qualify as a business deduction. For the debt to qualify, there 
must be a true creditor-debtor relationship between the creditor 
and the person who owes the money. Optometrists using the 
accrual method of accounting report income that is due them as 
soon as it is earned. Therefore they may take a bad debt 
deduction when they are unable to collect what is owed. If the 
bad debt is later recovered, all or in part, it must be reported as 
income in the year that it is collected. Cash method 
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optometrists do not report income that is due until payment is 
received. For this reason, they may not take a bad debt deduction 
on payments they have not received or cannot collect.  

Travel, Entertainment, and Gift Expenses  

Important deductions for a business are the travel, entertainment, 
and gift expenses that are related to the conduct of the business. 
This is an area that is carefully scrutinized by the IRS, so 
meticulous recordkeeping, documentation, and planning are 
essential.  

Travel Expenses. Travel expenses are those ordinary and 
necessary expenses of foreign and domestic travel away from 
home for the practice of optometry. These expenses include meals 
and lodging, transportation and baggage charges, the cost of 
maintaining and operating a car, cleaning and laundry expenses, 
telephone and other communications expenses, and similar costs 
related to qualified travel, including tips incidental to any of these 
expenses.  

The general rule is that if a trip was entirely for business, then 
ordinary and necessary travel expenses may be deducted, but if 
the trip was primarily personal, no travel expenses may be 
deducted, even if there was some business activity at the 
destination. If the trip was primarily for business and while at the 
business destination the trip was extended for vacation or other 
nonbusiness activities, then the expenses of travel to and from the 
destination may be deducted. Whether the primary purpose of the 
trip was business or pleasure, the expenses incurred at the 
destination that were related to business may be deducted.  

Travel expenses that an optometrist incurs in attending an 
optometric convention or seminar may be deducted. A spouse or 
other family member accompanying an optometrist on such a trip 
cannot be included in the deduction unless it can be shown that 
there is a business purpose and need for the other person’s 
attendance.  

Transportation expenses for business purposes may be deducted 
even though the optometrist is not away from home. 
Transportation expenses include such items as air, train, bus, and 
cab fares and the expenses of driving or maintaining a car or other 
vehicle. Meals and lodging are not considered in computing 
transportation expenses, and commuting expenses between the 
home and the usual place of business are not deductible. Special 
rules involved in the use of an automobile or other vehicle for 
business purposes are described in a subsequent section of this 
chapter.  

Business Entertainment. Business entertainment expenses are 
deductible only if they are ordinary and necessary expenses of 
carrying on the practice of optometry and can be documented. 
This deduction may be taken only if the amounts spent are 
directly related to or associated with the active conduct of 
optometry or directly precede or follow a substantial business 
discussion related to the practice of optometry. Furthermore, only 
50% of business-related entertainment expenses may be deducted.  

For example, an optometrist wishing to establish a co-operative 
for the purpose of purchasing spectacle frames at discount may 
take a prospective member of the co-op to dinner, 

at which they discuss the details of such a business association. 
If the cost of the meal is $100, the optometrist may deduct $50 
as a business deduction.  

Entertainment includes any activity generally considered to 
provide entertainment, amusement, or recreation. This covers 
entertaining guests at nightclubs; social, athletic and sporting 
clubs; theaters; sporting events; on yachts; or hunting, fishing, or 
vacation trips. It also may include satisfying the personal, living, 
or family needs of any individuals such as furnishing food and 
beverages, hotel accommodations, or an automobile. However, 
expenses cannot be deducted for entertainment that is lavish or 
extravagant. Dues and fees paid to a club organized for business, 
pleasure, recreation, or other social purposes are not deductible 
as a business expense.  

Business Gifts. Business gifts may be deducted, but the total 
cost of such gifts made directly or indirectly to any person 
during the tax year cannot be more than $25. If a gift is not 
intended for the eventual personal use or benefit of a particular 
person or limited class of people, the gift will not be allowed.  

The proof necessary to establish travel, entertainment, and 
business gift expenses should be kept in an account book, diary, 
statement of expense, or similar record, supported by adequate 
documentary evidence, that together will support each element 
of an expense. For example, entries on a desk calendar, not 
supported by evidence, are not considered to be proper proof.  

Employee Travel Expenses. Expenses reimbursed to employees 
for travel expenses are deductible by the business. Employee 
travel expenses that are unreimbursed by the employer may be 
claimed only as itemized deductions (under the “miscellaneous” 
category on Schedule A) to the extent that they exceed 2% of 
adjusted gross income.  

Employee Entertainment Expenses. Entertainment expenses 
reimbursed to employees are deductible. Employee 
entertainment expenses that are not reimbursed by the employer 
are deductible, but the deduction is limited to 50% of these 
costs. They must be claimed on Schedule A and thus may be 
realized as deductions only to the extent they exceed 2% of 
adjusted gross income.  

Interest  

Interest is the charge made for the use of money. All interest 
paid or accrued in the tax year on a debt that is related to 
business may be deducted. The interest must be on a debt for 
which there is a valid obligation to pay a fixed or determinable 
sum of money.  

Generally, the amount agreed on by the lender and the borrower 
as interest may be deducted when paid or accrued. Examples of 
deductible interest include the following:  

• Interest on business loans used to purchase instruments or 
equipment (or for other business purposes)  

• Mortgages on real property or personal property (“chattel 
mortgages”)  

• Interest on loans taken out on insurance policies  
• Interest on business-related credit card charges 
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If a taxpayer uses the cash method of accounting, interest may be 
deducted only in the year in which it was paid. If the taxpayer 
uses the accrual method of accounting, the interest may be 
deducted in the year it accrued.  

Insurance  

The cost of insuring a business may be deducted as an expense, 
but generally the cost of life insurance cannot be deducted. This 
means that while premiums paid on various types of business 
insurance policies may be deducted ( Box 39-5 ), premiums on a 
life insurance policy covering an employer are not deductible 
(because the employer is directly or indirectly a beneficiary of the 
policy). Thus a sole proprietor cannot deduct the cost of his or her 
life insurance policy, and if a partner in a partnership purchases 
life insurance on the partner’s life, naming the other partners as 
beneficiaries, the premiums are not deductible. However, there 
are some exceptions. For example, group term life insurance 
purchased by a professional association or corporation for its 
employees (including shareholder optometrists) is deductible.  

Taxes  

Various taxes imposed by federal, state, local, and foreign 
governments may be deducted if they are incurred in the ordinary 
course of business. Federal income, estate, gift, state, inheritance, 
legacy, and succession taxes are not deductible. Deductible taxes 
may be categorized as the following.  

