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Introduction
What's Different About This Book?

| wrote this book because | knew that teenagers needed it. As a mother of two teenagers, |
have met plenty of students that wanted to make some money, but didn't know how to get
started. | also met a few ambitious students who did make serious money by creating
websites and mowing grass, but they needed help with business issues. | started searching
for books to help these teenagers.

| didn't like what | found.

There are plenty of books for kids who want to start a business like a lemonade stand. They
are geared toward children who are just playing at running a business. They are usually cute
books that explain the difference between quarters and dollars and how a bank is a safe
place to put your money.

That's necessary information for children, but teenagers need more.

There are plenty of books for people wanting to be entrepreneurs. They are usually geared
toward young adults just out of college. The assumption in these books is that the reader can
get a bank loan (most teenagers cannot) or that the reader has plenty of time to devote to
starting a business.

These books do not consider that a teenager needs to do homework, eat, sleep and still have
a social life.

Finally, | ran across a few (but very few) books for teenage entrepreneurs. Some were books
written for adults that were repackaged for teenagers by substituting a few words here and
there. They were full of unrealistic ideas. | found one book that recommended a teenager
open a restaurant! As if a teenager has the time (or money) to run a restaurant! Other books
were full of inspiring stories about teen entrepreneurs, but they left me feeling intimidated
because the teenagers featured were so very successful.



Their stories seemed beyond the grasp of a normal American teenager.

Some of the information in these books was useful, but they were inadequate in many areas.
Few covered business plans. Even fewer discussed taxes in an intelligent and helpful way.
There were rarely examples of how to keep good records and very few real life examples.

So | wrote this book because | knew that teenagers needed it.

This book is geared toward teenagers and their lives. There are no unrealistic expectations of
opening a restaurant. There are ideas of businesses that real teenagers have started and run
successfully. | provide a lot of examples of teenagers | know personally. | walk you though
some very important topics such as making a plan and avoiding debt.

That's how this book is different!

Carol Topp, CPA
Author



Money and Taxes in a Micro Business Carol Topp, CPA

Chapter One
How Successful Are You? Your Income Statement

Is your micro business successful? Your answer depends on how you measure success. A
micro business owner can be considered very successful even if he does not make any profit
because he values what he has learned, perhaps more than the amount of money made.
Another micro business owner is successful if he reaches a financial goal. Sometimes
success is measured by the number of customers served and not in having huge profits.

In every business, micro, small or large, the owner needs to be able to measure the financial
success of his or her business. An owner should know if his business is making a profit or just
breaking even. He also needs to be able to see where he is spending his money, specifically,
his various expenses. The tool a micro business owner uses to measure success is called the
financial statements.

There are only a few financial statements that a business owner needs to review, but they can
tell a lot about the health of a venture. There are several types of financial statements, but for
a micro business, only two statements are essential: the income statement and the cash flow
statement.

Some people call an income statement a profit and loss statement, or P&L for short. If you
want to sound impressive, start talking about your P&L being “healthy.” It is a technical way to
say that you are making a profit.

This chapter will explain the income statement. The next chapter explains the cash flow
statement, how it works and why it is important in your business.

MicroBusinessForTeens.com 9
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Income Statement

An income statement is a very popular financial statement for business owners because it is
easy to understand. An income statement is a listing of business income and expenses over a
period of time. Think of it like a video of people coming in and out of a bank. Some people
deposit money into the bank. They would be similar to you earning money in your micro
business and depositing the cash. Other people are withdrawing money from the bank, just as
you will spend money on expenses for your business such as website hosting or office
supplies.

The video runs for a specific amount of time—a day, month or year—and the bank president
can add up the deposits and subtract the withdrawals over any period of time he wishes. In
the same way, an income statement for your micro business covers a period of time, usually a
month or a year.

Parts of an Income Statement

Income

An income statement has two main parts: first, a list of all your income, and second, a list of
all your expenses. The “bottom line” is at the bottom and shows the difference between
income and expenses, hopefully as a profit and not a loss.

The categories of income are:

e Sales income. This is the money you bring in from selling your product or service. For
a micro business, this is usually the largest category. Sometimes it is the only category
of income.

e Sale of assets. This category is for income from selling off unneeded business
equipment like an old computer. This is rarely used by micro businesses because they
do not usually own a lot of equipment.

e |[nterest earned on a business savings account. Many micro owners keep their surplus
in their checking accounts that do not pay interest and therefore rarely show business
interest income. But if you are successful, you may set aside some of the profit in a
savings account and earn interest.

Cost of Goods Sold

Sometimes the Cost of Goods Sold (COGS) is included with the other expenses, but
accountants are taught to show it separately. Additionally, the sole proprietorship tax return,
Schedule C, shows the COGS separately.

COGS is the value you paid for the products you sold. For example, if you sold 100 books
that cost you $3 each, your COGS is $300. COGS is calculated from the value of inventory at
the beginning and end a of period. Calculating your inventory values is very important. If you
do not value your inventory correctly it makes your COGS number incorrect and that makes
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your bottom line—your profit—incorrect. Since COGS goes on your tax return, you could be
repeating errors there.

COGS is calculated like this:

Beginning Inventory

+ Purchases made throughout the year
- Ending Inventory

Cost of Goods Sold

The beginning inventory and ending inventory values are in dollars and come from counting
your inventory and multiplying by the value of each item.

Example: Lee sells books. She has no books at the start of her year. That means her
beginning inventory is zero. She buys 100 books for $2.50 each from a printer (totaling
$250 in purchases). At the end of the year she counts her books. She has 14 left. Here
is how she calculates her COGS:

Lee's COGS

Beginning Inventory $0.00
Plus Purchases $250.00
Less Ending Inventory -$35.00
(14 books at $2.50 each)

COGS $215.00

That is a pretty simple example because Lee sells only one book title. Calculating the Cost of
Goods Sold would be more complex if Lee sold several titles, each with a different cost to her.
The record keeping can become quite complicated. Small business accounting software such
as QuickBooks is extremely helpful for tracking inventory and the software calculates COGS
no matter how many items you sell. If you have more than one product, you should seriously
consider buying software. My book, Running a Micro Business, has a chapter devoted to
using software to calculate COGS.

Expenses
The second portion of an income statement lists the expenses. Your expenses will depend on
your type of business. There can be a lot of variety in your business expenses, so |
recommend micro business owners use the categories listed on the Internal Revenue Service
(IRS) tax forms, especially Schedule C Business Income and Loss. You can see a Schedule
C in Chapter Five on federal taxes or at the IRS website, www.irs.gov. Some common
categories of expenses are:

e Advertising

e (Car or truck expenses

MicroBusinessForTeens.com 11
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Contract Labor

Insurance

Legal and professional fees

Office expenses

Rent or lease equipment

Supplies

Taxes and Licenses

Travel, meals and entertainment

Utilities (cell phone and internet charges)
Cost of Good Sold (as mentioned earlier, some small businesses include COGS in the
expenses, while others list it separately)

Your micro business may only use one or two of these categories; it would be rare for a micro
business to use all of them. Choose which categories best fit your business and group your
expenses into those major categories. | discuss recording expenses using a simple
bookkeeping system in my book Running a Micro Business available at
http://MicroBusinessForTeens.com

Bottom line

An income statement has a bottom line called net income (or sometimes, unfortunately, net
loss). Net income is total income minus total expenses. If your business made more income
than expenses, you have positive net income, called profit. If you spend more than you made,
you have negative net income or a loss for the period.

Sample Income Statement

Here's an example of an income statement for one month of a micro business that offers
piano lessons:

Income Statement for March 2010
Income
Piano lessons $82.50
Interest Income $1.50
Total Income $84.00
Expenses
Advertising: fliers $5.75
Supplies: Sheet Music $9.50
Total Expenses $15.25
Net Income $68.75

MicroBusinessForTeens.com 12
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As you can see, this micro business has a pretty simple income statement with only a few
types of income and expenses. The owner brought in $84.00 in March, but shows a profit of
only $68.75 after a few expenses. Notice how this micro business had only two categories for
all of its expenses: Advertising and Supplies. This business has no Cost of Goods Sold
because it is a service-based business with no products to sell.

Example with Cost of Goods Sold (COGS)
If your micro business sells products, you will need to know the Cost of Goods Sold and show
it on your Income Statement.

Example: Julie owns a craft business and has only three expenses: her website, booth rental
fees at craft shows and sales tax. As you can see, she sells over $1500 in crafts, but her
profit is only $532, because her cost of goods sold is significant at $785.

Income Statement for 2010
Income
Sales $1,575.00
Cost of Goods Sold -$785.00
Gross Margin $790.00
Expenses
Advertising (website) $60.00
Booth rental $120.00
Sales tax $78.00
Total Expenses $258.00
Net Income $532.00

How to Prepare an Income Statement

If you have been keeping good records as shown in Running a Micro Business, then
preparing an income statement is very easy. Add up all of your income for a period of time
(monthly is recommended) and then add up your expenses by category. List the income at
the top of a page and the expenses by category below. Then calculate the bottom line of net
income or loss by subtracting the expenses from the income. Use the example above as a
guideline.

MicroBusinessForTeens.com 13



Money and Taxes in a Micro Business Carol Topp, CPA

If you are using a spreadsheet program to keep records, it's very easy to summarize the
information into an income statement. Using accounting software like QuickBooks makes it
even easier to prepare an income statement. A few clicks and the software prepares the
report for you. All you do is pick the time period (last week, last month, this year so far, etc.).

How often to prepare an income statement

Many business owners like to see an income statement for every month. Monthly reports are
a good idea because if you wait too long to prepare an income statement, you lose track of
the success of your business. You may not know if you are making money or losing it.

In addition to monthly income statements, micro business owners should add up the monthly
totals every quarter (i.e. every three months, such as January through March, April through
June, etc). These quarterly reports can show your micro business's success over a longer
period of time. Finally, a business owner should prepare an income statement at the end of
the year. This is helpful for tax preparation and as a summary of the success after an entire
year.

Balance Sheet

Another financial statement that can be helpful to a micro business owner is called the
balance sheet. If the income statement is a video over time, then the balance sheet is a
snapshot. A balance sheet lists assets (what you own) and your liabilities (what you owe) at a
point in time, a single date. It could change tomorrow as you pay off a bill (a liability that you
owed) or make a sale and add the cash to your bank account (an asset, what you own).

Balance sheets are very useful for larger businesses, but are used less frequently in a micro
business. In order to understand why, | need to explain briefly what a balance sheet looks
like. A balance sheet has three parts: Assets, Liabilities and Owner's Equity.

Assets

Assets are what you own, typically cash and equipment used in your business. For many
teenage micro business owners, their assets might be the cash in their business bank
accounts. They may also have bought some inventory or equipment to use in their business.
Those are also assets. Sometimes you perform a job, but don't get paid at the time.
Someone still owes you money. Since you have a right to that money, it is considered an
asset. Earned, but unpaid, income is called accounts receivable, meaning that you are
supposed to receive money from someone.

Typical Assets (what you own)

e (Cash such as paper money, checking accounts, savings accounts and even the
balance in a PayPal or eBay account.

MicroBusinessForTeens.com 14
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e Equipment such as a computer, cell phone, sewing machine or lawn mower that you
purchased for the business.

e Inventory. The value of your products to sell at their cost (purchase price), not the retail
price at which you hope to sell them.

e Accounts Receivable is money you expect to receive from your customers for work you
already performed.

Liabilities

Liabilities are what you owe others. As a micro owner, you rarely owe anyone, but it can
happen. Typical liabilities for a micro business includes accounts payable and loans. Accounts
payable are payments that you owe someone for work they have done for your business.
Examples include hiring an independent contractor to do web design. Loans are any amount
of money you borrowed to start your micro business and still owe the lender. Usually, micro
businesses start with no debt or pay back their initial start-up loans very quickly.

Owner's Equity
The final portion of the balance sheet is where the balancing takes place. It's called owner's
equity or net worth. It is the sum of three things:

e Your original investment into the business such as your start up expenses or the
money from your savings account that you used to start the business.

e The sum of all your earnings (profit) since the beginning of your business (called
retained earnings). This is called accumulated earnings.

e Your net earnings for the year so far minus whatever you have taken out for personal
use. When you take money out of your business it is called an owner's draw. These
earnings left the business and were used by you for personal use. The balance sheet
shows owner's draws under owner's equity rather than as an expense of the business
on the income statement.

Example: Julie's craft business has been in operation for three years. Initially, she
borrowed $150 from her parents to start the business. She has made a profit each year
and her accumulated earnings for the past three years adds up to $418. This year she
has a profit of $532 so far. Finally, Julie has withdrawn $400 from her business for her
personal use this year. Her owner's equity would be displayed as this:

Owner's Equity

Initial Investment $150.00
Accumulated Eamings $418.00
Net Eamings This Year $532.00
Less: Owner's Draw -$400.00
Owner's Equity $700.00

MicroBusinessForTeens.com 15
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The balance sheet is in balance when
Assets = Liabilities + Owner's Equity
Sample Balance Sheet
In this sample balance sheet, Julie lists cash, accounts receivable and inventory as her only

assets. She owes her parents a small loan of $150. Julie's balance sheet is balanced
because assets of $850 equals the sum of liabilities ($150) and owner's equity ($700).

