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Small Business Tax Information FAQ

Here are answers to the most common questions about small business tax infor mation.

What is considered a tax deductible small business expense? What isn’t?

According to the tax code, just about any business expense that is "ordinary, necessar y and reasonable" will qualify as a
deduction that will decrease the profits of your business for tax reasons. How ever, the question arises, what exactly is
ordinar y and necessary? According to the Internal Revenue Ser vice (IRS), any expense that is "helpful and appropriate"
for you business will be considered ordinary and necessary. For example, if you purchase a new computer for your small
business, or buy stationary to send out your mailings, these expenses would probably be considered ordinary and neces-
sar y. How ever, if you buy a new computer for your son to use in his room, this would not be a business expense even if
you ran your small business from home.

However, there are a few expenses that are explicitly prohibited from being considered an ordinary and necessary busi-
ness expense. For example, bribes to public officials are not considered ordinary and necessary. Other examples of
expenses that you cannot deduct as being ordinary and necessary are traffic tickets, your home telephone line and any
clothing that you wear while on the job, unless you are required to wear a unifor m.

I use my personal car in my business -- can I deduct that from my business taxes as a tax deductible expense? If
so, how much?

The short answer is yes. How ever, you will need to do some calculations. In general, you can calculate how much you are
allowed to deduct from your business taxes by either using the standard mileage or the actual expense method. The stan-
dard mileage method is the most commonly used method because the record-keeping requirements are much less strict
than the actual expense method. Under the standard method mileage, the IRS allows you to deduct a certain amount for
each business mile that you drive. For the 2010 tax year, the standard mileage rate is 50 cents per business mile. This
represents a 5 cent per mile decrease from the 2009 year and reflects the generally lower cost of transpor tation.

If you choose to use the actual expense method, you are allowed to deduct the actual costs you incur each year to oper-
ate your car for your business, plus depreciation. You are allowed to deduct your costs for gas, oil changes, repairs and
other maintenance, licensing fees, insurance, tolls and even car washes.

If you use the car partly for your personal use as well, you will have to take the expenses related to your personal use out
of your deduction calculation.

As we previously mentioned, most people opt to use the standard mileage deduction because they have to keep few er
records. How ever, you will have to make your own choice. It is wor thwhile to keep in mind that you will often receive a
smaller discount by using the standard mileage rate versus using the actual expense deduction. You should also remem-
ber that there are some occasions when you must use the standard mileage rate, such as when you claimed a Section
179 deduction in the previous tax year.

Remember that, whichever method of deduction you use, you will have to keep records relating to how much you use your
car for business versus personal use in case you get audited. The simplest way to do this is to keep a mileage log show-
ing how many miles you used your car for business reasons, and how many miles you drove for personal reasons.

In addition, you are also allowed to write off the depreciation of the cost of the vehicle over a number of years.

Am I allowed to claim a deduction for business-related entertainment?

Yes, but only a limited amount. Under the IRS rules, you are only allowed to deduct 50% of expenses that you incur for
enter taining clients or customers. Some examples of qualified business entertainment expenses include taking potential
clients to a baseball game, dinner at fine restaurants, or even bringing over some of your best customers to your home for



a BBQ and football on TV.

When claiming these business-related entertainment deductions, you should keep in mind that you need to have docu-
ments showing that the entertainment was related to your business in case you are audited. With this in mind, be sure to
keep a guest list (including the business relationship), and any receipts.

However, you may be able to deduct 100% of entertainment expenses if the entertainment you provide is for your employ-
ees and their families. So, you should seriously think about holding that company picnic you’ve been planning.

What is the difference between current and capital expenses?

To answer this, it’s best to look at each type of expense. Current expenses are expenses that can be deducted from your
business’ total income in the year that they are expended. These expenses include the everyday costs of keeping your
business going, such as the rent for your office, stationar y and other supplies, and utilities.

Any money that you spend that will help generate revenue for your business in the future, such as a copier or a car, are
called capital expenses and must be written off over their "useful life." The "useful life" period is normally 3, 5 or 7 years.

However, there is an important exception to the normal capital expenses write off rules. A  Section 179 deduction allows
you to fully deduct capital expenses in the year that you incur those expenses.

I bought a new computer system for my business this year. Can I deduct the entire expense on this year’s taxes,
or do I have to deduct the cost of over a five-year period?

It is really up to you. Although the "normal" way to deducting the cost for your computer would be to deduct it over a five-
year period, Section 179 may allow you to deduct the entire cost of the computer in the year you bought it. Section 179
provides an exception to the normal rule for deducting the cost of capital equipment (equipment that has a "useful life" or
more than one year, such as a computer system).

However, there is a limit for the total amount of business property expenses that you can deduct from your business taxes
for the year under Section 179. For the 2010 tax year, the limit is $134,000. In addition, if you purchased more than
$800,000 wor th of capital equipment in 2010, you may be subject to a phase-out. However, this phase out limit does not
apply to many small businesses that can normally fit all of their capital expenditures within the $134,000 limit. Keep in
mind that the Section 179 limit is expected to decrease in the coming years.

Section 179 does not apply to all capital expenditures that a small business may make. For example, Section 179 does
not apply to land, buildings, inventor y, intangible assets, or climate control (air conditioning and heating). However, Section
179 does apply to automobiles that you purchase for your business, but there are special rules in that case.

I am planning on taking a trip to trade show. If I take my family along as a vacation, can I still deduct my
expenses?

