Taxes

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.

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

successful operation of a practice.
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:

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

e 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.

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,
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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:

e Single

e Married filing jointly

e 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:

o 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.

e 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
reportable.

Gifts:

that have little intrinsic value are not

Non-cash items of nominal value given to express

appreciation or gratitude and not related to job performance, may

qualify

£1040

Department of tha Treasury—Iniemal Asenue Seryics

U.S. Individual Income Tax Retum
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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.
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Other cash and non-cash income that must be reported include:

o 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.

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

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

e Severance pay is taxable as income.

e 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.

o 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
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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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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.

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:

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

e 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.

e 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.

e 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.

e 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.

e Moving expenses. The cost of moving to another location to
start a new job may qualify as a deduction if certain
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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 temporary living
expenses, and expenses for the sale, purchase, or lease of a

expenses,

residence are not deductible. Allowable expenses must be
calculated on Form 3903.

o Self-employment  tax.
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.

o Self-employed health insurance deduction. The cost of health
insurance premiums for a self-employed individual, spouse,

Self-employed individuals must

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.

o 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).

e 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.

e 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.
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BOX 39-1

Standard Deduction, 2008

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

e $5,450 for single taxpayers

e $10,900 for married couples filing jointly

e $5,450 for married taxpayers filing separately
e $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.

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:

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

o 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:

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

e 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.

e 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).

e Charitable contributions.
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

Charitable contributions are

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 Charitable
Contributions.

e 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.

e 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

publication 526,

optometrist with an AGI of $50,000, only expenses in excess
of $1,000 would be deductible.

o 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.
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taxation. The amount exempt from taxation is based on filing

Therefore a married couple filing jointly with two children
status, with one exemption allowed to each of the following: P gl Y

would have four exemptions (Box 39-3). Although this
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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:

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

For married taxpayers filing jointly with two dependents,

the amount to be claimed in 2008 would be 4 x $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.

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.

Taxes CHAPTER 39

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:

o 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.

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

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

From Internal Revenue Service Publication 17: Your income

tax.
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e 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.

e 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.

e 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.

e 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.
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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.

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:

e The standard deduction
e 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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TABLE 39-3

Child Tax Reporting Requirements, 2008
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Age of Child Tax Return Required

Unearned Income Tax

Earned Income Tax

Earned income >$5,450 or
unearned income >$900

Under 19 years of age

19 years of age or older
>$900

Earned or unearned income

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

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

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

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

From Internal Revenue Service Publication 17: Your income tax.

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).
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FIGURE 39-4 Sample Form SS-4.

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:

e 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.
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o 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.

e 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).

e 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.
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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:

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

e 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.

o 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
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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 manufacturer for the optometrist’s good record of prompt

sum entered on Schedule C. payment during the year or for buying in volume. Either of two

methods may be used to account for these refunds: they can be
“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

deducted directly from the purchases made during the year, or
they can credit to a discount income account and
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reported at the end of the tax year. If the latter method is used, Business Deductions

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.

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
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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.c., 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
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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,
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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:

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

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

o Interest on loans taken out on insurance policies

o 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

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.

Taxes CHAPTER 39

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

e Membership in professional organizations or societies

e Subscriptions to journals

* Professional texts or books

e Business-related supplies and materials

e Equipment that has a useful life of less than 1 year

e Legal and accounting fees

o Licenses or regulatory fees

e Advertising

e Costs of attending continuing education (but only 50% of
expenses for meals is deductible)

e Malpractice insurance

e Property insurance (for professional equipment)

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:

o The principal place of business
e 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:

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

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

Taxes CHAPTER 39

o [t 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

e Motor vehicles

e Furniture and furnishings

e Computers and other electronic equipment

e Computer software

¢ An office building

e Professional libraries

e Repairs or improvements to property that lengthen its life,
make it more useful, or increase its value

e Patents and copyrights

e Restrictive covenants

e 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 S-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

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.
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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.

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
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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:
e The $100,000 reduces 2008 taxable income by that amount.
e There is no further depreciation deduction.

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

o |f $60,000 is claimed the optometrist's 2008 taxable income
is reduced by that amount.

e 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.

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

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

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.

Taxes CHAPTER 39

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 (50%: 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 39-9

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 The question as to whether an individual is an employee or an
wages paid to an employee and pay applicable workers’ independent contractor is a legal one. It is generally held that
compensation insurance. If the individuals are not employees, an individual who performs services that are subject to the
however, optometrists do not incur these obligations. These control of the employer—where the employer has the legal
individuals are referred to as independent contractors (ICs). right to determine what duties are to be performed and how

they are to be performed—is an employee. Whether the
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FIGURE 39-6 —Cont'd
employer chooses to exercise this right is not the determining license is required and that the business itself can not provide
factor, nor is the description given to the individual (e.g., partner, that license — providing weight to the argument for independent
agent, employee, independent contractor), nor even how the contractor status. The IRS has issued guidelines for identifying
individual is paid (i.e., for full-time or part-time employment). independent contractors that are based on three criteria:
This issue is further complicated with regard to licensed behavioral control, financial control, and the type of
professionals where the IRS recognizes that an optometric relationship between the parties.
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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.