Balance Sheet for a Micro Business
Assets
Cash & Checking Accounts $600.00
Accounts Receivable $50.00
Inventory $200.00
Total Assets $850.00
Liabilities
Accounts Payable $0.00
Loans Payable $150.00
Total Liabilities $150.00
Owners Equity $700.00
Total Liabilities and Owners Equity $850.00

Who Needs a Balance Sheet?

| mentioned earlier that most micro businesses do not need to prepare a balance sheet very
often, if at all. The best use of a balance sheet in a micro business is to see how much you
own (your assets) and compare it to how much your owe (your liabilities). Your micro
business is doing well if your assets are greater than your liabilities. You are headed for
trouble if you owe more than you own.

In the sample above, the micro business owner is doing well because her assets are more
than her liabilities. Julie can pay off all her liabilities (the loan of $150) with the money in her
checking account.

Large businesses primarily use balance sheets when they desire to apply for a bank loan.
Before loaning money, a wise banker will ask to see a balance sheet. They will look at the
amount of debt a business already has and decide if the business is healthy enough to take
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on more debt. Most micro businesses do not have any debt. They use what they already
have on hand, such as a computer, or build their business slowly as they make a profit. After
all, most teenagers are in business to make money, not to be in debt!

In Starting a Micro Business, | discussed the dangers of starting a business with debt and
offered many ways to start a business without any loans.

Other Financial Statements

My intention here is not to turn you into an accountant or bore you with numbers, but to simply
expose you to a few necessary financial statements. You do not have to create a balance
sheet yourself, especially if you use software like QuickBooks where reports like an income
statement or balance sheet can be displayed in a second. But to make sure the statements
are correct, you should have a little understanding of what those reports mean.

There are, of course, more financial statements that are generated in business such as return
on investments, break even analysis, etc. | am not going to cover these statements in this
book, but you can learn all about them from accounting and finance classes in college. For
now, focus on the basics and learn more as your business grows.

You might consider taking a few accounting classes in college. You will learn a lot about
running a business because accounting is the “language of business.” Every business major
takes at least two accounting classes in college. It is that important.

Did You Make a Profit?

Sometimes a micro business owner will have me prepare their tax return and have no idea if
they made a profit or not until | tell them so. This may be because they are poor at record
keeping, but perhaps they are confused about how to determine if they made a profit.

Simply put : Profit = Income — Expenses.

Profit is not the same as the balance in your checking account. You might think that you can
look at the balance in your bank account to learn if you have made a profit, but that is
probably not correct. To explain how to determine profit, here's an example of a teenage
micro business.

Emily runs a micro business teaching piano lessons. She had income last year of $850 from
teaching five students. Her expenses were minimal, only $60 for buying piano books and
rewards for her students. So Emily's net income is $790. Her income statement would look
like this:

MicroBusinessForTeens.com 17
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Emily's Piano Lesson Business
Income Statement for Jan -Dec 2010

Income
Lessons $850.00
Total Income $850.00
Expenses
Piano books $55.00
Rewards $5.00
Total Expenses $60.00
Net Income (or Loss) $790.00
Emily's balance sheet at the end of the year:
Emily's Piano Lesson Business
Balance Sheet
Dec 31, 2010
Assets
Checking Account $42.00
Total Assets $42.00
Liabilities $0.00
Owner's Equity $42.00
Liabilities & Owners Equity $42.00

Carol Topp, CPA

From Emily's income statement, she has a net income (profit) of $790 for the year, but only
$42 in her checking account. Why the difference? Where did the money ($748 to be exact)

go?

The profit Emily made was taken out of her business checking account and was spent (on
iTunes, Starbucks and movies to be exact). It's called an owner's draw. Taking money out of
your business is a perfectly legitimate thing to do. That is the point of profit, after all—to
spend it on your personal life. Owner's draws are not business expenses, they are
withdrawals of the profit for personal use. They are shown on the balance sheet under

owner's equity.

MicroBusinessForTeens.com
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The details of Emily's owner's equity would look like this:

Owner's Equity
Retained Earnings $0.00
Net Income $790.00
Owner's Draws -$748.00
$42.00

Emily had a net income of $790, but withdrew $748 for her personal use, leaving only $42.00
in the business as owner's equity.

But here's the big question: what gets reported to the Internal Revenue Service on a tax
return? In other words, does Emily pay taxes on the $790 of net income or on the $42 left in
her bank account?

She pays tax on her net income—on her profit—which in this case is the $790. Let's hope
Emily saved enough money to pay for those taxes! We'll cover paying taxes in another
chapter.

Important Points

e An income statement is a very popular financial statement for business owners
because it is easy to understand.

e An income statement (or P&L) is a listing of business income and expenses over a
period of time.

e An income statement has a bottom line called net income (or sometimes,
unfortunately, net loss). Net income is total income minus total expenses.

e |f you have been keeping good records then preparing an income statement is very
easy.

e Balance Sheets are not usually a necessary financial statement for a micro business.
They are very useful for larger businesses.

e Profit is not the same as the balance in your checking account.

MicroBusinessForTeens.com 19



Chapter Two
Can You Stay in Business? The Cash Flow Worksheet

If you want your micro business to stay in business, you need to understand cash flow.
Positive cash flow is extremely important to the long-term success of your micro business.
Positive cash flow is when you have more money flowing into your business then you have
flowing out. It is a simple concept, but many micro businesses fail because the owner is not
watching his or her cash flow.

Example: Cindy loved to sell jewelry. She enjoyed setting up display tables with eye-
catching table cloths, mirrors and display stands. She also loved to thank her
customers with gifts such as purses and cloth bags to store their jewelry. She saw all
these expenses as important to her micro business. The problem was that buying
purses, bags and displays was causing more cash to flow out of her business than into
it! She had negative cash flow and soon had to quit her business. Instead, if she had
predicted when she could buy more gifts or display items, she could have stayed in a
business she loved.

Forecasting your cash flow is looking ahead to when cash will flow into your business and
when it will flow out. Positive cash flow sustains a business. It is like fresh water into a lake.
When the water flowing into a lake slows down or stops, the lake dies. When cash flow into
your business slows or stops, your business dies.

You should look at your cash flow on a regular basis, perhaps once a month. A cash flow
worksheet is a useful tool. It contains a section titled cash in where you predict all the sources
of cash coming into your business. A separate section, cash out, forecasts uses of your cash
including money you may withdraw for your personal use.
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Cash Flow Worksheet

Week (or Week (or Week (or
Month) 1 Month) 2 Month) 3
Cash In
1/Cash you have right now
2 Cash you can make from sales
3 Customers who owe you money
4
5

Cash from a loan

Total Cash In

(o]

Cash Out

Supplies and Materials for Cost of
Goods Sold

Business Expenses (advertising,
website fees, etc)

Loan payments

10/Owner's withdrawals

~

[00)

©

11/Total Cash Out

Cash Balance (Cash In- Cash
12/0ut)

It may be quite difficult to fill in some of the information on a cash flow worksheet. The
worksheet asks you to make predictions on your sales and expenses. Expenses may be
under your control, but sales can fluctuate quite a bit. It is still helpful to make an estimate.
Use your past experience to predict sales for the future as best you can.

Sample Cash Flow Worksheet

Christy will be running a day camp for children in the summer. Christy has made some
predictions on how long she will run the camp by doing a business plan and asking some
potential customers about pricing. She has also predicted expenses for snacks and supplies
for the camp. She decides she needs to invest some of her own money, $100, for the start-up
expenses of advertising and initial supplies. Christy's goal is to make a profit of $750 this
summer for a class trip in late August. She must make a $250 down payment by July 15. A
cash flow worksheet will help Christy predict if she can go on the trip.
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Cash Flow Worksheet for Christy's Kiddie Camp

For time period: June-August

Cash In
1 Cash you have right now
2 Cash you can make from sales
3 Customers who owe you money
4 Cash from a loan
5Total Cash In

6 Cash Out
7 Supplies and Materials for Cost of
Goods Sold
8 Business Expenses (advertising,
website fees, etc)
9 Loan payments
10 Owner's withdrawals
11 Total Cash Out

Cash Balance (Cash In- Cash
12 Out)

June July August
$100.00
$500.00 $600.00 $300.00
$0.00 $0.00 $0.00
$0.00 $0.00 $0.00
$600.00 $600.00 $300.00
$250.00 $150.00 $75.00
$0.00 $0.00
$250.00 $500.00
$250.00 $150.00 $75.00
$350.00 $450.00 $225.00

Will Christy reach her goal of having $250 to make a down payment by July 15 and $500 by
the end of the summer? She has positive cash flow each month, so that's a good start. It
looks like she will have a positive cash balance at the end of June of $350, so that is enough
to make the $250 down payment by July 15. She lists her withdrawal on line 10 as an owner's
withdrawal. She should have enough cash at the end of August to pay for the trip in full with
some money to spare.

How To Use a Cash Flow Worksheet

A cash flow worksheet is valuable because it forces you to think about the future and put a

plan on paper. After you prepare a cash flow worksheet, ask yourself these questions:

Does cash out exceed cash in? Why?
Can | cut or delay some expenses?
Are my loan payments too large for my cash in?
Can | renegotiate my loan payments?
How can | increase sales?

What will it cost to increase sales?
Can | afford to take money out of the business for myself?
How much can | take out and still pay my expenses?

Is my cash in low because | am waiting to be paid (a large accounts receivable)? What
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can | do to collect payments?

What To Do If Cash Flow Is Negative

Sometimes cash flow might be negative in a month. That does not mean automatic disaster
for your micro business, because you may have some positive cash from prior months saved
or know that the negative cash flow is just temporary.

You should be concerned if your cash flow is negative for several months in a row and shows
no signs of getting better. If this occurs there are several things to do:

e Look at who owes you money. Remind these customers that they still owe you. When
they pay, it will increase your cash in.

e Cut expenses to the bare bones.

e Renegotiate any loan payments. See if you can lower the payments and spread out the
loan over more time.

e Do not take out more loans. Debt is not the way to increase cash flow. It is like trying to
pour water into a leaky bucket. First, stop the leak!

e Consider offering a sale to increase cash in.

e Consider stopping all owner's draws for a time. In other words, stop paying yourself for
a while.

Learn From Your Mistakes

The cash flow worksheet is not much use if you do not learn from it. It is a great tool for you to
measure how your business is doing and what you can afford to do in the future. Common
mistakes micro business owners make include buying too much inventory, having a high cost
of goods or taking large withdrawals for themselves.

Have you taken on too much debt or ordered too much inventory?

Terri made and sold Christmas crafts. She hoped to sell 1,000 mini Christmas trees at
three craft shows in November and December. She spent a lot of time and money
putting together 1,000 trees. Unfortunately, the craft shows were poorly attended and
Terri sold only 250 trees. Now she has 750 mini Christmas trees to store in her
basement until next year. Her cash out was huge, but her cash in was weak. Next time,
she will estimate more carefully how many crafts she can sell.

Do you spend too much on cost of goods sold?

Reggie makes delicious homemade fudge that is low-fat. He sells his fudge for $5.00 a
box. He was buying his supplies from a local grocery store, but found that his cost of
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goods sold was $4.75 per box, giving him very little profit. He found a discount candy
supply seller and bought ingredients in bulk lowering his COGS to $1.95 per box. In
order to buy in bulk, Reggie has to create a cash flow worksheet every month and save
up cash to be sure he can afford to place an order.

Are you withdrawing too much money for yourself?

Lee was a successful author and her family grew dependent upon her income from
selling books. She was withdrawing money every month from her business to pay for
family expenses like groceries and entertainment. Unfortunately, she didn't create a
cash flow worksheet and she did not have the cash to order more books from the
printer. Instead she had to order smaller quantities at a higher price and borrow money
(with interest) to pay for the printing of more books.

Important Points

e Positive cash flow is extremely important to a micro business's long term success.

e Positive cash flow is when you have more money flowing into your business than you
have flowing out.

e Use your past experience to predict sales for the future as best you can.

e A cash flow worksheet is valuable because it forces you to think about the future and
put a plan on paper.

e You should be concerned if your cash flow is negative for several months in a row and
shows no signs of getting better.

e The cash flow worksheet is not helpful if you do not learn from it. It is a great tool for
you to measure how your business is doing and what you can afford to do in the future.
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Chanter Three
Making More Profit

This chapter aims to help you make more profit, but first let's address why you want more
profit. Naturally, you go into business to make money. Otherwise you would be doing
something else with your time. There is nothing wrong with making a profit, but you should
consider your motivation for starting and running your micro business.

Motivation

In the first book in this series, Starting a Micro Business, | discussed all the reasons a
teenager might start a micro business. They included to make money, to learn something, to
test an idea or to try out a potential career. Many micro business owners have a financial goal
such as saving for an expensive item like a car or financing college. Others hope that their
micro businesses will be profitable enough to help them launch a bigger business.