Real Property Taxes. All taxes imposed on real estate that is 
owned and used for business purposes may be deducted.  

Income Taxes. State income taxes imposed on a professional 
corporation are deductible; state income taxes cannot be deducted 
by an individual proprietor as a business expense (but may be 
claimed on Schedule A as an itemized deduction).  

Employment Taxes. If an employer has one or more employees, 
Social Security and Medicare taxes and federal (or state) 
unemployment taxes will have to be withheld; the employer’s 
share of the Social Security and Medicare taxes and the federal 
(or state) unemployment taxes may be claimed as a tax deduction. 
However, the taxes for Social Security and Medicare 

 

 
 

 

 

 

 

 

 

 

 

 

 

paid by a self-employed taxpayer are only 50% deductible, and 
this deduction is not claimed on Schedule C.  

Sales Taxes. State and local sales taxes imposed on the sale of 
ophthalmic materials and other goods by an optometrist may be 
deducted if the taxes also were credited as income; if equipment 
or instruments were purchased and a sales tax was imposed, the 
tax is considered part of the cost of the items purchased and is 
depreciated rather than deducted as an expense.  

Other Taxes. There are other taxes that may be deducted as a 
business expense, including personal property taxes (e.g., 
automobiles), gasoline taxes (for vehicles used for business 
purposes), and corporate franchise taxes. The tax accounting of 
personal tax items (such as the tax on a home) is performed on 
Schedule A when itemizing deductions.  

Utility Costs  

Utility charges, such as those for heat, light, power, or water 
expenses for an office; the costs of telephones or telephone 
services; and Internet access or similar costs, that are incurred 
for the operation of a business are deductible.  

Profession-Related Expenses  

The ordinary and necessary expenses of conducting a private 
practice can be deducted (Box 39-6) in the year they are 
incurred.  

Expenses of Looking for a New Job  

An individual in an occupation who travels for the purpose of 
finding employment elsewhere may deduct the expenses of job-
seeking trips, including travel costs, meals (limited to 50%), and 
lodging, even if the trips do not result in an employment offer. 
The individual must be able to establish, however, that the trips 
were taken primarily for the purpose of finding employment and 
have documentation to support this purpose. In determining the 
purpose of the trip, the amount of time spent on personal activity 
compared with the amount of time spent looking for 
employment is the key issue. 

 

 

 

 

 

 

 

 

 

 

 

BOX 39-6  

Deductible Professional Business Expenses 
• Membership in professional organizations or societies 
• Subscriptions to journals 
• Professional texts or books 
• Business-related supplies and materials 
• Equipment that has a useful life of less than 1 year 
• Legal and accounting fees 
• Licenses or regulatory fees 
• Advertising 
• Costs of attending continuing education (but only 50% of 

expenses for meals is deductible) 
• Malpractice insurance 
• Property insurance (for professional equipment) 

From Internal Revenue Service Publication 334: Tax guide for 
small business. 

BOX 39-5  

Deductible Business Insurance 
• Fire, theft, flood, or other casualty insurance 
• Merchandise and inventory insurance 
• Employees’ group hospitalization and medical plans 
• Employer’s liability insurance 
• Malpractice insurance 
• Public liability insurance covering liability for bodily injury to 
• persons who are not employees 
• Workers’ compensation insurance 
• State unemployment insurance 
• Office overhead insurance 
• Employee performance bonds 
• Car and other vehicle insurance 

From Internal Revenue Service Publication 334: Tax guide for 
small business. 
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Miscellaneous Business Expenses  
There are other types of expenses that may qualify for business 
deductions. Among these are payments to charitable, religious, 
educational, or scientific organizations (but the expenses claimed 
must not be charitable contributions) and the amounts spent to 
purchase a franchise, trademark, or trade name.  

All business expenses are totaled on the “Expenses” section of 
Schedule C and subtracted from gross business income to provide 
a tentative profit. For most optometrists, this amount will, in fact, 
be the net profit, but if a home is used as a business office, certain 
expenses also may be deducted.  

Expenses for the Business Use of a Home 
Office  
Space in a home may qualify as a deduction if it is used regularly 
and exclusively for business purposes. The home office must be 
the following:  

• The principal place of business  
• Used to meet with patients in the normal course of business  

To claim the deduction, the number of square feet used for the 
office must be determined as a percent of the total square feet of 
the house. This percentage is then multiplied by the mortgage 
interest expense, home taxes, insurance, utilities, repairs, 
maintenance, and allowable depreciation for the home. The 
calculation is performed on Form 8829.  

The total home expenses are subtracted from the tentative profit 
to yield the net profit for the business. One other deduction that 
may be included on Schedule C but discussed separately because 
of its complexity is depreciation.  

DEPRECIATION, AMORTIZATION, AND 
EXPENSING DEDUCTIONS  

 
 

Depreciation is one of the most important business deductions 
available to an optometrist. To a lesser extent, amortization can 
be used to reduce taxable income as a claimed deduction.  

Depreciation  

If business property that has a useful life of more than 1 year is 
purchased, its cost cannot be deducted as an expense when 
business income is determined for tax purposes. Instead, the cost 
must be spread over more than 1 year and deducted a portion at a 
time. This process is called depreciation and is a means of 
allowing the recovery of the cost over a period of years.  

Depreciable property may be classified as either real or personal. 
Personal property is anything that is not real estate, whereas real 
property is the land and anything that is erected on, growing on, 
or attached to it. The land itself cannot be depreciated, only the 
structures or other things on it.  

Property is depreciable if it meets the following three 
requirements:  

• It must be used in business or held for the production of 
income.  

• It must be something that wears out, decays, gets used up, 
becomes obsolete, or loses value from natural causes. 

• It must be expected to last more than 1 year. 

In general, if property does not meet these requirements, it is not 
depreciable.  

Depreciation may only be deducted on property that is used for 
business purposes or held for the production of income; 
depreciation cannot be claimed on nonbusiness property such as 
a car that is used for commuting, vacations, or other nonbusiness 
activities. If property is used for both business and nonbusiness 
purposes, however, depreciation may be deducted for business 
use. Automobiles often are used for both purposes and are 
eligible for depreciation but only for the percent of use that is 
related to business.  

For example, if an automobile used both for personal reasons 
and for the practice of optometry is driven 20,000 miles during 
the year, and 12,000 of these miles are for business purposes, the 
optometrist is entitled to use 60% (12,000 of 20,000) of the costs 
of operating the car for purposes of claiming a business 
deduction.  