TABLE 39-6

Federal Tax Reporting Deadlines

Taxes CHAPTER 39

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
In all but nine

unemployment compensation system.
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

You May Be Liable If You Are Use Form Due On or Before
For
Income Tax Sole proprietor Schedule C (Form 1040) Same day as Form 1040

Individual who is a partner, LLC 1040

owner, or S corporation
shareholder

Corporation
S corporation

Sole proprietor or individual who is
a partner

Self-employment tax

Estimated tax Sole proprietor or individual who
is a partner or S corporation
shareholder
Corporation
Annual reporting of Partnership or LLC 1065

income

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

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

Sole proprietor, corporation, LLC,
S corporation or partnership

tax
Federal unemployment  Sole proprietor, corporation, LLC,
tax (FUTA) S corporation, or partnership

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

transactions with other persons

1120 or 1120-A
1120S
Schedule SE (Form1040)

1040-ES

1120-W

941 and 8109 (to make
deposits)

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

940 and 8109 (to make
deposits)

Form 1099—to the
recipient by January 31

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

15th day of 3rd month after end of tax year
15th day of 3rd month after end of tax year
Same day as Form 1040

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

15th day of 4th, 6th, 9th, and 12th months
of tax year

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

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

January 31
Last day of February

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

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
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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 11208, 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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Form W-4 (2009)

Purpose, Complete Form W4 so that your
wmwnmmmm1mm
Lax pary. Corsider compbating a mew

Fom W-4 each yoar ard win your persong o
financial sfuation changes.

Examption from withholding. If vou are
exampl, comglate only knes 1, 2, 3, 4, and 7
mdﬁmmmma. YOLF axdmplion
for expires February 18, 2010, Saa

Pub. 505, Tax Withholding ard Estimated Tax
Moti. You cannod claim axsmplion from
withihalding if (o) your income sxceeds $950
and includes mora than $300 of whearmed
ncoma (for example, interest and diddends)
and () &nother porecn can claim you as a
GEpandEnt on el Tax rehum.

Basio instructions. If you are ol axempd,

Complata all 'worksheats that apply. Howewer, you
iy Elaim Sewver (o Darc) allowances. For rogular
waoges, withhalding must b based on abowances
you claimed and may not be a fal amou] o
percentage of wages.

Hexd of household, Generally, you may claim
P! of hoasehald Sing status on your tax
raturn only if you afe unmamied and pay mon
than 50% of the coata of kesping up & Homa

. Standand
Information, for informmaltion.

Tax credits. ¥ou can Mpm&acdldlll
cradits into account in figuring you
msmiber of withholding allowances. Credits for

Persanal

Puby, 319, How Do | Adjust My Tax
for Infonmation on comearting

your ather credits into withholkding allownnoes,

Mormwage ncome. I you have & lkenge amousnt

dnvidands, conalder making astimated lax
payTnants Form 1040-ES, Estimated Tox
faor iIndaduals, Ctherwise, you may owe
additional tao. I you hivee pension or annuity
ineormd, Sod Pub, 19 ta find ot I you should
adjust yous withihdkding on Fom W4 or W-4P,

Jeba wming
ane Form W-4, Your withhalding wusaally will
e mioat acowrate when all allowances ara
claimead on the Form W4 for the highest
D-I]I:#"Pbﬂ Eero AlwANCES Are clairmed on
thie . See Pub. 819 for dotails.

Nonresident alien. [T you are A nonresident

alien, sea the Inatnuctions for Form B233

before comploting this Fomm We=d,_

Chisek your withholding. After your Farm -4

takee sHoct, w2 Pub, 019 to o0 how the

BTN WU are having withheld compares 1o
projected tolal tax for 2000, Ses Pub.

18, aspacialty { your

of nonwage Income, such as interest o $130,000 [Single or § ‘I!ﬂﬁ&ﬁhﬂﬂﬂ

Personal Allowances Worksheet (Feep for your records.)