Look back to your motivation and reasons for starting a business. Never lose sight of that
reason when you become focused on making more money. Life is about more than making
money; it is about learning, helping people and stretching yourself to try new things.

Remember that a micro business can be successful if you have only one client or just break
even financially. You can also measure success by how much you have learned or obstacles
you have overcome.

If you have a financial goal and need to increase your profits, this chapter will get you started.
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How to Make More Money

At some point in their lives, all micro business owners ask, “How can | make more profit from
this business?” It's an age-old question, but it has a simple answer. There are only two ways
to increase your profit from your micro business.

1. Increase Sales
2. Decrease Expenses

You can try one way at a time, or both at once for a bigger impact. Naturally, neither of these
methods is easy, or you would already be doing them. | said they were simple, not easy!

Increase Sales

My earlier book, Running a Micro Business devoted an entire chapter to sales. Go back to
that chapter and refresh your memory on how to increase sales. Add to that list a few more
ideas to increase your sales.

e Advertise. Perhaps you need to look at your adverting and publicity. Maybe you need
more customers, so work on getting out word about your business. Examine what has
been successful in the past. Did emailing potential customers work well? Maybe it is
time to send out another round of emails to remind people that your business can
serve them. Persistence can pay off.

e (ffer a sale. Everyone loves to buy things on sale. Maybe your customers are
interested and just need to believe they are getting a great deal before they will buy
from you. Be sure to tell them how much they are “saving” by purchasing during your
sale period. Use phrases like “25% off” or “originally $19.95, now only $14.95.”

e Hold a contest. Contests work well if you want to get out word about your business.
Offer a free product or service for the winner of the contest.

e Develop a new sales promotion. Maybe you need to try a new selling angle,
emphasize different benefits of your product or change your sales presentation.
Presenting the same product in a new way might get customers to see your product in
a new way and buy from you.

Example: Catherine's babysitting service emphasizes her convenient after-school
hours. During the summer Catherine offers to take children to neighborhood parks and
swimming pools. Her advertising changes as the season changes.

e Try a new market. Brainstorm a few new markets that you have not tried before. Try to
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think of anyone who could use your services. If you mow grass for neighbors, branch
out to small business owners and see if they need mowing or weeding.

e Take a survey and listen to your customers. What do your customers complain about?
What are their needs? Ask them, “Is there anything else | can do for you?” You can
survey them in person or by email. One fun tool to use is SurveyMonkey.com. You can
create a 10 question survey for free and put it on your website. Ask what your
customers want and then give it to them!

e Offer new services. If you serve your customers in one way, think of another way you
could help them. If you babysit, offer to prepare dinner for the kids for an extra fee.

Example: Paul ran a lawn care service and listened to his clients complain about
moles destroying their lawns. He decided to add a mole-trapping service and made
more money from that new service than the original lawn care!

Decrease Expenses

Every dollar you can cut in expenses is a dollar of profit in your pocket, so cut those
expenses. Consider carefully every expense, especially reoccurring expenses. What seems
like “only” $20 a month can balloon to $144 a year.

In order to cut expenses, you must first know where you are spending your money. That starts
with a foundation of good record keeping. In Running a Micro Business, | discuss the
importance of recording all your expenses. Your bookkeeping really pays off when it comes
time to cut costs (it also pays off at tax time!). If you have been recording all your expenses in
a spreadsheet or software program, you should find it easy to create a report that shows your
expenses summed up by category. Examine each category and look for expenses that can be
reduced or eliminated. Consider nothing sacred (except paying your taxes!). Anything can be
cut in order to make your business profitable.

Don't Cut Quality

Obviously you want to avoid cutting the quality of your product. It will hurt sales if you find a
new supplier that is cheaper, but sends you shoddy products. Your reputation is at stake, so
sell the best quality you can afford to please your customers. Find cost-cutting measures in
ways that do not disappoint your customers.

Example: Patti ran a craft business and was paying $3.00 each for an important
accessory on a purse she was selling. The purse was selling well at craft shows, but
Patty wished to cut her expenses. She spent some time searching for a cheaper supplier
and was amazed to find the accessory could be bought for $.50 each! That immediately
increased her profit by $2.50 per purse!
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Zero-Based Budgets

One technique for reducing expenses is to prepare a zero-based budget. A zero-based
budget starts with $0 in every category of expense at the start of a year. You then justify every
expense. This keeps the “fat” or overspending out of your budget.

This is a different method from the way most people prepare a budget. They usually look at
last year's expenses and increase most categories by a small percentage, 2-4%, to account
for normal inflation. This approach is quick and easy, but it does not cause you to seek out
ways to reduce your expenses.

A zero-based budget forces you to ask, “How much should | be spending?” rather than, “What
did | spend last year?”

Example: Zach owns several websites and generates income from his ads on the sites
and affiliate sales of software products. One of his major expenses is internet hosting
fees. He spent $24.99 a month for hosting his various sites. That totaled $299.88 for the
year.

With a little hunting on the web, he discovered he could pay as little as $9.99 a month,
but he was unsure that he would get the customer service and stability he needed. He
didn't want to sacrifice quality for price. He went back to his web site host and found that
they offered a discount if Zach paid three months at a time and a larger discount if he
paid a year in advance. Zach saved almost $90 by paying for a year in advance.

Try doing what Zach did and shop around for a better deal occasionally. Ask if your current
supplier will negotiate a lower price. Sometimes your current supplier will match a lower price
that you found elsewhere just to keep your business.

Important Points

e Never lose sight of your initial reason for starting a micro business when you focus on
making more money.

e Life is about more than making money; it is about learning, helping people and
stretching yourself to try new things.

e There are only two ways to increase your profit from your micro business: increase
sales or decrease expenses.

e You can try many different methods to increase sales or decrease your expenses.
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In Chapters One and Two, | discussed how financial statements such as the income
statement and the cash flow worksheet can help you measure the financial success of your
business. In this chapter, you will learn about some ratios you can calculate from those
financial statements to further analyze your business.

Financial ratios are used frequently in business to quickly compare a business's performance
against its history, its future plans, or its competitors. There are literally dozens of financial
ratios that business analysts examine every day, but for a micro business, only a few ratios
are truly helpful. In this chapter, we'll focus on only three ratios concerning sales, expenses
and your profit.

In order to calculate these ratios you will need to have financial statements prepared for
several time periods, so you can make comparisons. Having at least a year of financial data is
extremely helpful in calculating ratios.

Ratios From an Income Statement

There are several ratios that can be calculated from an income statement. They each
measure the health of your micro business in different ways.

Cost of Goods Sold to Sales

This ratio tells you how much of every sale went into the product sold. It is desirable to keep
this ratio as low as possible. The actual ratio can range from 5% to 95% depending on the
type of business. For example, the grocery business has a Cost of Good Sold to Sales ratio of
90% or more, meaning 90% of every sale made goes into buying the food products sold in the
grocery store. A clothing retail store's ratio might range from 25-50%.



Money and Taxes in a Micro Business Carol Topp, CPA

Frequently this ratio is compared to a previous period. If the ratio increases from 25% to 30%,
the business owner may become concerned and will investigate why his costs are increasing.

It is calculated by using numbers from the income statement:

Cost of Goods Sold = Cost of Goods Sold to Sales ratio
Total Sales

Expenses to Sales

This ratio tells you how much of every dollar in sales goes to paying expenses. Like Cost of
Goods Sold to Sales ratio, this ratio can range from 5%-95%, although 50% or less is typical.
A business owner will be concerned if the ratio increases over time because it means his
expenses are increasing (or his sales are decreasing).

Total Expenses = Expenses to Sales ratio
Total Sales

Profit to Sales (sometimes called Return on Sales)

This ratio tells you how much of each dollar of sales you get to keep in profit. Naturally, a
business owner wants high profits, but this ratio could be quite small, such as 1%-25%. A
business owner likes to see this ratio improve over time, or at least not go down.

Net Income (or Profit) = Profit to Sales ratio
Total Sales

Gross Margin to Sales
This is a percentage that shows your markup on products sold before you have any other
expenses.

Gross Margin = Total Sales — Total COGS
Total Sales
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Example Using Financial Ratios

Lynn runs a craft business. Here is her income statement for a full year.

Income Statement for 2010
Income
Sales $1,575.00
Cost of Goods Sold -$785.00
Gross Margin $790.00
Expenses
Adwertising (website) $60.00
Booth rental $120.00
Sales tax $78.00
Total Expenses $258.00
Net Income $532.00

Lynn calculates a few helpful ratios from this income statement.

Cost of Goods Sold $785.00 0.
Total Sales $1,575.00

Total Expenses $258.00 0.
Total Sales $1,575.00

Profit $532.00 0.
Total Sales $1,575.00
Total Sales — Total COGS $790.00
Total Sales $1,575.00

50

16

34

0.5

Carol Topp, CPA

These ratios tell Lynn that 50% of her sales go to pay the cost of the goods she sold, 6% of
her sales go to pay expenses, and 34% is her profit. Another way to look at these ratios is in
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terms of the dollars of sales. For every dollar in sales, she spends $.50 on the cost of the
goods she sold and $.16 on expenses such as advertising and booth rental fees; she gets to
keep $.34 in profit.

How Ratios Help Your Micro Business

These ratios might be interesting, but how do they help Lynn run her business better? The
ratios are most useful when you can compare them to something else, such as your past
financial ratios, a competitor or an industry standard.

Lynn's competitors are other craft sellers and they might not be willing to discuss their profits
with a competitor, but Lynn could try to find financial information by searching her local library
or the internet.

From http:/www.bizstats.com, Lynn learns that retail clothing stores have a COGS/Sales
ratio of .54 (or 54%) on average. Lynn compares this industry average to her ratio of .5 (or
50%), so she is close to an industry standard. On average, the Expenses to Sales ratio for the
retail industry is 34%, almost double what Lynn has in expenses. Lynn keeps her expenses
low by only selling at craft shows and not having to pay for a permanent store. Finally, a
typical retail clothing store has a Net profit/Sales ratio of 13.4%, so Lynn feels happy that she
is making 34% (or .34) of profit from her sales.

But Lynn knows that her micro business is very different from a retail clothing store (that's the
closest industry standard she could find on the internet). The real value in the ratios comes
from comparing Lynn's business to her past history.

Lynn compares her business ratios from 2010 to last year, 2009. Did she do better or worse in
20107 The ratios tells us that Lynn increased her Profit to Sales ratio from .21 to .34, meaning
that she used to keep only $.21 of every dollar in sales as profit for herself, but in 2010 she
kept $.34 for every dollar in sales. She did better in 2010 than in 2009.

2010 2009
Cost of Goods Sold 0.50 0.53
Total Sales
Total Expenses 0.16 0.26
Total Sales
Profit 0.34 0.21
Total Sales

MicroBusinessForTeens.com 32



Money and Taxes in a Micro Business Carol Topp, CPA

How did that happen? The ratios also tell us that Lynn has reduced her cost of goods sold
from .53 to .50 and decreased her expenses to sales ratio from .26 to .16. So Lynn has done
something to cut her Cost of Goods Sold and her expenses. This gives her more profit. These
are all good trends that tell Lynn her business is improving.

Goal Setting With Ratios

Ratios can also be used as goals to achieve. Many businesses set a goal to have a Profit to
Sales ratio that is better than last year. They track their progress throughout the year to see if
they will achieve that goal. Having a goal to reach by improving a ratio can encourage
business owners to cut expenses and have a healthier, more profitable business. Goals also
motivate business owners to keep good records and to review financial reports—such as the
income statement—on a regular basis to see how they are progressing.

Example: Robert runs a photography micro business. He wants to increase his Profit to Sales
ratio from 40% to 50%.

Robert's Photography Business
Goal: Increase Profit to Sales ratio from .40 to .50
Quarter 1 Quarter 2 Quarter 3 Quarter 4

Sales $100.00 $100.00 $100.00 $100.00
Expenses -$60.00 -$56.00 -$53.00 ?7?
Profit $40.00 $44.00 $47.00 ?7?
Profit to Sales

ratio 0.40 0.44 0.47 0.50

Robert's Profit to Sales ratio is improving every quarter all year long. He is getting close to his
goal of .50 (or 50%). Robert must keep his expenses to $50 or less in the last quarter to meet
his goal of a Profit to Sales ratio of.50 (or 50%).

| hope you can see how useful ratios can be, especially when used in comparisons to other
businesses and to your own history. Make it a habit to create an income statement on a
monthly or quarterly basis and calculate the ratios mentioned in this chapter. They will help
you measure the financial success of your micro business.
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Important Points

e Financial ratios are used to quickly compare a business's performance against its
history, its future plans, or its competitors.

e Financial ratios are most helpful after you have been running your micro business for
more than a year.

e The ratios are most useful when you can compare them to something else, such as a
competitor or an industry standard.