Depreciable property includes the following:  
• Ophthalmic instruments and equipment  
• Motor vehicles  
• Furniture and furnishings  
• Computers and other electronic equipment  
• Computer software  
• An office building  
• Professional libraries  
• Repairs or improvements to property that lengthen its life, 

make it more useful, or increase its value  
• Patents and copyrights  
• Restrictive covenants  
• Franchises  

Property that cannot be depreciated includes land, rented 
property, inventory, goodwill, and trademarks or trade names 
that already are in existence when purchased.  

To calculate depreciation, three things must be known about the 
property: its basis, the date it was placed in service, and the 
method of depreciation to be applied.  

Basis  
For property that is purchased, the original basis is its cost. 
Events often will change the basis of a piece of property to a 
value called the adjusted basis. Some events (e.g., permanent 
repairs or improvements) improve basis; others (e.g., casualty 
losses) decrease basis. If basis is adjusted, the depreciation 
deduction also may be affected.  

Date of Service  

Property is considered to be placed in service when it is in a 
condition or state of readiness and availability for a specifically 
assigned function in a business. Depreciation begins when the 
property is first ready for service.  

Method of Depreciation  

There are several types of depreciation that may be used for 
business property. Tangible property used by optometrists 
(automobiles, computers, furniture, instruments, and ophthalmic 
equipment) must be depreciated under the Modified 
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Accelerated Cost Recovery System (MACRS) unless another 
allowable method is elected. Because the MACRS does not 
include intangible property (goodwill, covenant not-to-compete, 
and trade names), this type of property must be amortized. A 
special first-year depreciation deduction for tangible property, the 
Section 179 deduction, also may be claimed.  

Modified Accelerated Cost Recovery System  

In general, the method of depreciation that is used for tangible 
business property is the MACRS. This system requires that 
property be depreciated over a 3-, 5-, 7-, 10-, 15-, or 20-year 
period. There is no distinction made between new and used 
property; rather, the difference is between classes of assets. The 5 
- and 7-year periods include the types of assets that are most 
likely to be found in the practice of optometry (Box 39-7).  

Deductions under the MACRS are calculated by multiplying the 
original basis in the property by a certain percentage that varies 
from year to year during the recovery period. The annual 
percentages for 5- and 7-year property are listed in Table 39-4. (It 
should be noted that the actual write-off periods are 6 and 8 
years.)  

 
 

For example, computers and peripheral equipment purchased for 
$5,000 fall under 5-year property, with an original basis of 
$5,000. The MACRS deduction for the first year is 20%, or 
$1,000; for the second year the depreciation deduction is 
increased to 32%, or $1,600. If computer software also is 
purchased for $600, it has to be depreciated by the straightline 
method for 3 years ($200 a year).  

Amortization  

Intangible business assets of most significance to the practice of 
optometry cannot be depreciated under the MACRS and instead 
are subject to amortization.  

Amortization provides for equal deductions over a period of 
years. Goodwill and covenants not-to-compete are intangible 
business assets and must be deducted over 15 years. For example, 
if $45,000 of goodwill is part of the purchase price 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
of an optometric practice, the purchaser may claim a $3,000 
deduction each year for 15 years.  

Patient records, even though they are tangible assets, also are 
required to be deducted in equal installments over a 15-year 
period. For example, if patient records are valued at $60,000 in 
the purchase of an optometric practice, or for the records alone, 
the tax deduction allowed the purchaser would be $4,000 per 
year for 15 years.  

The recovery period for nonresidential real property is 39 
years, and if an office building is purchased by an optometrist, 
the tax deduction for the purchase must be claimed over this 
period.  

Expensing (Section 179 Deduction)  
A taxpayer may choose to treat the cost of depreciable property 
as an expense rather than as a capital expenditure. If the 
taxpayer elects to deduct the property as an expense as a 
Section 179 deduction, a sizable write-off may be claimed in 
the year the property is placed in service. This deduction may 
be claimed only once, in the first year of service, and the 
amount claimed must be subtracted from the basis of the 
property, thereby reducing the depreciation available in later 
years. The maximum amount that may be claimed, as of 2008, 
was $250,000. (This amount is adjusted annually.) An example 
illustrating how the Section 179 deduction is calculated is 
provided in Box 39-8. There are limits on the amount of a 
Section 179 deduction that can be claimed for automobiles.  

Special Rules for Motor Vehicles  
There are special rules that apply to depreciation deductions for 
automobiles or other motor vehicles used for business 
purposes. Motor vehicles are termed listed property, and 
although they are considered 5-year property, depreciable 
under the MACRS, there are special “caps” for write-offs that 
limit the amount of allowable depreciation. The dollar caps for 
automobiles are listed in Table 39-5. (For the 2008 tax year, 
“bonus” depreciation of $8,000 was permitted for “luxury” 
vehicles 

BOX 39-7  

Property Eligible for 5- and 7-Year Recovery 
Periods Under the Modified Accelerated Cost 
Recovery System (MACRS) 
5-YEAR PROPERTY 
Automobiles and other vehicles used for business 
Computers and peripheral equipment 
Office machinery (e.g., calculators) 

7-YEAR PROPERTY 
Office furniture and fixtures (e.g., desks, chairs, eyeglass display 
cabinets)  
Ophthalmic equipment and instruments 

Data from Internal Revenue Service Publication 946: How to 
depreciate property. 

TABLE 39-4  

Annual Percentages for 5- and 7-Year 
Property Under The Modified Accelerated 
Cost Recovery System 

5-Year Property  7-Year Property 

Year Percent Deductible  Year Percent 
Deductible 

1 20.00  1 14.29 

2 32.00  2 24.49 

3 19.20  3 17.49 

4 11.52  4 12.49 

5 11.52  5 8.93 

6 5.76  6 8.92 

   7 8.93 

   8 4.46 

Data from Internal Revenue Service, Publication 946: How to 
depreciate property. 
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used primarily for business purposes.) The depreciation caps are 
reduced, however, if the business use of the automobile is less 
than 100%, which is a certainty for an optometrist.  

For example, if a self-employed optometrist buys a $20,000 
automobile that is used 60% for business purposes, the 
depreciable basis for the first year will be $12,000 (60% of 
$20,000). The first year cap is $3,060, or 20%, of the depreciable 
basis, whichever is less. The allowable deduction is $2,400 (20% 
of $12,000), which is less than the cap. If a vehicle is purchased 
for $40,000, however, and used 60% of the time for business 
purposes, the depreciable basis is $24,000 (60% of $40,000), and 
the allowable deduction is $3,060 because 20% of $24,000 is 
$4,800, which is higher than the cap.  