A Enter *1" for yourself if no one else cancllimyou as adependent, . . . . . . . . ‘ ita e A
® ‘You are single and have only one job: or
Enter =1 if

® ‘You are mamied, have only one job, and your spousa does not work; or i
* Your wages from a second job or your spouse’s wages (or the total of both) are $1,500 or less.
[ Ema'i'fumspuuuwwmmwmr‘—n—‘ﬂmmmanhdmhudﬂmawkmmm
meone than ona job. (Enering =-0-" may help you avoid having too ittle tax withhesdy . . . .
D Eiﬁﬂmhunfdlpﬂﬁlnu{mhwﬁmywrmmwumdﬂywwichlnmwwhxmlwn L.
Erngu"1'|I'g,-wwﬂlflanmalmmmmmmmqmmmm“ﬂmm
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[Mote. Do not nclude chid suppor payments. See Pub. 503, Child and Dependent Care Expenses, for delails.)
G Child Tax Credit (including additional child tax credit). See Pub. 972, Child Tax Credit, for more information.
® |l your total income will be less than $57,000 (5500000 # marmed), enter =2 for sach sligible child; thenless *17 if you have three or more eligible chidren,
# i your total incoma will ba between 561,000 and $84,000 (590,000 and $119,000 it married], anter *17 for sach eligible .
child plus *1" additional if you have six or mone eligible children, 6 _*&
H Add lines A through G and ender total here. (Mode. This may be dilerent from the number of exemplions you claim on your t& reum) = H

~F+

nom

mmo O
I
Pl

For accuracy, [ ® If you plan to Remize or elaim adjustments to income and want to reduce your withhalding, Sea the Deductions
complote all and Adjustmeants Worksheet on page 2.

worksheets # [ you have more than ome job or are married and you and your spouse both work and the combined eamings fram all jobs exceed
that apply. £40,000 (525,000 f marriod), S0 the Two-Eamers/Multiple Jobs Worksheet cn page 2 bo avoid having too ktle tax withhed,

& If naither of tha above situations applies, stop here and enter tha number from lina H on ne § of Form W-4 balow
Cut here and give Form W-4 to your employer. Kesp the top part for your records,  —--ooooo o omomoaoo o

Employee's Withholding Allowance Certificate el

F Whather you are enlithed o claim & oorain nsnbed of allowances of exemplion rom withivolding is 2@“9
subijoct ie review by the IS, Your employer may be requined 1o send 3 copy of this form to the RS

Feem W'4

Depariewnd ol Foe Tesapary
irdiral Rarvaras Saedo

1 Type or ok your bret rame and middie inoal, | Last name 2 Your social security numier
vdy T Wiovker #7654 32i0
Home acdress {number and s¥eet or nsl rouse) 2 Dwgw [ Marriesd, bt withihoid st higher Single rate.
toue labor Lane Hoke, B marriecd £t gally ssparaied, or speuss i 3 neevesident sl check e Trgh” bes
Cwmwmm-’-ﬂ’m 4 W your last name Giffers from that shown on your social security card,
.4,71,.,.“ ExiTq ) check hre. You must csll 1-500-T72-1213 for a replacement card, & [ ]
5 TﬁwI'll.i'l'-bel'd'l'HWMM&IWWMMHMMMIMWhMMmm L] [
6 Additonal amount, if any, you want withheld from each paycheck . . 615 &~

T | claim exemgtion from withholding for 2009, mdlmﬂdyﬂwlmbcﬁmrhlﬂhmmndm{urmm
# Last year | had a right to a refund of all federal income tax withheld because | had no tax labiity and
# This year | axpact a refund of all federal income tax withheld bacausa | axpect to have no tax lability.

It yori et bath conditions, wiite "Exempt” here . . e [7]
wanlhd‘muryIdﬁalhﬂlhﬂnimlh‘nﬂiﬁmﬂhlhmﬂwmrﬂwrIIha-mId and comploie.

Employens’s L
qummmwm - Huqll.g 3 Winker Dato = | Jaw sz
Empicyer™s rame and ackiress (Employer: Compsete lhes B and 10 ony il sending o the IRS) |9 Ofice code iopicesl| 10 Emploper dentification, rumber (B3N]

" Jin ¢ O'Dee , 123 Eye Shvert, Ang b, ST (23 4y bé§

For Privacy Act and Paparwork Reduction Act Notice, see page 2. Cab. Mo, 12200 Farm W-d 2o0s

FIGURE 39-7 Sample W-4 form and instructions for determination of withholding.

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).

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.

There may be a local income tax to be withheld as well (county or
municipal tax).