¢ To achieve a particular ratio can also be a good goal for a business.

e Goals motivate business owners to keep good records and to review financial reports
on a regular basis to see how they are progressing.

e (Creating an income statement on regular basis and calculating the ratios will help you
measure the financial success of your micro business.
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Chapter Five
Federal Taxes

| am frequently asked if a teenager owes taxes. The simple answer is “Yes, any American
earning income regardless of their age, owes tax.” The difficult part to answer is how much
does a teenager owe in taxes, because there are several types of taxes a teenager might pay
and several exceptions to the tax laws for people under age eighteen.

In this chapter, | will focus on the taxes that apply to business income. There are other tax
considerations that can affect teenagers such as investment income and earned income from
a job, but for now we are only covering income from a business. For details on other tax
situations, visit my website http:/TeensAndTaxes.com. There you can order a copy of Teens
and Taxes: A Guide for Parents and Teenagers.

Every sole proprietorship in America pays at least two types of taxes: federal income tax and
self-employment tax. There are several other types of taxes, including employer taxes, sales
tax and state income tax, but federal income tax and self-employment tax are the two largest,
so we'll begin there. State and employer taxes are covered in Chapter Seven and sales tax is
covered in Chapter Eight.

Federal Income Tax for Business Owners

As a teenage micro business owner, you will report your net income from business (more
commonly called profit) on a tax form called Schedule C Profit or Loss from Business and
include the Schedule C with your Form 1040, the federal tax form for individuals. You should
file your own tax return; do not report your business income on your parents' income tax
return. You can still be claimed as a dependent on your parent's tax return (if you meet the
dependency tests), so tell your parents not to worry that they will lose you as a dependent
when you file your own tax return.
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True Story: When my daughter Emily started teaching piano lessons, she had to
report her business income on Schedule C of her own tax return. My husband and | still
listed Emily as our dependent on our own tax return. Naturally, since I'm a CPA, |
prepared both tax returns. Your parents may want to get a CPA to help prepare the tax
returns when you launch your micro business.

Schedule C (see on the next page or at http://www.irs.gov/pub/irs-pdf/f1040sc.pdf ) is a listing
of all your income and all your expenses from your micro business. There is a simpler form
called Schedule C-EZ. The Schedule C-EZ is only one page long and does not have you list
all your expenses in detail; you just report your total expenses as one number. You can use
the C-EZ form if:

* Your expenses are $5,000 or less

¢ You have no inventory

e You do not have a loss (a loss is when you spend more on the business than you

made and therefore lose money)
e Have no employees
e or have some other uncommon tax issues listed on the form C-EZ

In the following example, Tom Teenager made $7,550 in income from his micro business. He
had no inventory of products to sell and no employees. He also had $525 in expenses, which
Tom doesn't list in detail on his C-EZ, but he knows what they are, such as advertising,
software and internet fees.

His net income (profit) is $7,025 for the year. He will pay federal income tax and self
employment tax on that net income.
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SCHEDULE C-EZ

Net Proflt From Business

OMB Mo, 16435-0074

Tom Teenager

{Form 1044) {Sole Propristorship) 5)(7) 1 0
Deparment of tha Treasury * Partnerships, joint ventures, stc., generally must file Fc-rm 1065 or 1065-B. htf:lrll:;nt

Intemal Fevenue Serdca (23) B Attach to Formn 1040, 1040NR, or 1044, » See instructions on page 2. saquence Mo, (1O
Mame of proprstor Soclal sacurlty numbsr (S5M)

m General Information

# Had no employess during the year,
« Arz not requirsd to file Form 4562,

businssas,

= Had only one business &z sither a solke
progristar, qualifisd joint wnturs, or

. ﬁ: buziness expenses of $5,000 or —
You May Use ’ ,
= Lk the cash method of accounting.
Schedule C-EZ
Instead of = Didd not have an inventary at any time
Schedule C during the y=ar. And You: rrust fils.
Only If You: = Oidd not have a et loss from your

Depreciation and Amortization, for
thiz businsas. Ses the instructions for
Seheduls C, line 13, to fird out if you

# Do not deduct expensss for business
usze af your homes.

# Do ot havve prior yeer unallowsd
paasive activity loesss from this

atatutony employes, busiress

A Principal businsas or profaasion, including product or servics
Web Design

B Enter business cods [se2 pags 2)

<

C  Business name. If no separate business name, kave blank.

Entar your BN (322 page 2)

E EBusiress address including auite or room no.). Addrees not reguired if same as on page 1 of your tax rsturn.

City, town or poet offics, atate, and ZIP cods

m] Figure Your Net Profit

1 Gross receipts. Caution. See the instructions for Schedule C, line 1, and check the box if:

* This incames was reportsd to you on Form W-2 and the “Statutory employes”™ box
an that forrm was checked, ar

* You are a member of a qualifisd joint venturs mporting only rental real estats
incorme nat subject to self-employment tas

2  Total expenses (seo page 2). If morethan $5,000, you must uss Schaduls C

N |:| 1 7550

2 525

MNet profit. Subtract line 2 from ling 1. If less than zero, you must uze Schedule C. Enter on both
Form 1040, ling 12, and Schedule SE, line 2, or on Form 1040MR, line 13. (If you chacked the
box on line 1, do not report the amourt from line 3 on Schedule SE, line 2) Estates and trusts,

gnter on Form 1044, line 3 |

3 7025

As you can see, Tom's tax return for his micro business is quite simple.

The Schedule C-EZ can be used by many micro businesses, but it is a good idea to become
familiar with the longer Schedule C and the categories of expenses. | recommend you use
these categories when recording your expenses to make tax preparation easier. Later in this
chapter, | list many common business expenses that can be deducted on your income tax

return.
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fFCHE [?lg!‘-.ﬁ} ¢ Proflt or Loss From BusIness OME No. 1545-0074
om {Sole Propristorship) l-ﬂ
Department of the Treasury » Partmerships, joint ventures, ste., gensrally must file Form 1065 or 1065-B. .ﬂm,acrrnant
Intemial Fevenue Servdca (=) | B Attach to Form 1040, 1040NR, or 1041. = Sse Instructions for Schedule C (Form 1040). Saquence Mo, 09
Wame of propristar Soclal sacurlty numbsr {SSM)
A Principal buginsss or profassion, inchiding product or servics (ses instructions) B Enter code from pages C-2, 10, & 11 I
2 I I

[ Businesa nams. If no ssparate business nams, leave blank, D Employar 1D number (EIN), IT any

L i i1
E Businass address fncluding suits or room nol =

City, town or post office, state, and ZIP cods

F Accounting method: (1) [ Cash 12 Oaccnaal (¥ [ Other [zpacify) »=
G Dicl you “rnaterially partizipate” in the operation of this businssas during 20907 If *“No," ses irstructions for limit on loesss [JYes []Ho
If wour atarted or acquired this busineas during 2010, check hars . . . . . . . L . . . L L . . . . . ..k [
m Income
1 Gmoss eosipts or sales, Caution. See instructiors and chack the box if
* Thia income was reportsd to you on Formn W-2 and the *Statutory employes”™ box
on that form was checked, or e
+ You are a mamber of a qualified joint venture mporting only rental =al estate D 1
inzorme not subject to salf-employment tax Also ses retructions for limit on loessa,
2 Retums and allowances . 2
3 Subtract line 2 from line 1 . e e e e 3
4 Coatof goods sold (from line 42 on page El e e e e e e 4
& Gross profit. Subtract line 4 from lins 3 . 5
& Other income, inchluding federal ard stats gascline or fl.l=| £V cre-:lrt o rra-fl.lrd [ee= instructions) . . B
7  Grossincoems. Addlines Sand® . . S e e e e e e s s e 7
m Expenses. Enter expenses f-c-r bu;lness use of our home only on line 30.
8 Adwertiging . . . . 2 18 Office sxpanes . . . .18
@ Gar and thuck expensss s 19 Pension and profit-sharing plans .18
instructions). . . . . ] 20 Rent or lsass (s instructions):
10 Commissions and fese . 10 a  Wehicles, machinsny, and equipment | 20a
11 Cantract labor (see instructiors) | 14 b Cther business property . . . | 20b
12 Deplktion . . . . . 12 21 Repairs and maintenance . LA
13 Depreciation and section 178 22 Supplies not included in Part 1y . | 22
sxpenze  deduction (ot 23 Teames and licanass | ]
inclucked i Part I} fess 24 Trawel meals, and antertainmesnt:
iretructions). . . 13 a Trawsl. . . . coe . . | 2da
14  Employss benefit programs b Deductible meals ancd
[other than on line 19, . 14 antertaiment (ses instructions) . | 24b
15  Insurancs (other than health) 15 25  Lhilites . . 25
16 Interest: 26 Wagea (leas dﬁpl:ﬁﬂ'ﬁ:ﬁtcﬁ:‘dlt&l 26
a Mortgage (paid to barks, stc) | 18a 27 Other expensas (from line 48 on
[ = 16k page2) . . . . . . . . Lar
17 Legal ard professional
asrvices ., . 7
28  Total ewpenses I:uaf-:-re- expreas for business uss of homs, Add lines @ through 27 . . . . . .= | &8
29  Tentative profitor (loes). Subtract lins 28 from lins 7 . il
30  Experees for business was of your home, Attach Form G629 30
a Met profit or (less). Subtract line 30 from line 29,

When Does a Teenager Owe Income Tax?

The United States tax code is updated every year and the amount taxed can change from
year to year. In 2010, a teenager with total earned income of $5,700 or more will owe federal
income tax. The $5,700 amount is adjusted every year and is the same as the standard
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deduction allowed a single (unmarried) taxpayer.

This $5,700 (in 2010) includes your all your earned income from a job and your profit from
your micro business. If you have earned income of less than $5,700, you will not owe any
federal income tax. Great! But keep reading because you may owe other taxes such as self-
employment tax or still need to file a return.

The US tax system charges you a percentage of your profit in income tax. These percentages
are called tax brackets. The tax percentage rates (as of this writing) are

¢ 10% of your taxable income up to $8,375 (in 2010)

¢ 15% of your taxable income from $8,375 to $34,000

| tell you these rates (or brackets) to give you some idea of what percentage of your profit you
will owe in federal income tax. The rates are subject to change (up or down!).

Notice the tax rates apply to your taxable income. Taxable income is your net income
(or profit from your business) minus any deductions you get to take as allowed by the
law. Every tax payer is allowed a standard deduction, even teenagers! The standard
deduction for 2010 is $5,700 for a single (unmarried) taxpayer.

So to continue our example, Tom Teenager had a $7,025 profit from his business. He did not
have any other earned income from a job. After he subtracts his standard deduction of
$5,700 (something everyone gets to deduct, even teenagers), he has taxable income of
$828.

Here is part of Tom's Form 1040 that shows his adjusted income ($7,025 all from his micro

business minus some adjustments to equal $6,528), his standard deduction of $5,700 and
his taxable income of $828. Tom owes federal income tax of $84 (line 44).
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Tax 38 Amountfrom line 37 (adjusted gross iNCOME) v ieriirrenserneronrons 38 6,528
and .

. 3% Checkif (JYouwere born before January 2, 1945, []Blind Total boxes
Credits __checked

[JSpousewas born before January 2, 1945 []Blind  30g| O

Standard b If your spouse itemizes on a separate return or you were a
Deduction dual-status alien, checkhere ...oviiiiiiiiiirerrerienenns »38b
for —
@People 40a ltemized deductions (from Schedule A) or your standard deduction . |40a 5,700
who b If you are increasing your standard deduction by certain real estate
checked taxes, new motor vehicle taxes or a net disaster loss,
any box on attach Schedule Land check here  ..ooviniiinniinnnnnens 400 [
line 35a, . .
o or 40b 41 SUBIACLINE 40ATOM NE 3B +vverenenenen e e e e eeeneneens a 828

h
E;\‘;ﬂﬁﬂgﬂdn Exemptions. [fline 38 is $125,100 orless and you did not provide
43 3 housing to a Midwestern displaced individual, multiply $3,650 by
dependent, the number on line 6d. Otherwise, see INSTUCONS .. oviiiiiiiiiannas 42 0

instr.
[F== "= 43 Taxable income. Subtractline 42 from line 41. Ifline 42 is more than
Wl others: line 41, enter-0- s r s s s s s s s s s 43 828
Singl
,,,';'Erii,j” 44 Tax. Enter additional tax if any from:
fili
separately, @ Form(s) 8814 0 b Form 4972 0 44 B4

Notice on the form below that line 42 Exemptions is zero. This is because Tom is claimed as
a dependent on his parents' tax return. Each person gets to claim one exemption for
themselves and any dependents. Tom's parents will subtract $3,650 for Tom's exemption on
their tax return. Tom does not subtract the $3,650 on his tax return, because his parents are
using his exemption on their tax return. Tom and his parents cannot both claim Tom's
exemption. There is only one exemption to go around and usually parents take the exemption
on their tax returns because their tax rates are higher and they can use every tax deduction

and tax exemption they can get!

When Does a Teenager File a Tax Return?