Yes, how ever, if you take your family along on your business trip, you can only deduct as much as you would if you had
taken the business trip on your own. This leads to some imaginative planning. For example, if you drive your family to the
trade show in one car, and you all stay in one standard hotel room, then you can fully deduct your expenses related to the
automobile as well as the hotel stay. How ever, you will not be able to deduct for the meals your family eats, nor any trips to
the local water park.

In addition, if you plan on staying after the trade show ends so that you can enjoy some time with your family, you cannot
deduct these expenses (they are "nonbusiness" expenses). However, if you extend your stay to get a discounted airfare
(the "Saturday overnight" requirement), you may be able to deduct your hotel room and meals for that extended stay.

Lastly, you should watch out for airline specials. If you find a "two for one" ticket, you can purchase one airline ticket and
have your spouse fly along with you for free. In this case, you would be able to fully deduct the cost of your airline ticket.

Part of my business requires me to work from home. Am I allowed to take a home office tax deduction?

The answer to this really depends on how you use your home for your business. If you run your business out of your
home, you may be able to take the home office tax deduction. This deduction allows you to deduct part of your expenses
for rent (or mortgage payments), utilities, insurance and even remolding.

In order for you to take the home business tax deduction, however, you must follow str ict requirements. As an example,
you will not be eligible to take the home business tax deduction if you use your home office partly for wor k and partly for
personal use.

You should talk with your tax professional if you are curious about whether you qualify to take a home business tax deduc-
tion.



I am thinking about starting my own small business. What steps should I take to avoid trouble with the IRS?

One thing that many small business owners learn in order to stay out of trouble with the IRS is the importance of keeping
records, and keeping them well. Indeed, many small business owners end up in trouble with the IRS simply because of
poor ly kept records (notice that this does not mean dishonest records). Poor record-keeping often leads to failure to file
accurate tax returns, which can lead to audits. And if you have poor ly kept records when you are audited, you can land in
big trouble.

Many small business owners decide not to keep their own records and instead hire a professional record keeper to do the
dir ty work. If you decide to hire a professional record keeper, be sure to keep an eye on their wor k. However, if you are
computer savvy, there are a number of programs you can use to keep your own business records.

You should always keep all receipts and records, canceled checks and other documents related to business expenses.
Keep these documents organized in a safe place. In addition, it is helpful to keep them organized by categor y, such as:

• Rent/Mor tgage

• Automobile costs

• Utility bills

• Expenses related to adver tising

• Travel costs

• Enter tainment for your business

• Professional fees, such as license costs

Once you have your file cabinet divided up nicely, make sure to put the right documents in the right folders. If the IRS ever
shows up for an audit (according to some sources, small businesses are three times more likely to be audited than individ-
uals), they are most likely to focus on expenses related to your car, travel costs, and entertainment. As always, the burden
of providing documentation that ver ifies your deductions falls on you, not the IRS. If you are unsure about what you should
keep, you should get in touch with a tax professional.

If I incorporate my small business, will I get any tax-breaks?

The main problem that many small business owners run into when they think about incorporating for tax benefits is that
their businesses are not always well established. The tax benefits that come from incorporating are really geared towards
companies that are profitable from year to year. For example, cor porations can offer pension plans that are more tax flexi-
ble, but most small businesses rarely have the revenue to take advantage of this tax break.

In addition, corporations have the option of keeping some of their profits inside the corporation in order to take advantage
of the lower cor porate tax bracket. However, many small business owners do not have the option of leaving funds inside of
their business because the business has not shown the ability to maintain a steady profit.

Lastly, you should keep in mind that the process of incorporating and maintaining your status as a corporation also comes
with costs. Therefore, you should really only think about incorporation for the tax benefits if you are sure that your busi-
ness is profitable and will maintain is profitability.

Is it a good idea for me to keep my own books for my small business and file my own taxes?

If you are planning on keeping your own books, you should really invest in a good bookkeeping program. In addition,
because these programs can be quite confusing, you should also think about taking a class to help you learn how to use
the bookkeeping program. When you are ready to do your taxes, you should also invest in a tax program.

Another step that you can take to make sure your bookkeeping system is on the right track is to hire a professional book-
keeper to take a look. Indeed, many small business owners that keep their own records hire a professional for a few hours
to make sure their bookkeeping system is set up well and will function. In addition, many times these professionals can
show you how to take your bookkeeping system and apply it to a tax program.

When your small business is making a steady profit, you should really think about hiring a bookkeeper, at least part time,
to take care of your day-to-day expenses. You can then take your books to an outside tax professional when it is time.
Remember that at some point it will become more profitable for you to assign these tasks to others.

I have a big project coming up with my small business. If I hire people to help with the project, are they consid-
ered employees or independent contractors?

The answer to this question really depends on how you treat the wor kers. For example, if you are going to be telling the
workers where, when and how to perfor m their job duties, then you treat them as employees because that is how the IRS
will classify them. You should really only treat wor kers as independent contractors if they have their own business and
offer their services to several clients. When you are in doubt, you should probably err on the side of caution and treat your
workers as employees.



Many small business owners are tempted to classify wor kers as independent contractors in order to save money in the
shor t run. However, if you run into trouble with the IRS for misclassifying wor kers, you’ll probably end up losing more
money than you saved. If the IRS feels that you misclassified wor kers, they can reclassify them as employees and impose
back taxes, penalties and interest against you.
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