SECTION 7 Financial Aspects

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
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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
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FIGURE 39-7 Sample W-4 form and instructions for determination of withholding.
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TABLE 39-7

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

EMPLOYER OR EMPLOYEE CONTRIBUTIONS*

Year Earning Tax Rate  Maximum

Ceiling Contributions

For Tax
Social Security 1998  $68,400 6.20% $4,240
Medicare No ceiling 1.45% No limit
Social Security 1999  $72,600 6.20% $4,501
Medicare No ceiling 1.45% No limit
Social Security 2000  $76,200 6.20% $4,724
Medicare No ceiling 1.45% No limit
Social Security 2001  $80,400 6.20% $4,985
Medicare No ceiling 1.45% No limit
Social Security 2002  $84,900 6.20% $5,263
Medicare No ceiling 1.45% No limit
Social Security 2003  $87,000 6.20% $5,394
Medicare No ceiling 1.45% No limit
Social Security 2004  $87,900 6.20% $5,450
Medicare No ceiling 1.45% No limit
Social Security 2005  $90,000 6.20% $5,580
Medicare No ceiling 1.45% No limit
Social Security 2006  $94,200 6.20% $5,840
Medicare No ceiling 1.45% No limit
Social Security 2007  $97,500 6.20% $6,045
Medicare No ceiling 1.45% No limit
Social Security 2008  $102,000 6.20% $6,324
Medicare No ceiling 1.45% 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 x 7.65%), and the employer also would
contribute $3,825. The total paid would be $7,650.

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).
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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.
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. 941 for 2009: Employer's QUARTERLY Federal Tax Retumn
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7 CURRENT QUARTER'S ADJUSTMENTS, for example, aﬁm ufmlsaﬂ{mnn‘t
See the instructions, — —
Ta Current guarter’s fractions of cents r . |
Th Current quarter's sick pay l__ L] _]
Te Currenl quarter's adjustments for tips and group-term Iﬁiniuml & |
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Form Sdad-X = | . ey B - e 'quf_!__l
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= fou MUST complete both pages of Form 841 and SIGN it

For Privacy Act and Paperwork Reduction Act Nolice, see the back of the Payment Voucher. Cat. Mo 170012 Feen D1 e 1-2008

FIGURE 39-9 Sample Form 941.

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.
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2009 Estimated Tax Worksheet

Taxes CHAPTER 39

Keep for Your Recards E

1 Adjusted gross incoma you expact in 2008 (ses Instructions belowy . . . . B . 1 "3"-"::-0@?4_
2 = |l you plan 1o iemize deductions, mmmmﬂmrmmm |
Cautlon: if dne T above [s over ST66,500 (583,400 if marred saparadaiy, dhadiuelion ba
mmmmmrwm iy i e 2 43 oo |
i fmr:.:nzr? plan o lemize deductons, enter your standand deduction from page 1 or Pulb, 505, * |
3 Subtract line 2 from ling 1 _ 2 {e8.000
4 Emuﬂmhﬂmlwt&j&ﬂbymammnf “ppmptions. Caution: See Pub, 505 fo Jm !
armaunt to ender if line T above Is over: mmwmmm fe* G5p
of household, S168 800 If sngle; or 125, rmumm filing soparsiely 4 i S
5 Subtrsct line 4 fom line 3 . -] g7 050 ~
1] Tu%mmmunlhmmmHmﬁhvuaqummmmmwumpmsGnl:lu:# .
mmwwa-mmﬂwmwmrmmmmmmm m
oF housing exciusion, see Pub. 505 to figure the tax |, i Lo s -] Jﬁ{‘i"ﬂ'
T ARgrnative minimum tax from Form 6280 . o 7
] mm&m?m:nmmm;mmummmmannmumm:mhn--uqr
Form 10406, Ine 28 . . . . : 8 ik FH'
] &mqmmwmmmmmmwmwmmmmm B ] fope |
10 Sublract Ene 9 from line 8. B zero or less, enter -0- |, 10 ri'qvlf
1 Seltemplyment tax fsee inslructions below]. Ewﬁmmwmmw
§.. 000, Oy, ;I $106,800 or less, multiply the amount by 15.5%; if mare than S106,800, multiply the
Bmtb"?ﬂ msmwsmwmmmmmmumrmmmmmwm '.ls"ga
sacurily fax or it 6.2% portion of ¥er T Rafiroad Aetimmand fax, see Puty. S0F io fguro the amount fo onhor " T o -
12 Other tases (see instructlons Balow] . . . . . L L L L L . e e e e e e R
13 Add lines 10 through 12 . . 138 '.I{r.zi-.ll}
b Eamed income credit, Wcmm:m SMMMFNMIHH.MWMZT}.WM 13k
© Total 2000 sstimated tax. Subtract fino 136 from lin 13a. H zoro or loss, enter 0- . . . . = |13 244
143 Muitiply kne 13¢ by S0% (86% % for larmers and fishermer] ., . ., |14a ’-‘-ﬁ,;_LLf4_ :
b Entér (b tax shdwn an your 2008 1ax refum (110% of that amount if you mre not
a farmer or fisherman and the adjusted gross incoma shown on that retum is 7
miare than $150,000 or, if married fiing separately for 2009, more than §75,000) | 14B B5eo |
& Requirsd annusl payment to aveld a penally. Enter the smaller of line 1daor1db . . . . . . b |18 13, 0
Caution: Gensvally, If you o nof prepay (hrough incame fax withholding and estimated fax paymenis) at jeas! he
amount on live Tde, you may owe & panalty for nof paying ancugh estimaded fax, To avold @ penally, make SUre Your
ostiraate on ling 13 i as sccurafe as postide. Even if pou pay the redquired annua payrnent, you may shill owg iy
when you e your refur. if jou peeler, pou c80 pay the amount shenit an lnd 132, For detals, se Pub, 505
15 mmmmmm-uhnwmmmwmmwmmmmm
annuities, cerain deferred income, elc) . . . . 15 e
18a  Subiract lire 15 from line 14c |, o o |1'Bi 23‘.'50 ;
I5 the result Zero or less? ¥
(] Xes. Stop hea. You are net requined to meake astimated tx payments,
(¥ Mo, Goioline 185,
b Sublacting 1Stominetde . . . . . . . . . . ., ., . Ll Flo | |
Ia the result less than 51,0007
1 Yes, Stop hane. You are nod reguired 1o make estimatad lax payments.
Ho. Go o line 17 to gune your required payment,
17 If the fest payment you are requined to make is due Aprl 15, 2009, anter ¥ of line 18a [minus any 2008
. averpayment thal you ane applying to this instaliment] here, and on your estimated tae payment vouchess) il
you are paying by check or maney onder. Note: Housabold amployers, sae instructions balow) . | 17 ".l,f’ll