Your micro business profit may be so small that you will not owe any federal income tax. You
may still need to prepare and send in a tax return. A tax return should be filed even if not

required in at least two situations:

e Income tax was withheld from working on a job and you are due a refund of that

money.

e Your micro business may owe self employment tax (see below).
e Other specific situations involving investment income or loss may mean a teenager
files a tax return. See my ebook Teens and Taxes: A Guide for Parents and Teens at

http://TeensandTaxes.com for details.
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Self Employment Tax

In addition to federal income tax, there is another tax on the Form 1040 that affects teenage
micro business owners. It is called self employment tax (or just SE tax). SE tax is the same
as Social Security and Medicare for self employed people (micro business owners are self-
employed because they do not have an employer—a boss.).

The self employment tax rate is approximately 15.3% of your micro's profit. If a student has
net income (profit) of over $400 from a micro business, they will owe self employment tax.
The $400 threshold has not been adjusted in decades. Many teens who have micro
businesses find that they may not owe federal income tax, but do owe self employment tax.
(at 15.3% of their profits!).

Additionally, there are no deductions or exemptions to the self employment tax, unlike the
federal income tax. This can come as a surprise to many teenagers and micro business
owners.

Example: Tom Teenager had a net income (profit) of $7,025 in 2010 from his micro
business. This was Tom's only income. As we saw above, he owes $84 in federal
income tax. Tom will also owe $993 in self employment tax (See Schedule SE, line 6
below). He owes more in self employment tax than in federal income tax!

Section A—Short Schedule 5E. Caution. Read above to see if you can use Short Schedule SE.

1a MNetfarm profit or (loss) from Schedule F, line 36, and farm partnerships,
Schedule K-1 (Form 1065), box 14, COdB A it ii e icns s eneranannnnn 1a 0
1b I you received social security retirement or disability benefits, enter the amount

of Conservation Reserve Program payments included on Schedule F, line 6b, or
listed on Schedule K-1 (Form 1065), DoX 20, CO0E Y +vevvenennnnenenenennenenss 1p( o)

2 Netprofit or (loss) from Schedule C line 31 and Schedule K-1 (Form 10685),
box 14, code A (other than farming). Ministers and members of religious orders,
see page 3E-1for types of income to report on this line.
See page SE-2for other iNCometo repor oo e e ee s erananas 2 7,025

3 Combine lines 18, 10, And 2 .ttt satsassassaasaarsasaaasannnnann 3 7,025

4 HNetearnings from self-employment. Multiply line 3 by 92.35% (92358). If
less than $400, do not file this schedule; you do not owe self-employment

2= S P |4 6,488
5  Self-employment tax. Ifthe amount on line 4 is:
® 5106,800 orless, multiply line 4 by 15.3% (.153). Enter
the result here and on Form 1040, line 56. 5 5973
® [More than $106,800, multiply line 4 by 2.9% (.029). Then, ﬁ """
add $13,243.20 to the result. Enter the total here and on
Form 1040, line 58, &

6 Deduction for one-half of self-employment tax.
Multiply line 5 by 50% (.5).
Enter the result here and on Form 1040, line 27 ..oovvvvnnns & 497
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Amazing? Yes it is! How can you reduce or eliminate paying the self employment tax? There
are three legal ways:

e Work as a household employee (discussed in Chapter Six).

e Work for your parents doing legitimate work in a business they own.

e Take every tax deduction you are legally entitled to take to reduce your net income
(profit). This is where good record keeping pays off. The following section discusses
legal tax deductions.

True Story: Beth started a craft business decorating flip flops with colorful cloth. She
keeps her business very small because her goal is to learn a lot and have fun selling.
She told me that her profit was always below the $400 threshold for paying self
employment tax. That's a tiny micro business! Beth's business may grow someday and
then she will charge more so she has enough money to pay her self employment tax.

Legitimate and Legal Tax Deductions

How can you reduce the taxes that you pay? The best legal way is to take every tax
deduction you are allowed. Here are several tax deductions common to teenage micro
business owners.

Mileage

The miles that you drive to a job or a client, to shop for business supplies, to the bank or to
consult with your accountant are all business deductions. Keep track of the date, destination
and miles.

Tip: To keep things simple, | record the miles on a calendar | carry in my purse.
Sometimes | have to use Google Maps to calculate the mileage if | didn't check my
car's odometer on the day of the trip. Some micro owners use their Blackberries or cell
phones to record mileage. The IRS requirement is that mileage records be written,
actual (not estimates or guesses) and kept “contemporaneously,” meaning at the same
time as the trip, not months later.

Business Use of Home

There is a business deduction called Business Use of the Home that allows a portion of your
rent or mortgage payment, property tax, utilities and insurance as tax deductions if a portion
of the house is used exclusively and regularly for business. Only the owner of the home can
take the deduction. Most teenagers do not own their homes; their parents are the owners, so
the Business Use of the Home deduction cannot be claimed by the teenager. Your parents
cannot claim the Business Use of the Home deduction for your business because the
business is yours, not theirs. Sorry, but that's the law.

Meals
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Meals with clients or for business purposes, such as at a conference, are deductible at 50%
of their cost. Give your accountant the full cost of the meal and he or she will calculate the
appropriate amount for tax purposes.

Clothes

If your work requires a costume or uniform, it is a legitimate business deduction. Dry cleaning
the special outfits is also deductible. Ordinary clothing that you can wear on the street is not a
business expense, but is considered a personal expense and not tax deductible.

True Story: A business owner purchased a suit to look more professional when he
made some visits to potential clients. He didn't own a suit before he went into business.
“Can | deduct it?” he asked me. No, sorry, the suit is not a business expense, but a
personal expense because he can wear it on the street, for non business purposes.
But | hope the suit got him the new client!

Office Supplies and Equipment
Office supplies, furniture, postage and your computer are all business deductions. Also
deduct any software you purchase to run your business.

Utilities

Most micro business owners do not have utilities (gas, electric, water, etc) because they do
not own a building for their business. But internet and cell phone expenses are utilities that
are common in a micro business and can be a tax deduction. Internet and cell phone
expenses should be split into business and personal use. The first phone line into a home is
considered a personal expense and not deductible as a business expense.

Tip: “How do | calculate the personal or business use of my cell phone,” a client asked
me. “Use a reasonable estimate,” | told her. Any reasonable method such as the
percent of time spent on the computer doing business verses pleasure can be used. Or
if there are four people in the family, all using the computer but only one person uses
the internet for business, it would be reasonable to consider 25% of the internet fees as
business expense.

Advertising

Business cards, brochures, a website and signs are all business tax deductions. If you put a
sign on your car, then the cost of the sign on your car is a business expense, but not the car
itself.

Education
Classes, conferences, trade journals, magazines and books you read to enhance your
knowledge of your business are business deductions.

True Story: | subscribe to the Wall Street Journal. It greatly enhances my
understanding of business, accounting and taxes. The subscription cost is a business
deduction. | also read Simple Scrapbooking, but it is for pleasure, not business, and is
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not a business deduction.
Tip: The cost of this book is a business deduction!

Hired Help

Independent contractors and professionals that you hire for your business are legitimate
expenses, even though they are not employees. Employee wages and associated payroll tax
are business expenses.

True Story: Phil hires independent contractors to do logo designs for his web hosting
business. Lucas hired three friends as employees to help him cut grass in his lawn
mowing business. Both these payments are business expenses.

Read more about hiring employees or independent contractors in Chapter Nine.

Taxes

There are several taxes a business might pay such as sales tax, payroll tax on employees,
and property tax. These are all business expenses and allowed as tax deductions. Also,
required licenses and government fees for a name registration or vendor's license are
deductible. Federal income tax and self employment tax are not considered business
expenses and not tax deductions. State and local income taxes are also not business
expenses.

Read more about sales tax in Chapter Eight and payroll and state income taxes in Chapter
Seven.

It is important to know what expenses can be deducted on your tax return so that you pay
less in taxes! If you have any questions about what expenses can be deducted on your tax
return, ask your local CPA.

Important Points

e Federal income tax must be paid by micro business owners.
e Micro business profit is reported on Schedule C of the Form 1040.

e Self employment tax is the same as Social Security and Medicare for self employed
people including micro business owners.
e There are several business deductions that can lower what you pay in taxes.
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Chapter Six
Who Are You? IRS Classifications of Teenage Workers

Are you a micro business owner, an independent contractor or an employee? Sometimes it is
not easy to tell. The same work, such as child care can be classified in three different ways
depending on where you work, who you work for and how you are paid. It can be confusing
to many teenagers and their parents. Worker classification is important because it affects the
taxes you pay—or do not have to pay—and that affects how much money stays in your
pocket!

Employee or Independent Contractor?

When determining worker classification, we turn to the United States Internal Revenue
Service (IRS) for definitions and guidance. The IRS classifies workers into two main
categories:

e Employee: Someone performing services who is controlled by the employer in what is
done and how it is done.

¢ Independent Contractor: Someone performing services, where only the results of the
work is controlled by the person hiring the worker; the means and method of
accomplishing the work are not controlled.

Here are some examples. Can you tell the difference between the employee and the
independent contractor?

Example: Patrick, a web designer, submitted a job estimate for a website design and
installation project at $15 per hour for 12 hours. He is to receive a total of $180 from
his customer, Betty's Beauty Spot paid at $60 every week for the next three weeks.
This is not considered payment by the hour. Even if he works more or less than 12
hours to complete the work, Patrick will receive $180. He also performs additional
website design projects for other businesses that he obtained through advertisements.
Patrick is an independent contractor.
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Example: Donna is a salesperson employed on a part-time basis by Blue Sail, an
clothing boutique owner. She works 4 days a week, and is on duty in Blue Sail's
showroom on certain assigned days and times. She waits on customers, sets up
clothing displays and cleans the floors. Because of her experience, she requires only
minimal assistance in running the cash register and setting up clothing displays. She is
paid by the hour and is eligible for prizes and bonuses offered by Blue Sail. Donna is
an employee of Blue Sail.

Is a micro business owner an employee or an independent contractor? Usually they are
independent contractors. The IRS tells us that people who have an independent trade,
business, or profession in which they offer their services to the public, are generally not
employees; they are independent contractors. I'll discuss independent contractors later in this
chapter, but first you should be aware of a common exception to the rule.

Household Employee

| said the IRS classifies workers into two groups: employees and independent contractors,
and that most micro business owners are independent contractors. But there is a common
exception to that general rule: some micro business owners can run their own business, but
still be considered employees. They are a special class of workers called household
employees.

A household employee is a housekeeper, maid, baby-sitter, gardener, or someone else who
works in or around a private residence. Some examples from the IRS include:

Babysitters
Caretakers
Cleaning people
Domestic workers
Drivers

Health aides
Housekeepers
Maids

Nannies

Private nurses
Yard workers

Household employees under the age of 18 are not considered self employed micro business
owners for tax purposes and so they do not pay self employment tax.
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Some micro businesses that teenagers can start are exempt (meaning free or excused) from
paying self employment tax. Avoiding self employment tax can mean a lot more money in
your pocket. Remember the example in Chapter Five when Tom Teenager had to pay $993 in
self employment taxes? The self employment tax can get very expensive.

Several years ago a special category of workers was created called household employee.
You can be classified as a household employee if :
e you are under age 18 at anytime during the year and
e a student (meaning working is not your main occupation; being a student is your main
occupation) and
e you work in or around a private residence as an employee (being an employee means
that someone can tell you what to do).
All three things must be true.

So if you are under age 18 and want to avoid paying self employment tax (and believe me,
you want to cut taxes legally wherever you can), seriously consider a micro business that
involves working in or around a private residence as a household employee. Lawn mowing
and babysitting have long been great micro businesses for teenagers and now you know why
—no self employment taxes to pay!

Example: Sarah goes to a neighbor's house and babysits their three children several
times a month. In one month she made $75. She is a household employee. Sarah will
not owe self employment tax on her babysitting income. If she earns less than $5,700
(in 2010), she will not owe federal income tax, either. If Sarah decided to run a day
care service during the summer from her home, she would not be a household
employee, but rather a micro business owner instead. She will then owe self
employment tax (and perhaps federal income tax) on her profit.

Independent Contractor Status

Independent contractors are self employed business owners. They are hired for a specific
task or project (like plumbing or tax preparation), bring their own tools, work for several
clients and do not need training. Most micro business owners are independent contractors.

Examples of typical independent contractor jobs include
e website designers

computer repairmen

entertainers and musicians

editors and freelance writers

tutors

As | mentioned in Chapter Five on federal taxes, self employed independent contractors must
pay self employment tax at approximately 15.3% of their profit. Self employment tax is the
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same as Social Security and Medicare taxes. This is different from an employee who pays
only half of their Social Security & Medicare taxes from their paychecks. The other half is paid
by their employer. As a self-employed person, an independent contractor pays both halves of
Social Security and Medicare taxes and so it is called something slightly different—self
employment tax.

This means an extra tax burden on independent contractors compared to employees. Many
teenagers do not realize this extra tax burden when they start a micro business. This should
not discourage you from starting a micro business—it just informs you of another
responsibility you have to pay your taxes.

Worker Misclassification

The definitions of employee and independent contractor can be confusing. The IRS is not
always very helpful when they say things like “whether people are employees or independent
contractors depends on the facts in each case.”’ Sometimes employers, their teenage
workers and the parents are all left confused.