If qualified use for business purposes does not exceed 50%, 
which is likely for an optometrist, then the MACRS cannot be 
used and the vehicle’s depreciable basis must be recovered over 5 
years using a straight-line depreciation method, which is 

 

 

 

 

 

 

 

 

 

 

 

similar to amortization. For example, if a vehicle is purchased 
for $30,000 and used 25% for business purposes, the basis in 
the vehicle is $7,500. The deduction must be claimed in equal 
amounts over a 5-year period ($1,500 a year).  

If the MACRS is originally claimed for a vehicle and during 
the recovery period business use decreases to 50% or less, part 
of the depreciation claimed in prior years is “recaptured,” and 
the taxpayer must switch to a straight-line depreciation 
thereafter. Recaptured depreciation must be reported as 
ordinary income.  

Determining Expenses for Business Use of 
a Motor Vehicle  

To obtain an accurate tax write-off, an optometrist should 
maintain an automobile log that records the miles traveled for 
business purposes. This mileage must be compared with the 
total miles traveled to determine the percent of business use. 
This percent is then applied to the actual costs of operating the 
vehicle (Box 39-9).  

Instead of the actual costs of operating a vehicle, a taxpayer 
may deduct a flat amount, known as the standard mileage rate, 
based on the miles traveled for business purposes. This rate is 
changed every year (50½ cents in 2008). In addition to this 
rate, the taxpayer may include parking fees and tolls, loan 
interest, and state and local taxes (other than gas tax) that are 
related to business use of the vehicle. Ordinarily, the standard 
mileage deduction will not be as large as the write-off for 
depreciation and actual operating expenses, but for some 
taxpayers it may be the best option. It should be noted, 
however, that the standard mileage rate must be chosen in the 
first year to be claimed in subsequent years.  

The calculation of the depreciation deduction is performed on 
Form 4562 (Figure 39-6). The total depreciation deduction is 
then transferred to Schedule C, where it is listed as a business 
expense.  

PAYMENTS TO INDEPENDENT 
CONTRACTORS  

Optometrists regularly employ individuals in private practice. 
If the individuals are, in fact, employees, the optometrist will 
be required to withhold income, Social Security, and 

 

 

 

 

 

 

 

 

BOX 39-8  

Use of the Section 179 Deduction 
If $100,000 of ophthalmic equipment is purchased and put into 
service in 2008, the optometrist may elect to claim the entire 
amount as a Section 179 deduction: 
• The $100,000 reduces 2008 taxable income by that amount. 
• There is no further depreciation deduction. 

Or, the optometrist may elect to claim part of the purchase as a 
section 179 deduction: 

• If $60,000 is claimed the optometrist’s 2008 taxable income 
is reduced by that amount. 

• The second year MACRS depreciation deduction (for 2009) 
is calculated by reducing the basis by the amount previously 
deducted ($100,000 minus $60,000), and this adjusted basis 
($40,000) is multiplied by 25% (the second-year 
depreciation for 7-year property), so the MACRS 
depreciation deduction for the second year is $10,000. 

• Third and subsequent year MACRS depreciation deductions 
are calculated similarly. 

TABLE 39-5  

Depreciation Caps for Automobile Deductions 
Under the Modified Accelerated Cost 
Recovery System, 2008 
Year  Amount 

1st year limit  $3,060* 
2nd year limit  $4,900 
3rd year limit  $2,950 
4th year limit  $1,775 
5th and later year limit  $1,775 
* For the 2008 tax year, “bonus” depreciation of $8,000 could 
be claimed in the first year for “luxury” automobiles used 
primarily for business purposes. For a vehicle used 100% for 
business purposes, the first year depreciation total was 
$11,060. 
Data from Internal Revenue Service Publication 463: Travel, 
entertainment, gift and car expenses. 

BOX 39-9  

Actual Costs of Operating a Motor Vehicle 
• Gas, oil and tires 
• Repairs 
• Insurance 
• Depreciation 
• Interest on a loan taken out to buy the car 
• Taxes 
• Licenses and registration 
• Garage rent, parking fees and tolls 

Data from Internal Revenue Service Publication 463: Travel, 
entertainment, gift and car expenses. 
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Medicare taxes from their wages, pay unemployment tax on 
wages paid to an employee and pay applicable workers’ 
compensation insurance. If the individuals are not employees, 
however, optometrists do not incur these obligations. These 
individuals are referred to as independent contractors (ICs). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The question as to whether an individual is an employee or an 
independent contractor is a legal one. It is generally held that 
an individual who performs services that are subject to the 
control of the employer—where the employer has the legal 
right to determine what duties are to be performed and how 
they are to be performed—is an employee. Whether the 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FIGURE 39-6 Sample Form 4562. 
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employer chooses to exercise this right is not the determining 
factor, nor is the description given to the individual (e.g., partner, 
agent, employee, independent contractor), nor even how the 
individual is paid (i.e., for full-time or part-time employment). 
This issue is further complicated with regard to licensed 
professionals where the IRS recognizes that an optometric 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

license is required and that the business itself can not provide 
that license – providing weight to the argument for independent 
contractor status. The IRS has issued guidelines for identifying 
independent contractors that are based on three criteria: 
behavioral control, financial control, and the type of 
relationship between the parties. 

 

FIGURE 39-6 –Cont’d 
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Behavioral control shows whether the employer has a right to 
direct and control how the employee or independent contractor 
performs the tasks for which the employee or independent 
contractor is being paid and assesses the type and degree of 
instructions and training being provided by the employer.  

Financial control describes the extent that the employer controls 
business aspects of the employee or independent contractor’s job 
(e.g., reimbursement for business expenses, opportunity to invest 
in the business, availability to provide services to others, method 
of payment for services, and ability to realize a profit or loss).  

The type of relationship shows whether the agreement or contract 
between the parties is similar to an employment contract, and 
whether the employer provides employee-type benefits (e.g., 
insurance, pension plan, vacation or sick pay), and the 
permanency of the relationship.  