tha armcearits lor ohor taxes that

Instructions for the 2008

Estimated Tax Worksheet

e S e e
GIOSS NCOm you expect in b

sire 1o consacker thes ilerms bsbed under WWhals Sew
that o page 1) For more dedats on fouring

rame] ,
T in chapior 2 of Puo, 505, If are sod-ampioyed,
Muthmimmm o for
n‘l?u- t i (D008 Form
1040, b 27).

Lina §. Crodits. Sae the 3008 Form 1040, bnes 47
54, or Form 10404, lines 24 through 33, and
the related instnachons.

Excoplion 2 O
M&'L:QMMFM'IW lif 81, B8 A1 Fclude
12 tax an mnlllldnnl

sy, uncolbscted SOTiA| secuFily Bnd
MWWHFHTJIMMN‘#WM*
e, W a0 paraciuin pay e,

k- Dk, Inberest dus undsr sschon Iﬁ?l:ﬂl:rm
OF NCISH RAN 0N NGAdaT SHOCk COMpARSAnon frpm

mm““ﬁﬂm

ki mmlmmmurmxmm
-rlh.rnl.mtutluﬂngm

Lina 11. Se¥l-amploymeant tax. If you and your
ke et estmated and you inciude tames. whisn figuring b or refal property. See Form S405 for
bﬂam-ﬂl-amphglﬂn;‘m thae . your gabimaled s B
ABER O you BbDErEhEYy . [Erber  you mest one or both of the above, include in the housahold
tha total on line 11, W*mhm your estenate amount g ling 'Iiﬂuhd.lldpn.rhw sl .W&Mlmwmﬂm
2008 nat e sure to iy it el bilohs SUBLBENSY Bivishts EIC echace your moguined estimated tax nt for
mwﬂﬁﬁ i, prailit from payerts made b your employess). amch percd by e amount of sdvence EXC
pamants cL¥ing e panced
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FIGURE 39-10 Sample Estimated Tax Worksheet from Form 1040-ES.

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-
).

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%
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Privacy Act and Paperwork Reduction Act Notice., We ask for
fax return infomation to carmy out the tax laws of the United
States. We naad It to figure and collect the dght amount of tax

Chuar right to ask for information is Intemal Revenwe Code
sactions 6001, 8011, and &012(a), and their regulations. They say
that you must file a relum or statemant with us for any tax for
which you are kable. Your response is mandatory under thase
sections. Code section B109 and is regulations say that you
must provide your taxpayer identification number on what you
file. This is 50 we know who you are, and can process your
retum and other papers.

You are not required to provide the information requested on
a form that is subject to the Paperwork Reduction Act unless the
Toren displays a vakd OMB contral number, Books or records
ralating 1o a fomn or its instructions must be retained as long as
iheir contents may become material in the administration of any
Intarnal Revenua law. Genarally, tax returns and return
information ane confidential, as stated in Code section B103.

‘We may disciose the information 1o the Department of Justice
and o other federal agencies, as provided by law, We may
disclosa it to cities, states, the District of Columbia, and U.5S.