Unfortunately, some adults take advantage of a teenager's lack of tax knowledge and try
cheating them by reclassifying the teenager as an independent contractor when they should
be classified as an employee.

True Story: Last tax season, Todd's mother contacted me. Todd, a teenager, had been
hired to work in construction and thought he was an employee. Todd and his mother
were confused and surprised to be given a 1099MISC form instead of a W-2. A
1099MISC form is given to independent contractors and showed that no taxes had
been withheld or paid to the IRS. On the other hand, a W-2 is the form given to an
employee to show the total income earned in a year and clearly shows how much tax
was sent to the IRS on behalf of the employee. Imagine their surprise (and anger)
when | explained that Todd was a self-employed business owner and would owe
income tax as well as self employment tax.

Was Todd an employee or an independent contractor? | discussed the facts of his work
situation with his mother. He was hired by a business owner to do construction work. Todd
and several other teenage boys used the business owner's tools, worked only for him all
summer and did what they were told (like employees). Todd should have been treated like an
employee and had taxes withheld from his paycheck. | explained to his mother that the IRS
has a procedure for complaints of worker misclassification. You can read about it here:
http://www.irs.gov/businesses/small/article/0.,id=99921.,00.html

How could this misclassification of a worker happen? Todd's employer probably didn't want to
do the extra paperwork involved with employees. Maybe he was trying to avoid paying

'http://www.irs.gov/businesses/small/article/0,.id=179115,00.html)
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employer taxes like Social Security and Medicare, unemployment insurance tax or worker's
compensation. Todd was paid with a check or in cash each week, but no pay stub showing
his tax withholdings was ever given to him. This was a clue that something was wrong.

Learn a lesson from Todd and look at any paycheck you receive to see if Social Security
(called FICA on a pay stub) and Medicare taxes have been withheld. If it is not clear, show
your paycheck to your parents. Then ask your boss if you are classified as an employee or an
independent contractor. Worker misclassification is widespread, and unfortunately, teenagers
are frequently victims. The IRS takes the issue of worker misclassification very seriously. If
you feel you have been misclassified, the IRS is your friend and ally. Read the IRS website
for more information on what you can do:
http://www.irs.gov/businesses/small/article/0.,id=99921.,00.html

Important Points

There are two general worker classifications: employee and independent contractor.
Usually micro business owners are independent contractors.

Household employees do not pay self employment tax.

Independent contractors pay self employment tax.

Worker misclassification is very common especially among teenage workers.
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Chapter Seven
More Taxes: State, Local and Employer Taxes

In Chapter Five | discussed federal income tax and self employment tax, but there are several
other types of taxes to consider including sales tax, state and local taxes, and employer
taxes. In Chapter Eight | will discuss sales tax. This chapter covers state, local and employer
taxes you may need to pay.

State and Local Income Tax

Most states and cities will tax your profit from a business regardless of your age, just like the
Internal Revenue Service. Most states will let you file your taxes for your micro business on
your state's personal tax return filed at the end of the year. Each state and locality has its own
income tax forms, but they usually take the federal Schedule C (or the shorter C-EZ) as a
record of business income.

Example: In my state of Ohio, a teenage micro business owner files a tax return called
an IT-1040, the form for individual taxpayers. The form takes total income from the
federal Form 1040, and does not ask for business income to be shown separately. But
many cities in Ohio frequently ask for a copy of the business form, Schedule C or C-
EZ, to be attached to a city tax return.

A few states or towns will offer exemptions from tax if you are under age 18. Check with a
local professional tax preparer to see if you might be exempt from state or local income tax
because of your age.

True story: Lucas lives in the city of Loveland, Ohio (funny name, but a nice place to
live). Loveland does not tax small business income for taxpayers under the age of 18.
Once Lucas turns 19, he will have to pay city income tax of 1% of his profit to the City
of Loveland.
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Employer Taxes

Federal income tax, self employment tax, state and local income taxes...is your head spinning
yet? It can be hard to keep it all straight (that's where a local accountant can help) and now |
am throwing another type of tax at you: employer taxes. These are taxes that an employer
pays on the wages he pays his employees. The most common employer taxes are Social
Security and Medicare taxes. Some states require employers to pay workers compensation
tax (in case a worker is injured on the job) and unemployment taxes (when a worker is laid off
from his job). The taxes for workers compensation and unemployment taxes vary by state, so
talk to a local accountant about these taxes before you hire an employee.

In general | discourage teenage micro business owners from hiring employees for several
reasons:

e Micros are supposed to be easy to start and to end. If you have employees depending
on you for their income, it is harder to close down the business.

e Micros are simple businesses, but employing workers is not simple. There are taxes to
pay, forms to fill out and deadlines to worry about.

e Micros should stay manageable, so you can still have a life outside of your business.
Managing people is one of the most difficult issues for any business owner. |
recommend that teenagers focus on learning business skills now and wait until they
are more experienced before hiring employees.

Chapter Nine offers an alternative to hiring employees—hiring independent contractors to do
specific tasks. Independent contractors are workers that you can hire for a project or task
such as web design or tax preparation. They are not treated as your employees. | recommend
you consider hiring independent contractors to help in your micro business instead of
employees.

All that being said, | will share some basic information on the taxes you will pay if you do hire
employees.

Checklist for Hiring Employees (if you must)
e Visit the Department of Labor website for teenagers called YouthRules! At

http://youthrules.dol.gov. You will learn what jobs a teen employee can perform (or not
perform) and what hours they can work.

e Get an Employer Identification Number (EIN) from the Internal Revenue Service (IRS). An
EIN is like a social security number for businesses. They are offered for free by the IRS.
(Go to www.irs.gov/taxtopics/tc755.html for more information on the EIN). To get your EIN
go to www.irs.gov and search for “EIN.” You can fill in the SS-4 on-line or print it out for
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mailing. Keep a copy for yourself. If you are in a hurry, you can apply by telephone (call
the IRS at (800) 829—4933), fax or on-line for an EIN.

e Read IRS Publication 15 Employers Tax Guide. It has a checklist of forms and dates that
you will need to file. Publication 15A Employer's Supplemental Tax Guide has helpful
information on worker classification and independent contractor status. View the
publications at the IRS website www.IRS.gov.

e Visit http://www.irs.gov/businesses/small/article/0.,.id=172179.00.html for a list of taxes
including Social Security tax, Medicare and unemployment tax.

e Make an appointment with a local Certified Public Accountant (CPA) to discuss employer
taxes and how much you can afford to pay an employee. A CPA can also give you the
necessary forms you will need to collect from each worker and file with your state and
local governments. They may help you find a bookkeeper or a payroll service to help you
process your payroll.

e Check your budget and financial projections to be sure there will be enough money to pay
the worker (including the taxes on that worker). A business owner might think that an
employee will “pay for himself,” by bringing in more business, but that is a risky
assumption. Your CPA can help you make a budget and an estimate of how much it will
cost to hire an employee.

e Agree on compensation arrangements with the worker. Know what the minimum wage
requirements are for your state and local area. Start at the Department of Labor website:
http://www.dol.gov/esa/minwage/america.htm

e Collect Form W-4 from employees. Get the form from the IRS website here:
http://www.irs.gov/pub/irs-pdf/fw4.pdf

e Collect Form I-9 Employment Eligibility Verification Form from each employee. This is an
immigration form from the department of Homeland Security to be sure you're not hiring
illegal workers. Get the form at: http://www.uscis.gov/files/form/i-9.pdf

As you can see there is quite a bit of responsibility in hiring an employee. If you are not willing
to read a lot, meet with a CPA, fill out forms and plan for the extra expense and taxes of hiring
employees, you should wait until you are ready. It is a big step to hire employees, but like
everything else in running a micro business, you will learn a lot!

Example: Lucas had been running his lawn care micro business for three years when
he needed to hire some help, especially during the busy grass-mowing season. He
hired three hard-working, trust worthy friends and agreed on a fair amount to pay them.
Then he met with me, his CPA, to go over the forms he needed to collect from each
worker. We also discussed getting an EIN, what taxes Lucas would be paying and the
deadlines for filing forms and paying the tax. It was quite a responsibility for a 17 year
old guy, but Lucas was an experienced micro business owner and we both felt he
could handle the extra responsibility and paperwork (with my help).
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Social Security and Medicare Taxes

As an employer, you must withhold some of the money you pay to employees to pay payroll
taxes, specifically Social Security and Medicare taxes. Then you, as the employer, must
match the amount withheld from your business profits and send the total amount in to the
United States federal government every quarter. The amount you must withhold from an
employee equals 7.65% of their wages. You match that with another 7.65% and send in a
total of 15.3% of all employees' wages to the IRS.

Example: Rich has three employees, and at the end of March (the end of the first
quarter) he adds up that he has paid his employees a total of $820 in wages. He
withheld 7.65% of these wages ($62.73). Rich must match the $62.73 and send in a
total of $125.46 to the IRS to cover his payroll taxes.

If your payroll taxes are less than $2500 in a quarter, you can pay these taxes once a quarter.
The IRS has a form (Form 941) that should be filled out and included with the tax payment.

It is very important for an employer to pay the payroll tax in full and on time. You must set
aside money to pay these taxes. The IRS is not forgiving if you spent the money to pay your
payroll tax on something else. Some small businesses open up a separate bank account to
hold their payroll taxes, so that they do not spend the money on something else.

Many small businesses find that a payroll service can be very helpful. A payroll service can
create paychecks with the proper withholding, fill in the IRS forms and pay the taxes on time.
A micro business owner could also use software such as QuickBooks to process their payroll.
Other micro business owners look for a bookkeeper or an accountant to help them with
payroll taxes.

The important thing to remember about payroll taxes is that they must be withheld from your
employees' paychecks, paid on time and done correctly. It is usually worth the expense to hire
someone to do payroll processing for you, so you are sure it is done correctly.

Unemployment Taxes

If you hire employees, you may also have to pay federal unemployment tax (called FUTA). If
you pay wages of $1,500 or more to employees in any calendar quarter you must pay federal
unemployment taxes. $1,500 in a quarter would be a lot of wages for most teenage micro
business owners. Note it is $1,500 in a quarter—three months—not a full year. Most teenager
micro business owners fall below this threshold and often do not owe federal unemployment
tax. See Instructions to Form 940 for details (http://www.irs.gov/pub/irs-pdf/i940.pdf)

The FUTA tax is a single flat rate of 6.2% on the first $7,000 of wages that you pay each
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employee. Once an employee's wages for the calendar year exceed $7,000, you have no
more FUTA tax for that employee for the year.

States also charge a federal unemployment tax. Most employers pay both a federal and a
state unemployment tax. State unemployment tax rates are based on your history of having to
lay off a worker. Lower tax rates go to employers whose have the lowest unemployment
experience. Many states also limit the amount you must pay for each employee and have a
maximum wage amount to which the tax applies.

For example, in Indiana, the state unemployment tax rate is 2.7% for new employers
with a wage limit of $9,500. Wisconsin has rates that vary from 0-8.5% with a wage
limit of $12,000.

Contact your state's department of taxation or employment for details. This website has
general information about unemployment taxes by state:

http://www.toolkit.com/small _business guide/sbg.aspx?nid=P07 1294.

A local CPA can be extremely helpful if you have questions about unemployment taxes.

Workers' Compensation

What if one of your workers is hurt while working for you? Could you be responsible for their
hospital bills? Yes, you could! Nearly every state has a system to help workers and their
employers pay for work-related injuries called a workers' compensation system.

In most states, workers' compensation coverage is mandatory, but some states exempt very
small employers from paying the workers' compensation tax. The most common exemption is
for employers with fewer than three employees, but some states go up to five employees
before they require paying the workers' compensation tax. This is good news for most
teenage micro business owners, if they have fewer than five employees.

This website has general information about workers compensation taxes by state.
http://www.toolkit.com/small business guide/sbg.aspx?nid=P05 4403.

Employer Forms

As mentioned earlier, there are several forms to file and taxes to pay when you hire an
employee. A local CPA can help you fill in the paperwork, but you should understand that it is
your responsibility as the employer to file the correct forms on time. IRS Publication 15
“Employers Tax Guide” has a checklist of forms and dates that you will need to file. View it at
the Internal Revenue Service (IRS) website www.IRS.gov.

You should give a Form W-4 to each employee to collect their information and federal income
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tax withholding. The W-4 is kept by you and not mailed into the IRS.

o W=

Cpartment of the Treasuny
prizmal Fovenus Ssrvice

4 Employee’s Withholding Allowance Certlflcate OME M. 1545-0074

B Whethar you are entitled to clalm a certaln number of allowances or exemptien from withhokling s L:JJ'U' 1 1
suUbjact to renlaw by the IRS. Your amployar may be required to send a copy of this form to e IRS.