 
 

These three criteria are weighed as if on a balancing scale – if the 
scale tips more towards employee status than independent 
contractor status then the arrangement is probably that of 
employer and employee. For example, if an employed optometrist 
does not make professional decisions about patient care or 
materials, continuing education is paid for by the employer, 
reimbursement is granted for business-related expenses, the 
opportunity to work for others is not allowed, liability insurance 
is purchased by the employer, and the employment can continue 
indefinitely, the relationship would likely be deemed that of 
employer and employee. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

IRS Form SS-8, Determination of Worker Status for Purposes 
of Federal Employment, Taxes and Income Tax Withholding, 
may be filed by either an employer or employee in order to 
request that the IRS review the facts and circumstances and 
officially determine the status of an employee. It can take at 
least 6 months to get a determination.  

If an individual is deemed to be an independent contractor, the 
wages paid to the individual are reported to the IRS on Form 
1099, and there usually is no tax withholding. The independent 
contractor reports these wages on Form 1040 and is responsible 
for the payment of income and Social Security/Medicare taxes 
as a self-employed individual. (See Calculating and Paying 
Income Taxes for Self-Employed Individuals later in this 
chapter).  

TAX REPORTING  
An employer is responsible for the payment of business taxes 
to federal and state governments. Taxes must be paid for 
income to the Social Security/Medicare system and the 
unemployment compensation system. In all but nine 
jurisdictions, this system is two-tiered, requiring payment to 
both federal and state governments (only Alaska, Florida, 
Nevada, New Hampshire, South Dakota, Tennessee, Texas, 
Wyoming, and Washington do not have state income taxes), 
and the tax reporting itself is “pay as you go,” requiring both 
quarterly and annual payments from the practitioner. These 
obligations, which are summarized in Table 39-6, are described 
in terms of current federal reporting requirements (state 
obligations are too varied 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

TABLE 39-6  

Federal Tax Reporting Deadlines 

You May Be Liable 
For 

If You Are Use Form Due On or Before 

Income Tax Sole proprietor Schedule C (Form 1040) Same day as Form 1040 
 Individual who is a partner, LLC 

owner, or S corporation 
shareholder 

1040 15th day of 4th month after end of tax year 

 Corporation 1120 or 1120-A 15th day of 3rd month after end of tax year 

 S corporation 1120S 15th day of 3rd month after end of tax year 
Self-employment tax Sole proprietor or individual who is 

a partner 
Schedule SE (Form1040) Same day as Form 1040 

Estimated tax Sole proprietor or individual who 
is a partner or S corporation 
shareholder 

1040-ES 15th day of 4th, 6th, and 9th months of tax 
year, and 15th day of 1st month after the 
end of tax year 

 Corporation 1120-W 15th day of 4th, 6th, 9th, and 12th months 
of  tax year 

Annual reporting of 
income  

Partnership or LLC 1065 15th day of 4th month after end of tax year 

Social security (FICA) 
tax and the withholding 
of income tax 

Sole proprietor, corporation, LLC,  
S corporation, or partnership 

941 and 8109 (to make 
deposits) 

April 30, July 31, October 31, and January 
31 

Providing information 
on Social Security 
(FICA) tax and the 
withholding of income 
tax 

Sole proprietor, corporation, LLC, 
S corporation or partnership 

W-2 (to employee) 
W-2 and W-3 (to the SSA) 

January 31 
Last day of February 

Federal unemployment 
tax (FUTA) 

Sole proprietor, corporation, LLC, 
S corporation, or partnership 

940 and 8109 (to make 
deposits) 

January 31, April 30, July 31, October 31, 
and January 31, but only if the liability for 
unpaid tax is more than $500 

Information returns Sole proprietor, corporation, LLC, 
S corporation, or partnership 
transactions with other persons 

Form 1099—to the 
recipient by January 31 

For payments to non-employees and to 
the Internal Revenue Service by February 
28 

Data from Internal Revenue Service: Tax guide for small business, Washington, DC, 2007, US Government Printing Office. 
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for inclusion). Because tax law is among the most ephemeral 
legislation enacted by government, current tax information and 
advice should be regularly obtained to ensure accuracy.  

Tax Reporting for Business Organizations  

An optometry practice will be organized to do business as a 
business entity, and this entity’s annual tax reporting will depend 
on the type of business organization being used—individual 
proprietorship, general partnership, LLC, professional association 
or corporation (PA or PC), or S corporation— in accordance with 
IRS requirements. The business entity will first need to secure a 
federal tax identification number, which is used for the payment 
of both federal and state business income taxes; any business tax 
return or tax deposit, transfer, or payment must include the 
employer identification number of the entity. This number may be 
obtained by completing Form SS-4, Application for Employer 
Identification Number, and submitting it to the IRS (for an 
example, see Figure 39-4). An employer identification number 
can also be obtained online by accessing the IRS Website, 
www.irs.gov.  

Tax reporting for business organizations varies from the relatively 
simple (individual proprietor) to the highly complex 
(corporation).  

Individual Proprietorship  

 
 

If an optometrist practices as an individual proprietor, the 
business income and allowable deductions are computed on 
Schedule C. The business profit or loss calculated on this 
schedule is entered on the optometrist’s Form 1040 and used to 
determine the optometrist’s income tax.  

Partnership  

If an optometrist is in a general partnership, the partnership must 
determine its income and the distributive share of profit or loss 
received by the partners on a partnership return, Form 1065. The 
profit or loss received by the individual partners from the 
partnership is reported on Schedule K-1, a copy of which is 
attached to each partner’s individual Form 1040. Income tax is 
not paid by the partnership, only by the partners, who are taxed 
on the profit or loss they report.  

Limited Liability Company  

A one-practitioner LLC is considered a sole proprietorship for tax 
purposes; the LLC pays no tax, but profits are calculated on the 
practitioner’s Schedule C, which is attached to Form 1040. 
Multiple-owner LLCs are partnerships, and the LLC submits a 
Form 1065 that reports income and the distribution of profit or 
loss and provides a Schedule K-1 for each of the owners, who file 
individual Form 1040s.  

Professional Association or Corporation  

If an optometrist is a shareholder in a PA or PC, the association or 
corporation is regarded as a separate, tax-paying entity, which 
must report all business income and claim all business deductions 
on Form 1120. The optometrist-shareholder also is the employee 
of the association or corporation, which 

withholds the optometrist’s income tax and issues the 
optometrist a W-2 form at the conclusion of the tax year, just as 
for any other employee. The optometrist reports this income on 
Form 1040; claims allowable personal adjustments, exemptions, 
or deductions; and calculates the additional tax payment or 
refund. With a PA or PC therefore both the association or 
corporation and the optometrist may pay income taxes (the 
“double tax”).  