Taxes CHAPTER 39

commonwealths or possessions to camy out their tax laws. We
may also disclose this information 10 olher countries under a lae
treaty, to federal and state agencies to enforce federal nontax
crimmnal laws, oF to federal law enforcameant and intalligence
agencies lo combal bemorsm

i you do not file a return, do not give the information asked
for, or ghve fraudulant information, you may be charged panalies
and be subject 1o criminal prosecution,

Please keep this notice with your records, B may help you if
we ask you for other information. i you have any questions
about the rules for filing and gmng ||1‘r|:-mulh:-n phaasa call o
visit any Internal Revenus Service

The & ww&mﬂwrﬂhwlﬁoﬂﬁb
this form will vary depending on individual circumstances. For
the estimated averages, ses the instructions for your income tax
return.,

i you have suggestions for making this package simpler, we
would ba happy to hear from you. Sea the instructions for your
Income tax return.

2009 Tax Rate Schedules
Caution. Do not use these Tax Rate Schedules mﬁgumrnureuﬂﬂ faxes. mmlnmmmmmrm

Schedule X—LUsa if your 2009 filing status iz Single Schedule Z—LUsea il your 2000 filing status is
Head of household
It line 5 is: The tax is: of the It line 5 is: The tax ks of the
But pat ETIOund But nat BT
50 $6.350 HEE 10% 50 §11,850 e amsiiin 10% 50
8,350 31,950 SEI5.00 + 15% 8,350 11,950 45,500 $1,195.00 + 15% 11,850
33,850 H2.250 467500 + 255 33,850 45,500 117,480 6,207.50 + 25%, 45,500
82,250 171,550 16,750.00 & 28% 82,250 117450 180,200 24,215.00 + 28% 117,450
171,550 372,950 41,754.00 » 33% 171,550 190200 372,850 44 50500 + 33% 180,200
aF2esn ... 108,216.00 + 35% 472,950 ITres ... 104, BO2.50 + 38% 72,850
Schedule Y-1—Usa if your 2008 filing status is Schedule ¥-2—Use if your 2009 filing status is
Married filing jointly or Qualifying widow(er) Married filing separately
It line: 5 is: The tax is: of the It linve 5 sz The tax is: of the
But nat o But nat SO
Ovar—_ overe— o= Over— Lol — over—
50 $ETO0 . 10% 50 0 54,350 . 50
16,700 67,500 51,670.00 + 15% 16,700 8,350 33,950 " $835.00 + 15% B,350
67,800 137,050 9,350,00 + 5% 67,800 a3,950 68,525 4, 675.00 + 25% 33,950
137,050 208,850 26,637.50 « 2% 137,050 EH.525 104,425 13,218.75 + 28% 68,525
208,850 372.9%0 #6,741.50 + 3% 208,850 104,425 186,475 2337T0.75 + 33% 104,425
I72E50 ... 100,894.50 + 35% 72,950 188,475 ST 50,447.25 + 35% 185,475
L ohee
§ 1040-ES - Payment
e | 2009 Estimated Tax Voucher v e, 15250074

File anly  you afe making & piyment of astimited tax by chédk o monsy ordar, Mall this

Calendar year—Due Jan. 15, 2010

voucher with your check or money order payable to the “United States Treasury.” Write your | AMOUNT Of estimated tax you e paying

social security number and “2008 Form 1040-E5° on chibck or mory order. Do nol send by check or Dolars | Carns
minm.muunmmmwanmn;mpa,mﬁfwnnmm. MOy order. TEI | oo
Your first o initial ‘four last name Your social security numiber
ohn & OfDee 113 45 £769
i joirt payment, complate for spouse
s Spouse’s lirs] nama and initial 'm'slﬂa&m Spouss’s social secuity number
% vl OF bee 457 65 43u
g Akiress (number, street, and apt. na.)
ey \Jl.fl:.-'-ﬂ Lﬁ.h{- e
Gity, state, and ZIP . [ & foreign address, enter city, province or stale, postal code, and country.)

oy o, ST 123yy

For Privacy Act and Paperwork Reduction Act Notice, see instructions above.
-5

FIGURE 39-10 —Cont’d

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.
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SCHEDULE SE OMB No. 15450074
(Form 1040) Self-Employment Tax ?‘Oﬂa
bt b A g » Attach to Form 1040, ® See Instructions for Schedule SE (Form 1040). Sequncn o, 17
Mama of porson with ployment income (a3 shown on Form 104.0) Social socurity number p,“,,