T¥pe of pAnt your TFeL rame ard made ITEL | Lastname

2 Your sodal'securlnl numbsr

Homa addnass (numbar and etrest or nurdl route) 3 [] singe [] Maried [] Marmisd, but withhokd st higher Single rate.
Hute. It marned, buk legally separated, or spouss ks s nonrssident slen, check e “Sngk” o,

Cy or Towm, state, and ZIP code

4 It your last name differs from that shown on your soclal sacurlty card,
chack here. You must call 1-800-772-1213 for a replacement card. » []

5 Total number of allowances you are claiming ifrom lime H above or from the applicable worksheet on page 2) 5
6  Additional amount, if amy, you want withheld from each paycheck .
T | claim exsmption from withholding for 2011, and | certify that | mest both of tha fdb.-'.-lng -:.n:\nd tion=z fcu axernp‘tlu'u

# | ast year | had a right to a refund of all federal income tax withheld because | had no tax liability and

# Thiz year | enpect a refund of all federal income tax withheld becauss | sxpsct to have no tax liability.

If wou meet both conditions, write “Exempt” hers .

6 [

w7 ]

Employes’s signature
[ This form is not valid unless you sign it) »

j_nder penalties of parjury, | declare that | have examined this carificata and 1o IhE Derst DI' my kmm:clga Bl'ld I:-alaT It ks tnu=, oomect, and complate,

Diate »

B Emphoyers nams and adoress (EmEIoyeT: Complets nes & and 10 orly T sendng 10 e 1A

W Ofice code [opliona)) | 10 ErMpioy=T Ig=nincaton number [ETH)

For Privacy Act and Paperwork Reduction Act Notice, see page 2.

Cat. Mo, 102200

Fomn W-4 2011

You, as the employer, will be responsible for paying federal employer taxes or payroll taxes
(Social Security and Medicare) and filing quarterly statements with the IRS (called a Form
941). This shows the first few lines of the Form 941. On lines 5 a, b and c, the employer

calculates the total payroll taxes to be paid,

including the portion withheld from the

employees' paychecks and the employer matching portion. Your accountant, a payroll service
or accounting software can prepare these forms.

n 941 for 2010: Employer's QUARTERLY Federal Tax Return

{Rev. April 2010) Department of the Trrasury — Intemal Revenue Sarvice

951110

COME Mo. 1545-0020

[EIN)

Trade name (i any} |

Address

Mumber Silrmat Siuite or room num ber

iepR————— N B o B | | | |

N # your trade 1 3 |
ame ot your trade nams) D 1: January, February, March

[ 2: April, May, June

D 4: October, Movember, December

ZIF cods

1

5a

5c

Sd

Fead the separate instructions before you complete Form 944, T\,rpe ar prirt within the boxes.

Part 1: Answer these questions for this quarter.

Number of employees who received wages, tips, or other compensation for the pay period
including: Mar. 712 (Quarter 1), June 712 {Quarter 2), Sapt. 12 (Quarter 3), or Dec. 12 (Quarter 4)

Wages, tips, and other compensation
Income tax withheld from wages, tips, and other compensation

If mo wages, tips, and other compensation are subject to social security or Medicare tax

Column 1 Column 2
Taxable social security wages* . . ® 124 = .
Taxable social security tips*. . . x 124 = .
Taxable Medicare wages & tips* . = 029 = .

Add Column 2 line 5a, Column 2 line 5b, and Colurnn 2 line 5¢

| I:l 3: July, August, September

1]

2

3

[ ¢heck and go to line Ge.

“Report wagestips for this quartar,
including those pald to qualified
new employecs, on lines Sa-Sc.

Tha social securnity tax axamplion
on wages/tips will be figured on
fines 6c and 6d and will reduce the
tax on fina Ga.
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The IRS also has an electronic filing and payment system called Electronic Federal Tax
Payment System (EFTPS). You can schedule a payment, and it will automatically be taken
from your checking or savings account on the date you choose. Read about it at the IRS
website here: http://www.irs.gov/efile/article/0,,id=98005.00.html.

At the end of the year you will give a W-2 to each employee by January 31 and mail copies of
the W-2 (and a summary of all W-2s called a W-3) to the IRS by February 28. See IRS
Publication 15 for details. A payroll service, accounting software or an accountant can help
you prepare these forms.

a Employes’s social security number
daded OME No. 1545-0008
b Employer identification number [EIN) 1 Wages, tips, other compensation 2 Federal income tax withheld
© Employer's name, address, and ZIP cods 3 Social escurity wagss 4 Social security tax withheld
5 Medicare wages and tips & Medicars tax withheld
7 Social sscurity tips 8 Allocated tips
d Control number 9 Advance EIC payment 10 Dependent care benefits
& Employee's first name and initial Last name Suff.| 11 Neonqualified plans 12a
c
i
hE  pan Tk | 12k
I
14 Other 12c
-
12d
i
:
1 Employee's address and ZIP code
15 State Employer's state ID number 16 Statewages, tips, stc. 17 State income tax 18 Local wages, tips, stc. 19 Local income tax 20 Locality nams
epartment of the Treasury—Intemal Revenue Service
w 2 age an ax D f the Ti I | R Servi
Form - Statement
Copy 1—For State, City, or Local Tax Department

Tax forms can be ordered from the IRS at www.irs.gov or calling 1-800-TAX-FORM (800-829-
3676). Accounting software such as QuickBooks can print off W-2s and Form 941s, but you
must have the approved forms with red ink for easy reading by the IRS scanners. Forms are
also for sale in office supply stores. There are also on-line filing services such as
www.FileTaxes.com, that typically charge about $5.00 or less per employee for preparing a
W-2.

| hope you can see from this chapter that hiring employees and paying payroll tax is a huge
responsibility that involves extra taxes and paperwork that must be filed on time and prepared
correctly. | usually discourage teenage micro business owners form hiring employees. It is too
much work, too expensive and too time consuming. If you need help, there are alternatives to
hiring employees. In Chapter Nine, | share several options to hiring employees if you need
help.
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Important Points

State and local cities may have income taxes that affect micro business owners.
Avoid hiring employees if you can, but learn about employer taxes if you must.
The most common employer taxes are Social Security and Medicare taxes.

You must withhold payroll taxes and then match the amount withheld.

All states require unemployment taxes (when a worker is laid off from his job).

Some states require employers to pay workers' compensation tax in case a worker is
injured on the job.

The taxes for workers' compensation and unemployment taxes vary by state, so talk to
a local accountant about these taxes before you hire an employee.

Hiring employees and paying payroll tax is a huge responsibility that involves extra
taxes and paperwork that must be filed on time and prepared correctly.

An accountant, payroll service or accounting software can help you process payroll
and its taxes.
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Chapter Eight
Sales Tax

Sales tax in the United States is a simple idea: the government asks sellers to add a bit of tax,
typically 2-5%, to an item's price. The seller collects the tax and sends it to the government,
usually a state or city office. Unfortunately for the micro business owner, sales tax collections
can become quite complicated. There are rules about what is taxed and what is tax-free. For
example, most goods sold must have sales tax added, but some states exempt food and
clothing from sales tax. Additionally, some services are taxed and some groups such as
churches do not pay sales tax (in some states).

True Story: | attended a day-long class on sales tax and | left with a headache. It was
so complex! | was there to help a micro business client who was selling dozens of low-
priced items both locally and by mail in several states. She also sold to both nonprofit
organizations that were exempt from paying sales tax and to individuals who must pay
sales tax. It was important to know all of our local and state sales tax rules to be sure
the correct amounts of tax were being collected.

You, as a micro owner, may find yourself in a situation where you need to understand sales
tax, and this chapter will explain the basic rules common in every state.

How Sales Tax Works

When you sell a product, you add on sales tax at a rate determined by your state and local
government, collect the tax from your customers and then send it to your state. You act as a
tax collector for your state government. Most states tax the sale of products, but many states
also tax some services like lawn care services and snow shoveling. If you provide a service in
your micro business, consult with a local Certified Public Accountant (CPA) or call your state's
sales tax department to determine if your service is a sales taxable business.
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There are two ways to collect sales tax. You can add the tax on to your selling price or you
can include the sales tax in your price. The advantage of adding on sales tax is that the
customer clearly sees your price as separate from the sales tax, while the advantage of
including sales tax in the price is that is easier on the customer to pay you.

Example: | sold some books at a workshop. | typically sell the books for $10 each.
Sales tax in the local area was 5%, making the sales tax $.50 for each book. It was
easier for the audience to hand me $10 for a book and not have to find $.50 more to
pay the sales tax. Instead, | paid the sales tax for the buyer, rather than add it to each
book.

Later | calculated the sales tax | owed from the total books | sold and sent that amount
into my state tax department. Here is how | calculated the sales tax:

Sales Price of Book = $10.00 Sales tax rate= 5%
Price of book alone = $10.00/(1.05) = $9.52
Sales Tax = $10.00 - $9.52 = $.48 per book

For every $10 book | sold, $9.52 was my income and $0.48 was sales tax | owed to
the state.

State Requirements

Most states have a website that explains their sales tax rules. Most states only tax retail
sales. Retail sales are the sale to the final customer. Wholesale sales are usually not subject
to sales tax. Wholesale sales are usually large quantity sales sold to someone other than the
final consumer such as to a business or manufacturer.

Example: Julie makes candy. When she sells to consumers, she must add sales tax
because they are retail sales to the final customer. Occasionally, she sells a large
number of boxes of candy to a gift store, Mandy's Gifts. These are wholesale sales and
Julie does not collect sales tax on this wholesale sale. When Mandy sells the candy in
her gift store, she charges sales tax to her customers.

Some states tax only materials you sell to customers such as a lawn service selling mulch,
while some charge sales tax on labor costs also.

True Story: Lucas runs a micro business mowing lawns. The state of Ohio recently

passed a law that lawn services are a sales-taxable transaction. That means that
Lucas had to add on sales tax to his price for mowing a lawn.
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This website will help you determine what your state and local laws are concerning sales tax:
www.taxadmin.org/fta/link/

For example, this is the sales tax law in Virginia:

A seller is subject to the sales tax imposed on gross receipts from retail sales. "Retail
sales" means sales made for any purpose other than for resale. The tax may also
apply to the furnishing of transient accommodations and the lease or rental of personal

property.
The seller collects the tax from the customer on each sale. The tax must be separately

stated and added to the sales price or charge. The general sales tax rate is 5% (4%
state tax and 1% local tax).?

Consult With a Local CPA

Sales tax rules are complex and vary from state to state. Consult your state's sales tax office
or a local accountant. A local accountant, familiar with your county, city and state tax laws,
can be very helpful in knowing when sales tax applies to your micro business.

Do not trust local business owners or on-line small business forums to give you accurate
information. They may be honest and helpful, but they may be wrong, because states change
their sales tax laws quite frequently. Go to the source—your state's sales tax department or a
local accountant—for accurate information.

True Story: Looking at the sales tax law in my state more closely, |, as Lucas' CPA,
learned that lawn care services were sales taxable if annual sales were $5,000 or
more. Since Lucas earned only $4,000, he did not have to collect sales tax from his
customers.

Obtain a Vendor's License

Most states require businesses to apply for a vendor's license if they make sales-taxable
transactions. Sometimes the state calls it a business tax registration or a sales tax permit.
This website www.taxadmin.org/fta/link/ will lead you to the registration information for your
state.

Many states have a variety of vendor's licenses. Many require special licenses if you are
operating specific businesses or selling specific goods such as tobacco, alcohol, gasoline or
fireworks. These rules should not apply to most teenage micro business owners.

*http://www.tax.virginia.gov/site.cfm?alias=salesusetax

MicroBusinessForTeens.com 60



Money and Taxes in a Micro Business Carol Topp, CPA

Many states are now accepting on-line applications for vendor's licenses. Your state will send
you the proper sales tax information and forms when you apply for a vendor's license or
register your business.

What is Needed to Apply
The information needed to apply for a vendor's license will vary by state, but most require
your name, business name, address, a social security number and an NAICS code

The North American Industry Classification System (NAICS) is used by the US Federal
government to collect statistics about businesses. You can search for a NAICS code that
matches your micro business here: http://www.naics.com/search.htm

Example: The NAICS code for my accounting business is 541211 Offices of Certified
Public Accountants. My other business, writing books, has an NAICS code of 71150
Artists, Writers and Performers.

Here is a part of Ohio's application for a vendor's license:

TAXATION

razohio.gov

Chio Df’pﬂrfmeﬂf Gf‘ Te the County Auditor of License No. Issued by County Auditor g;.‘ 110
@ County

Application for Vendor's License To Make Taxable Sales
Federa! employer identification no Social secunty no. Ohio corperate charter no.

Please print.

If you are a foreign corporation, give Chio cerfificate number.
If you file under cumulative return authority, what is your master number?

1. Check type of ownershig: (10) Sole owner I:l (20) Partnership I:| (20} Corporation {40} Association |:|

(50)LLC [] (60) Fiduciary [ ] (FO}LLP [ ] {80)LTD [] (100) Business trust [ ]
2. When did you or will you start making taxable sales at this location? (mm/ddiyy)

R L (For the most cument NAICS Fstings,
. Provide MAICS code and state nature of business activity. wisit us at zax.ohie.gov.)