S Corporation  
Although an S corporation pays no taxes, it must file a return on 
Form 1120S, reporting income, expenses, and profit or loss 
distributions to shareholders. Each shareholder receives a 
Schedule K-1, which reports that individual’s share of the S 
corporation income and is attached to Form 1040.  

Although all types of business entities used for the practice of 
optometry must file tax returns, only a professional association 
or corporation is actually responsible for the payment of income 
taxes; for the other types of business organizations the tax return 
reports the profit or loss earned the optometrist, who pays the 
tax.  

CALCULATING INCOME TAXES FOR 
EMPLOYEES  

Once an employee identification number is obtained, a Federal 
Tax Deposit (FTD) coupon book containing preprinted Form 
8109 is mailed by the IRS to the business entity. There is a blank 
coupon, Form 8109-B, which can be used if necessary before the 
preprinted ones have been received. The IRS automatically 
sends replacement coupon books periodically. FTD coupons 
must be used when payroll tax deposits are made. An employer 
must establish a bank account at an authorized financial 
institution or a Federal Reserve Bank for these tax deposits and 
payments. In order to simplify this process business owners 
frequently contract with payroll services to perform payroll 
processing, employee tax preparation, payroll tax deposit and 
filing, online reports and pay statements, general ledger 
interface, direct deposits, workers’ compensation insurance 
premium management, wage garnishment processing and 
unemployment compensation management. Examples of full 
service payroll and employee tax reporting services are 
Advantage Payroll Services, Automatic Data Processing, Inc. 
(ADP), Complete Payroll Processing (CPP), and Paychex. Some 
banks also provide these services, such as Bank of America.  

To determine the appropriate withholding of federal, state, and 
local income taxes, every new employee has to file a Form W-4, 
Employee’s Withholding Allowance Certificate (Figure 39-7). 
The W-4 form should be completed by the employee on or 
before the first day of employment.  

The W-4 form requires the employee to claim a specific number 
of “withholding allowances” (this number usually equals the 
number of exemptions the employee is entitled to). The number 
of allowances claimed affects the amount of taxes to be withheld 
and should be changed if the employee has to pay a sizable 
amount of taxes at the end of the tax year; if the employee 
receives a sizable tax refund; or if the employee’s marital status 
changes during the year. 
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Similarly, the employee must fill out a state withholding 
allowance certificate so that the correct state income tax 
deduction can be made (unless the state does not tax income). 
There may be a local income tax to be withheld as well (county or 
municipal tax). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The employer may need to make deductions from an employee’s 
gross income, such as contributions to a retirement plan (e.g., 
individual retirement account, 401[k] plan, health insurance 
plan), and these deductions reduce the income on which taxes 
must be calculated. 

 

 

FIGURE 39-7 Sample W-4 form and instructions for determination of withholding. 
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To determine the amount of federal income taxes to be deducted 
for each employee, Circular E (Publication 15) must be used. 
Withholding is based on gross wages and is usually calculated by 
using either the wage bracket or the percentage method. Wage 
bracket tables for income taxes are included in Circular E; for 
each wage level and number of allowances claimed, the amount 
to be withheld is listed. Under the percentage method, the 
employee’s gross wages and number of allowances are used to 
calculate the withholding, based on the percentages listed in 
Circular E.  

Gross income and tax deductions are reported at the end of the 
year to the employee (and the IRS) on Form W-2, Wage and Tax 
Statement (Figure 39-8).  

CALCULATING SOCIAL SECURITY AND 
MEDICARE TAXES FOR EMPLOYEES  

 
 

The Federal Insurance Contributions Act (FICA) provides for a 
federal system of old age, survivors, and disability insurance. 
This system is financed through Social Security taxes, which are 
deducted from the employee’s wages on a percentage basis, up to 
a certain maximum income. A similar tax system exists for 
Medicare, which provides health care benefits to persons 65 years 
and older and hospital insurance, except there is no maximum 
income ceiling.  

Although the percentage of gross income that must be paid to 
Social Security and Medicare for an employee is 15.3% of gross 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

wages, only half is withdrawn from the wages of the employee; 
an equal percentage must be contributed by the employer.  

Social Security Tax  

The percentage that must be paid to Social Security by 
employees is 6.2%, which is imposed on wages up to an 
earnings ceiling that changes annually (Table 39-7). If income 
exceeds the earnings ceiling, no tax is applied to the excess 
amount. The employer is also required to contribute 6.2% of 
wages; thus the total that must be paid as Social Security 
retirement taxes for each employee is 12.4% of the employee’s 
wages, with the employer and employee contributing equally.  

Medicare Tax  

Since 1991 a specific percentage of the Social Security tax has 
been payable to Medicare, 2.9% of gross wages, and as of 1994 
there is no earnings ceiling applied to this part of the tax. 
Employer and employee each contribute 1.45% of gross wages.  

For example, if an employee earns $50,000 in gross income, 
12.4% or $6,200 will be contributed to Social Security and 2.9% 
or $1,450 will be contributed to Medicare. The employer and 
employee will contribute equally, 7.65% or $3,825, to payment 
of these taxes.  

Although deductions such as contributions to a retirement plan 
or health insurance plan reduce gross income for purposes 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
FIGURE 39-7 Sample W-4 form and instructions for determination of withholding. 
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of income taxation, they do not reduce gross income for purposes 
of calculating Social Security/Medicare taxation. For example, if 
an employee had gross income of $100,000, but contributed 
$10,000 to a 401(k) plan, the gross income for purposes of 
calculating income tax would be lowered to $90,000. For 
calculation of Social Security/Medicare taxes, however, there 
would be no deduction, and 15.3% of $100,000 would have to be 
paid, with employer and employee contributing equally.  

DEPOSIT AND PAYMENT OF TAXES FOR 
EMPLOYEES  

Employers are required by law to withhold income and Social 
Security/Medicare taxes, and a failure to do so on the part of the 
employer will result in the employer’s personal liability for 
payment. The money withheld for income taxes and for Social 
Security/Medicare taxes must be deposited periodically in a 
federal reserve bank. The deposit period for employers who 
collect less than $50,000 annually is monthly; for those who 
collect more than $50,000 it is semi-weekly (twice a week). Each 
deposit must be accompanied by FTD coupon, Form 8109. 
Penalties are applied to late deposits, ranging from 2% of the 
amount (up to 5 days late) to 10% (more than 15 days late). 