& O'Deec i soltomptoymont bebme v | 123 Y5 E7FT

Who Must File Schedule SE
You must filea Schedula SE if:
# You had net eamings. from self-employmeant from other than church employee Income (line 4 of Short Schedule SE or line 4c of
Long Schedule SE) of $400 or more, or
-erndﬁumhmmrrmnaofhﬂ&z&nrmm.Inmmﬂmaarﬁcﬂraup&lnmwdasamiiﬂmnrnmbﬁn!a
refigious order 1s not church employee income (see page SE-1).
Note. Even if you had a loss or a small amount of income from self-employment, Il may ba to your benefit to file Schedule SE and
use either "optianal method™ in Part |l of Long Schadule SE (see page SE-4).
Excaption. Iif your only self-employment income was from eamings as a minister, member of a religious order, or Christian Science
practitioner and you filed Form 4361 and received IRS approval not to be taxed on those earnings, do not file Schedule SE. Instead,

writé “Exempt—Form 43817 on Foem 1040, line 57,

May | Use Short Schedule SE or Must | Use Long Schedule SE?
MNote. Use this flowehart only if you must file Schodule SE. If unsure, see Who Must File Schedule SE, above.

=t

Did you receive wages of Bps in 20087

—

Mo You
W ; L
Arg you @ mwnstar, mambar of a relgous onder, o Chrigtian )
Soance practioner who receved IRS approval noto ba taved  [Yes of o) rebrasvant e 1) bix phan yous it sage kom |82,
Eﬂ;ﬂn‘mﬁw!h-;m.mmmlﬂmwm seli-empicyrment more 1ran §1 02,0007
e v
D8 o mCEe DS Subpact 1o Socill sacnty oF Madicers tax | Yes
M}m.wxnﬂs{lh_mw#mmfmmrm Wes » ﬂ'll”.lﬁ-l'lﬂ o your -——'-
run 1Fm
Ho | Did you report any wages on Form 8919, Uncoliected Social | Yes
D Faddiad Shunth oo reported on Form [ Yes P
W2 o 10828 o mere? T — ¥ stnirt ectetwtsamssricibas kst
v .
You may use Short Scheckde SE below | ] You must use Long Scheduls SE on page 2
Section A=3hort Schedule SE. Caution, Read above to see if you can use Short Schedule SE.
1a Maet farm profit or (logs) from Schedule F, line 36, and mrm wmmmps Schedule K-1 [Form
1065). box 14, code A . : 1a !
b I you received social mm;nllm1 Drduabol!r huuib.m hmolﬂommmm
Prograem payments included on Schedule F, line 6b, or listed on Schedule K-1 [Form 1065), bax 20, code X b | }
2 Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; Schadule K-1 (Form 1065), f
box 14, code A {othar than farming); and Schedule K-1 (Form 1065-8), box 9, code J1. Ministers |
and members of religious orders, sed page SE-1 for typas of incoma 1o report on this ling. See
page SE-3 for other income 1o repor | P~ 2 H".-ga(
3 Combine lines 1a, 1b, and 2 | a

4 MNet eamings from Iﬂ!-«rmlugmm‘l. Mumply ||nu 3 ny 92‘.3&56 [.92‘35| Jl Hn 1:hun Si-lﬂu

do not file this schedule; you do not owe saif-employment tax
5 Self-employment tax. If the amount on line 4 Is:

* $102,000 or bess, multiply line 4 by 15.3% (.153). Enter the result here and on Form 1040, line 57.

> 4 flﬂ. ?rﬂ

# More than 5$102,000, mﬂtlprylm4by29%{.029}TMnaﬂu$l?$4ﬂtothar¢sm |
Enter the total here and on Form 1040, line 57 . . s | I, F
& Deduction for one-half of self-employment 'll:.l'n'lu!tlpljrllmﬁh]r o
509 (5). Enter the result here and on Form 1040, line 27 6 | ?09? | AL b
For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat Mo, 113587 Schedule SE [Form 1040) 2008

FIGURE 39-11 Sample Schedule SE.

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
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TABLE 39-8

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

Self-Employed Contributions*

Year Earning Tax Rate  Maximum

Ceiling Contributions

For Tax
Social Security 1998  $68,400 12.4% $8,481
Medicare No ceiling 2.9% No limit
Social Security 1999  $72,600 12.4% $9,002
Medicare No ceiling 2.9% No limit
Social Security 2000  $76,200 12.4% $9,448
Medicare No ceiling 2.9% No limit
Social Security 2001  $80,400 12.4% $9,969
Medicare No ceiling 2.9% No limit
Social Security 2002  $84,900 12.4% $10,527
Medicare No ceiling 2.9% No limit
Social Security 2003  $87,000 12.4% $10,788
Medicare No ceiling 2.9% No limit
Social Security 2004  $87,900 12.4% $10,899
Medicare No ceiling 2.9% No limit
Social Security 2005  $90,000 12.4% $11,160
Medicare No ceiling 2.9% No limit
Social Security 2006  $94,200 12.4% $11,680
Medicare No ceiling 2.9% No limit
Social Security 2007  $97,500 12.4% $12,090
Medicare No ceiling 2.9% No limit
Social Security 2008  $102,000 12.4% $12,648
Medicare No ceiling 2.9% 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 x 12.4%) to Social Security and $2,900 ($100,000 x
2.9%) to Medicare. The total paid was $13,427.