 

The Electronic Federal Tax Payment System can be used to 
deposit and pay these taxes online.  

Withheld taxes must be forwarded to the IRS on a quarterly 
basis. The federal income and Social Security/Medicare taxes 
for employees are reported together and sent to the IRS on Form 
941, Employer’s Quarterly Federal Tax Return (Figure 39-9). 
This form (and the payment, for which there is a voucher) must 
be submitted within a month of the end of each calendar quarter, 
which is April 30, July 31, October 31, and January 31. 
Penalties are applied for late payments, and interest is charged 
on the overdue amount. In addition, the employer must give W-2 
forms reporting income and Social Security/Medicare tax 
deductions to employees by January 31 following the end of the 
tax year. For independent contractors, who usually require no 
withholding, Form 1099 is used by employers to report the 
income paid, with copies provided to the IRS and the 
independent contractor, also by January 31.  

CALCULATING AND PAYING INCOME TAXES 
FOR SELF-EMPLOYED INDIVIDUALS  

Federal income tax reporting for a self-employed individual, 
such as a sole proprietor, requires quarterly payments to the 
federal government. The deadlines for payment of these taxes 
are (for practitioners on a calendar year): April 15, June 15, 
September 15, and January 15 (Table 39-6). At each quarterly 
payment, the optometrist must submit the proper amount of 
income taxes, accompanied by a payment voucher. Failure to 
make payment, or submission of an improper payment, can 
result in a penalty. These quarterly tax payments can be made 
through the IRS Electronic Federal Tax Payment System, which 
allows access to the history of payments made.  

To estimate the income tax due, a practitioner can use Form 
1040-ES, Estimated Tax for Individuals, which contains a 
worksheet that allows self-employed optometrists to estimate 
their income (and Social Security/Medicare) taxes (Figure 39-
10). This worksheet can be recalculated and resubmitted with 
each quarterly payment.  

These quarterly payments are estimates of annual income tax. At 
the conclusion of the tax year, the optometrist is obligated to 
calculate the exact amount of income tax owed. For a sole 
proprietor, the business income and any necessary and ordinary 
business deductions are listed on Schedule C (Figure 39-5), and 
the profit or loss so determined is then entered on Form 1040.  

After adjustments, exemptions, and deductions are calculated 
and subtracted, the income tax is determined. The estimated 
income taxes that have been paid quarterly are then subtracted 
from the income tax owed, and if the result is less than the 
amount owed, an additional payment must be made to the IRS. 
The estimated income payments must have been more than 90% 
of the final amount due or a penalty may be imposed. If the 
taxes paid exceed the amount actually owed, the optometrist 
receives a refund.  

State business income tax for individual proprietors usually is 
determined by the profit or loss calculated on Schedule C. 

 

TABLE 39-7  

Social Security and Medicare Tax Rates and 
Earnings Ceilings, 1998-2008 

EMPLOYER OR EMPLOYEE CONTRIBUTIONS*
 Year Earning 

Ceiling 
For Tax 

Tax Rate Maximum 
Contributions 

Social Security 
 Medicare 

1998 $68,400 
No ceiling 

6.20% 
1.45% 

$4,240 
No limit 

Social Security 
Medicare 

1999 $72,600 
No ceiling 

6.20% 
1.45% 

$4,501 
No limit 

Social Security 
 Medicare 

2000 $76,200 
No ceiling 

6.20% 
1.45% 

$4,724 
No limit 

Social Security 
Medicare 

2001 $80,400 
No ceiling 

6.20% 
1.45% 

$4,985 
No limit 

Social Security 
 Medicare 

2002 $84,900 
No ceiling 

6.20% 
1.45% 

$5,263 
No limit 

Social Security 
Medicare 

2003 $87,000 
No ceiling 

6.20% 
1.45% 

$5,394 
No limit 

Social Security 
 Medicare 

2004 $87,900 
No ceiling 

6.20% 
1.45% 

$5,450 
No limit 

Social Security 
Medicare 

2005 $90,000 
No ceiling 

6.20% 
1.45% 

$5,580 
No limit 

Social Security 
 Medicare 

2006 $94,200 
No ceiling 

6.20% 
1.45% 

$5,840 
No limit 

Social Security 
Medicare 

2007 $97,500 
No ceiling 

6.20% 
1.45% 

$6,045 
No limit 

Social Security 
 Medicare 

2008 $102,000 
No ceiling 

6.20% 
1.45% 

$6,324 
No limit 

*These payments represent one-half of the annual tax; both 
employer and employee contribute equal amounts. For example, 
an employee receiving a salary of $50,000 would contribute 
$3,825 ($50,000 × 7.65%), and the employer also would 
contribute $3,825. The total paid would be $7,650. 
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The optometrist lists the profit or loss on the state income tax 
return; computes the allowable adjustments, exemptions and 
deductions; and determines the tax due. From this amount the 
optometrist may subtract the quarterly estimated taxes paid to the 
state government. If payment is less than the income tax 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

owed, additional payment must be made; if it is more, a refund 
may be collected.  

For a self-employed practitioner, such as an individual 
proprietor, the payment of income tax is intimately connected to 
the payment of Social Security/Medicare taxes. 

 

FIGURE 39-9 Sample Form 941. 
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CALCULATING AND PAYING SOCIAL 
SECURITY/MEDICARE TAXES FOR SELF-
EMPLOYED INDIVIDUALS  

 
 

The Social Security/Medicare payments of a self-employed 
individual practitioner are based on the income or loss reported 
on Schedule C. This amount must exceed $400 or no 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Social Security/Medicare tax need be paid. If the amount is in 
excess of $400, the Social Security/Medicare tax must be 
calculated on Schedule SE, Self-Employment Tax (Figure 39-
11).  

As with employees, the total percentage contributed for the 
Social Security tax is 12.4%, up to the earnings ceiling; the 
percentage for the Medicare tax is 2.9% but without a ceiling. 
However, an individual practitioner pays the full 15.3% 

FIGURE 39-10 Sample Estimated Tax Worksheet from Form 1040-ES. 

468 



  SECTION 7  Financial Aspects  Taxes CHAPTER  39

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

of income for Social Security/Medicare (Table 39-8); this 
payment is allowed as a deduction on the practitioner’s Form 
1040, but only 50% of the payment may be claimed.  

The payment of Social Security/Medicare taxes is made quarterly 
by self-employed optometrists, along with the income tax 
payment and voucher, and is based on the estimated tax figured 
on the worksheet for Form 1040-ES. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

At the end of the tax year, Schedule SE is used to calculate the 
exact amount of Social Security tax owed and that amount is 
entered on the practitioner’s Form 1040. Quarterly payments 
are deducted from the total tax owed; if less tax has been paid 
than is owed, the balance must be remitted to the IRS. If more 
has been paid than is owed, a refund may be collected. 

 

FIGURE 39-10 –Cont’d 
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UNEMPLOYMENT TAXES  

 
 

The federal government, in concert with the states, has devised a 
system of unemployment compensation for unemployed workers 
under the Federal Unemployment Tax Act (FUTA). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The system is funded exclusively by employers, and the taxes 
are paid to both federal and state governments.  

The tax is paid for each employee, with the amount being a 
percentage of the employee’s wages, to a stated ceiling. The 
federal unemployment tax is 6.2% of wages, to a maximum 

FIGURE 39-11 Sample Schedule SE. 
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of $7,000. Thus, for an employee earning $7,000 or more, the 
employer must contribute $434. This tax is not taken from the 
wages of the employee; rather, it is paid exclusively from the 
earnings of the employer. The federal government allows a credit 
for unemployment taxes paid by an employer to the state, up to 
5.4% of wages. In such a case, the employer must pay to the 
federal government only the balance; if the employer pays the 
maximum, 5.4% of wages, to the state, only 0.8% of wages must 
be paid to the federal government.  

The unemployment tax rate varies from state to state. For 
example, in Alabama the unemployment tax for a new business is 
2.7% of the first $8,000 in wages, which means that the state 
unemployment tax paid by the employer would be: $8,000 × 
2.7% = $216, and the unemployment tax paid to the federal 
government would be $218 ($434 − $216).  

The federal unemployment tax is applied to all employees during 
the tax year. If an employee quits and another is hired, the tax 
must be paid on both employees. For example, if in 1 year, 
employee A has earned $7,000 in wages but quits and employee 
B is hired as a replacement and also earns $7,000 in wages, the 
total tax that will have to be paid by the employer is $868 ($434 
for each employee). 

 

The reporting of federal unemployment taxes is performed on 
Form 940, Employer’s Annual Federal Unemployment Tax 
Return (Figure 39-12). Payment to a federal reserve bank must 
be made quarterly, unless the tax owed is less than $500, in 
which case the quarterly deposit does not have to be submitted 
until the amount owed exceeds $500. Form 940, accompanied 
by a tax deposit coupon (Form 8109), is submitted with the 
final payment, which must be sent to the IRS within a month of 
the end of the tax year (January 31 if the tax year is a calendar 
year).  

State unemployment tax deposits usually must be made on a 
quarterly basis, and a form must be submitted annually by 
April 15 if the employer’s tax year is a calendar year. The 
employer receives a business tax deduction for the 
unemployment tax paid to the state or federal government.  

CONCLUSION  

Tax reporting in the United States is an obligation. All 
organizations must report wage and non-wage payments made 
in the course of business to the Internal Revenue Service. Tax 
reporting is continuously growing, as are regulatory 
requirements established by state and federal government. 
There are currently more than 30 types of tax returns required 
by the federal government alone, and they provide the primary 
crosschecking measure the IRS uses to verify the accuracy of 
tax returns filed by individual taxpayers.  

Each federal return reports a different type of payment or 
transaction. In addition, each return has its own unique rules on 
when, what, and the amount to report. The complexity involved 
in filling out and filing these returns requires optometrists to 
depend on third party reporting software, payroll processing 
services, and accountants or lawyers knowledgeable in tax 
issues. States also have their own forms and reporting 
requirements.  

In an effort to enforce the tax laws and identify unreported and 
under-reported income, the IRS uses electronic cross-matching 
of information income tax returns, such as returns submitted by 
partnerships, limited liability companies, and subchapter S 
corporations. By reviewing information returns received from 
the payers of income, the IRS can assess monetary penalties—
which can be severe— on businesses and other entities that do 
not file all of the required returns, or file returns with errors 
that make it more difficult for the IRS to identify the taxpayers 
who received the income.  

An increasing amount of attention and government 
enforcement is being focused on tax reporting, as the United 
States Congress and the federal administration seek ways to 
close the “tax gap” of over $300 billion dollars annually that 
would be collected by the federal government if all income 
were reported by US individuals and businesses.  

It is for these reasons that optometrists should seek professional 
assistance in filing business and individual tax returns, for very 
few optometrists have the expertise and time to perform the 
daunting task of timely, accurate tax reporting. 

TABLE 39-8  

Social Security and Medicare Tax Rates and 
Earnings Ceilings, 1998-2008 

Self-Employed Contributions* 
 Year Earning 

Ceiling 
For Tax 

Tax Rate Maximum 
Contributions 

Social Security 
 Medicare 

1998 $68,400 
No ceiling 

12.4% 
2.9% 

$8,481 
No limit 

Social Security 
Medicare 

1999 $72,600 
No ceiling 

12.4% 
2.9% 

$9,002 
No limit 

Social Security 
 Medicare 

2000 $76,200 
No ceiling 

12.4% 
2.9% 

$9,448 
No limit 

Social Security 
Medicare 

2001 $80,400 
No ceiling 

12.4% 
2.9% 

$9,969 
No limit 

Social Security 
 Medicare 

2002 $84,900 
No ceiling 

12.4% 
2.9% 

$10,527 
No limit 

Social Security 
Medicare 

2003 $87,000 
No ceiling 

12.4% 
2.9% 

$10,788 
No limit 

Social Security 
 Medicare 

2004 $87,900 
No ceiling 

12.4% 
2.9% 

$10,899 
No limit 

Social Security 
Medicare 

2005 $90,000 
No ceiling 

12.4% 
2.9% 

$11,160 
No limit 

Social Security 
 Medicare 

2006 $94,200 
No ceiling 

12.4% 
2.9% 

$11,680 
No limit 

Social Security 
Medicare 

2007 $97,500 
No ceiling 

12.4% 
2.9% 

$12,090 
No limit 

Social Security 
 Medicare 

2008 $102,000 
No ceiling 

12.4% 
2.9% 

$12,648 
No limit 

*These payments represent the Social Security and Medicare 
taxes paid by a self-employed practitioner. For example, an 
optometrist earning $100,000 in 2002 contributed $10,527 
($84,900 × 12.4%) to Social Security and $2,900 ($100,000 × 
2.9%) to Medicare. The total paid was $13,427. 
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FIGURE 39-12 Sample Form 940. 
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