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 x
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).

Taxes CHAPTER 39

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.
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. 940 for 2008: Employer's Annual Federal Unemployment (FUTA) Tax Return 850108

Deparmant of the Troasuny = [Memal Revenue Sorvica OBAEY Bl 1545-0028

"EEr:-l::]ww-uumunnml_'D |_Ll| 'r l“ |‘? | _l_\l T-.-n::-_::-lﬁch:;n}.

Hame dnod your rade nems) | Jﬂlﬁh G: O 'D.f.q_.
Trade m;r any | [ | b. Successor employer
Addraws H'_,‘_-'. Eye Shreed | I: o Tmm:s 10 employeos
. [ : ; | | d, Finak: Business closed or
H’I’t‘f éﬂ'ﬁ. | | ST || (234 stopped paying wages
City Slate 2% code

RE.al:I the saparate nstructions before you fill out this form, Please type or pant within he boxes,

Part 1: Tell us about your return. if any line doas NOT apply, leave it blank.
1 N you were required to pay your state unemploymant tax in ...

1a One state only, write the state abbeeviation . . . '-al:l D
-0R -
1b More than one state (You are a multi-state emplover) © . . . . . . . . . . . . 1B ] Check hers. Fill out Schedule A,
Skip line 2 for 2008 and go to line 3.
2 If you paid wagos in a state that is subjoct to GREDIT REDUCTION . _ ., . , ., . 2 I:I Check here. Fill out Schedule &

|Farm 9400, Pan 2

3 Total payments to all employees . . . . . . . . _ . _ . . _ . . = |__.._ I$, aoo
4 PmammmptfmmFuTAt.a: R US| |___ S ..-'E_}" J
Check all that apply: 4a [ Fringe benefits ae ] RetrementPension 4o [ Other

4b || Group-term Me inswrance  4d E. Dependent carng
5 Tatal of pawmts made to each mplnru in excess of [ l

7000 . . . . .8 | Meoog « |
8 Sublotal fined +line 5 =line @) . . . . T l____._ﬂ;_ﬂ'?-?_:_ I
7 Total taxable FUTA wages (ine 3 —ne 6= line 7) . . . . B s eE R !T__"?{ﬂ.-__
8 FUTA tax bafore adjustments (line 7 = 008 = line B) . . . . i ., B I §'£ L] |

Part 3: Determine your adjustments. If any line does NOT apply Ig,:nr It bl.]nl.

8 HALL of the taxable FUTA wages you paid were excluded from state unemployment tax,
multiply line 7 by .054 (kne 7 = 054 = line 9. Then go to line 12 ; 8 [ ——

10 If SOME of the taxable FUTA wages you pald were excluded from at.uu mplumm m
OR you pald ANY state unemployment tax late (afler the due date for filing Form S40), fill out | |
the worksheet in the instructions. Enter the amount from line 7 of the worksheet onto line 10 . . 10 rﬁy .

Skip line 11 for 2008 and go to line 12 |
11 If credit roductlion applies, aiter the mmooenl froes e 3 ol £ Afformaady, ., . .M _F s |

Part 4: Determine your FUTA tax and balance due or oven it fr.‘.-r

12 Total FUTA tax after adjustmeonts (ines 8 + 9 + 10 + 11 = line 12 .

o ——— =
13 FUTA tax deposited for the year, including any payment applied froma priorvear. . . 13 | 56 . J
14 Balance due (Il line 12 is more than line 13, enter the diffarence on ling 14.)

® |If ling 14 is mose than 5500, you must deposit your tax.

® i line 14 is $500 or bess, you may pay with this retum. For more information on how to pa.*,r B | . _l
the separate Instructions . . | Lo L. . R — g"
15 Dﬂf‘pﬂyﬂ‘mnt {if line 13 is more than line 12, enter the difference on ling 15 and check a box | o |
below) . . . : . R L e ——
Check ona: |_| Apphy to mext return.
P You MUST fil out both pages of this fonm and SIGN it [_1 Send a refund,

For Privacy Act and Paporwork Reduction Act Notice, ses the back of Form 040-V, Payment Voucher,  Cs Mo 112950 Foemn 940 o0

FIGURE 39-12 Sample Form 940.
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