L

N

. Legal name

(Comoration, sole owner, parinership)

5. Trade name or DBA
8. Primary address
Homefoffice address of corporation, scle owner or partnership City State ZIF code
[Homeloffice phone no) (Home/office fax no.) (Business phone no.)
7. Business location
City State ZIP code
8. Mailing address
(If different from abowe) City State ZIP code

How much sales tax do you expect to collect each month? (08) Less than 5200 |:| {01) 5200 or greater D

o

. . Vendor's Boense no.
10. List previous owner(s') name, address and vendor's license number(s). -

Mams Strest City State ZIP code

. Will you be selling beer, wine or liquor at this location? Yes D Mo D If yes, list your Department of Liquor Confrol
permit clage, number and employer withholding account number. Employer withholding account ne.

-y

Liguor control permit class Liguor control permmit mo.

. Do you intend to make non-liquor sales prior to the issuance of your permit? Yes |:| MNo |:|

5]

w

. If you operate ag a corporation or partnership, list appropriate names, addresses and social security numbers below.
Social security no.

President/Pariner

Mame Strest City State il o Socal security no.
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Some parts of a vendor's license application may be confusing to you. Do not guess at your
answers. Instead, ask a local accountant or call your state sales tax office. | have done this
several times and find the state employees can very helpful. They have saved me hours of
time trying to find an answer on the internet.

Call Your State's Sales Tax Office

Sometimes a state's sales tax laws can be difficult to understand, so do not be afraid to call
your state's sales tax office. Rehearse what you will ask before calling and say something
like, “I'm starting a new business selling . Will I need to collect sales tax?” Then ask
for information to be mailed (or e-mailed) to you. Do not hang up without getting confirmation
that something will be sent to you. Get it in writing, especially if they say your business is not
subject to sales tax.

True Story: Brent started a business helping home owners find energy leaks in their
home. He used an infrared camera to see where heat was escaping. This was a new
type of business, so he called his state's sales tax department and was told that his
business did not have to collect sales tax. | doubted this statement by the state
employee because my state loves to tax everything. “Did you get that in writing?” |
asked Brent. He had not. Nor had he gotten the employee's name or a record of what
date he made the call. These records would help prove that Brent attempted to gain
accurate information if the income was indeed sales taxable.

Out of State Sales

If you sell products to a customer out of state, you do not have to collect or pay sales tax on
that sale. How come? It has to do with a complicated legal term called “nexus.” Nexus means
a connection or link or, in the case of sales tax rules, it means having a physical presence in a
state. If you do not have a physical presence in a state, like an office or a salesperson, then
you do not have nexus in that state. No nexus, then no sales tax. The concept goes way back
into American history and our Constitution where states were not allowed to tax an out-of-
state business.

Example: Tia sells a book she wrote via her website. She must charge sales tax to
customers in her state, but not to customers in other states. Tia knows what state her
customers live in from their order form and she add sales tax for customers in her
state.

Like everything having to do with sales tax, nexus rules vary by state also. (You may be
starting to see why | left my day-long seminar on sales tax with a headache!) If you do
business in a state where you have a "physical presence," even if only for a few days, you
generally have to collect sales tax from customers in that state.

True Story: | was invited to sell my books at a homeschool convention in Virginia.
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Because | physically went to Virginia for the convention, | had nexus in that state. |
collected Virginia sales tax on all my book sales for the three day convention. After |
got home, | added up my sales, filled out a Virginia sales tax form and mailed them a
check. If | had stayed in Ohio and sold books to customers in Virginia by mail (but not
physically entered the state to conduct business), | would not have to collect or pay
sales tax on those sales.

Some states also require out-of-state vendors to obtain a temporary vendor's license. | had to
do that when | traveled to Pennsylvania to sell my books at a convention there. The form was
easy to fill in on-line, but it needed to be filed before | conducted sales in Pennsylvania. It is
important to know the sales tax laws of a state before you begin selling while in that state.

Internet Based Sales

Most internet-based micro businesses can sell goods without having to charge or collect
sales tax. It is because of the concept of nexus again. Most of your sales might be from out-
of-state customers. You will have to know where a customer lives and then charge only your
in-state customers sales tax. Internet shopping carts can be a great help with calculating
sales tax.

Many authors use print-on-demand services, electronic shopping cart programs or digital
information product service providers such as Clickbank.com, to sell and deliver their books
and ebooks. Many times these services will collect sales tax from customers and pay the
proper taxing authorities. This makes collecting and paying sales tax invisible to the author,
who merely collects as royalty check.

Example: Several of my books are sold via CreateSpace.com (a print on demand publisher)
as a print book and via Clickbank.com as an ebook. Both CreateSpace.com and
Clickbank.com collect the proper sales tax from each customer and pays each state as
needed. It is completely invisible to me. | love these services and the convenience they offer!

In addition, some states do not apply sales tax to electronic materials. They tax only tangible
personal property—things you can touch and feel.

Example: Cindy sells an ebook (an electronic book) on her website, but her state does
not charge sales tax on electronic materials. Her state only charges sales tax on
tangible personal property. She does not need to collect information from her
customers on where they live or charge any of her customers sales tax. Check to see if
your state taxes the sale of electronic materials.

The rules on internet sales are changing very quickly as more states try to collect sales tax

revenues. Many states are trying to tax internet sales and there have been several recent
court cases from Amazon.com and other large internet-based companies over paying sales
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tax. It is important to have a business adviser such as a local Certified Public Accountant
(CPA) who can inform you when laws affecting internet-based businesses change.

Paying the Sales Tax

For most micro businesses, sales tax will need to be paid only annually or quarterly, but that
can vary depending on your state law and the amount of sales you make. Very large retailers
must pay sales tax monthly. For example in New York State, you file a sales tax return only
once a year if you owe $3,000 or less in sales tax during the year. The form and tax payment
are due March 30.

Mark your calendar with the sales tax due date for your state and send it in on-time or early.
If you are late, you will probably be charged a fine.

Texas has a short sales tax form that some small businesses can use as shown below.

2\ oy 01117
F)TE o TEXASSALESANDUSETAX  win  'Rusradesylt; @

2. m 26140 + Do notfold, staple or paper clip = Write only in white areas. ¥ nolonger in business. W

c. B Taxpayer number d. Filing period

g. Due date

1. TOTAL SALES 00

W Whole dolfars onlif_______

f. Cutlet no./ 2. TAXABLE SALES
locati .
ocation g W (Whole dollars only_____ 00

3. TAXABLE PURCHASES + 00
Whole dollars only y
k. Outiet address (Do not use a F.U. box address] 4. Total amount
subject to tax panad 00
W tem 2 plus lem 3) - »

5. Tax due - Multiply ftem 4 by
Taxpayer name and mailing address the combined tax rate
Include state™% Toca

6. TIMELY FILING DISCOUNT __ ©

1. Priorpayments_____ -

8. Net tax due i
(Subtract items & and 7 from item 5.

Blacken

I declare that the inf: ion in this d and any + is true and N 5
correct to the best of my knowledge and belief. this » 9. Penalty & interest +
sign Taxpayer or duly authorized agent |_J[°" : (See instrictions) - - ool st
here frouto 10. TOTAL AMOUNT DUE
g usiness AND PAYABLE —
Date Daytime phone or address i i —_—
jArEa o & na.) has ct a4 {item 8 plus ftem 8. _______

If the form your state uses to pay your sales tax confuses you, find a local CPA that can help
explain and fill in the form for you. After a few times, you might be able to prepare the form
yourself. Many of my teenage micro owners prepare their own sales tax forms after | show
them how.
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Important Points

e Sales tax collections can become quite complicated.

e |tis important to understand sales tax, especially in your state.

e Consult with a local CPA or your state sales tax department to receive accurate
information.

e Most states only tax retail sales, not wholesale sales to another business.

e Most states require business owners to apply for a vendor's license if they make sales-
taxable transactions.

e Understand out-of-state sales tax and when you need to collect sales tax from out-of-
state customers.

e If you have a "physical presence," even if only for a few days, you generally have to
collect sales tax from customers in that state.

e The rules on internet sales are changing very quickly.

e Pay your taxes on time.
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What should a micro business owner do if he needs help? You can hire employees who will
do whatever you tell them (hopefully), hire independent contractors who will do a specific job
or send customers to another micro business.

In general, | discourage teenage micro business owners form hiring employees for several
reasons. Hiring employees involves

e Paperwork

e Understanding legal requirements

e Paying taxes

e Filing tax forms

e Training employees

e QOverseeing employees as they work

e Dealing with personnel issues such as poor work habits, tardiness, unavailability, theft
and insubordination (when your employees do not respect you as their boss)

Alternatives to Hiring Employees

Rather than hiring employees, | recommend finding another person that you can hire as an
independent contractor to do a specific project. In writing this book, | hired several
independent contractors:

e A graphic designer to do the book cover

e An editor to read over the book and correct my mistakes

e Abook designer to help with initial layout of the pages

e Avirtual assistant to help set up the shopping cart on my website.
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None of these people are my employees; they were hired for a specific task and that is all. |
paid an agreed-upon price to do the task. They are all micro business owners and some of
them are teenagers!

If you are overloaded with work, another option instead of hiring employees is to encourage
another teenager to take over some of your workload and start their own micro business. No
one can do it all by himself and you will hurt yourself by trying. If there is too much business
for you to do alone, both you and your customers will suffer. Instead, tell a friend about my
website (MicroBusinessForTeens.com) and books and encourage them to start their own
business. Help them out by giving them a few of your clients, so your life is more
manageable.

Two Categories of Workers

A paid worker falls into one of two categories:
e an employee
e an independent contractor

Employee

According to the United States Internal Revenue Service (IRS) anyone who performs services
for you is your employee if you can control what will be done and how it will be done. You, as
the boss, have the right to control the details of how the services are performed.

If a worker is an employee you must give him or her a W-2 and file copies with the Internal
Revenue Service. In addition, federal income tax, Social Security and Medicare taxes must be
withheld and paid quarterly. See IRS Publication 15 at www.irs.gov and Chapter Seven for
details on the proper IRS forms for employees.

Independent Contractor

On the other hand, a worker is an independent contractor if you—the person for whom the
services are performed—has the right to control only the result of the work and not how the
work is performed. In other words, the independent contractor performs a job or a project and
doesn’t need to be told how to do the task.

If the worker is an independent contractor the business owner must give each worker making
more than $600 in a calendar year a Form 1099MISC and file copies with the IRS. Federal
income tax, Social Security and Medicare taxes are not withheld nor paid. The independent
contractor is responsible for reporting income on Schedule C of the Form 1040 and paying
self-employment tax. See the IRS Publication 15A at www.irs.gov and the section of this
chapter titled “Forms For Independent Contractors” for details.
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Worker Classification: A Critical Issue

The issue of worker status has gotten a lot of attention lately as the Internal Revenue Service
scrutinizes under-reporting of income by independent contractors and misclassification by the
businesses that hire them. It is very important that micro business owners become familiar
with employment regulations and taxes before hiring a worker.

A micro business can hire a worker as an employee or as an independent contractor. The
difference can be confusing, but important. The difference depends on how much control the
business owner has over the worker. The facts of the situation determine worker status, not
the owner's preference. Many micro business owners do not want to deal with the paperwork
of withholding and paying employment taxes, creating W-2s, etc. It is easier to deal with a
contractor than an employee. But the IRS reminds us that the facts and circumstances of the
relationship determine worker status, not the owner's preference.

How To Determine Worker Status

The IRS uses three factors to determine worker classification:
e Behavioral Control
¢ Financial Control
e Type of Relationship

Behavioral Control covers whether the business has a right to direct or control how the work
is done. This could be through giving instructions or training. In other words, an independent
contractor needs no instructions or training to do their job; they already know how to do their
job.

Example: When | hired a graphic designer to create some book covers for me, | looked
for someone with an graphic design background. | hired Dave Huff, an experienced
designer who had all the tools (software) he needed. He quoted me a price to do three
book covers. We discussed what | wanted for my covers, but | did not tell him how to do
his job, what software to use or how many hours he should spend. | exercised no
behavioral control since the Dave was an independent contractor.

Financial Control covers whether the business has a right to direct or control the financial
aspects of the worker's job. This includes:

e The extent to which the worker has business expenses

e The extent of the worker's investment in the facilities used in performing services

e The extent to which the worker makes his or her services available to the relevant
market

e How the business pays the worker
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e The extent to which the worker can realize a profit or incur a loss. ®

Contractors should be paid by the job, not by the hour. Employees are paid by the hour, but
contractors are paid for doing a job. | recommend that micro business owners negotiate a
payment for a job, not an hourly rate, with contractors.

Type of Relationship covers how the parties perceive their relationship. This includes:

e Written contracts describing the relationship the parties intended to create

e The extent to which the worker is available to perform services for other, similar
businesses

e Whether the business provides the worker with employee-type benefits, such as
insurance, a pension plan, vacation pay, or sick pay

e The permanency of the relationship

e The extent to which services performed by the worker are a key aspect of the
regular business of the company*

Many independent contractors hired by micro business owners also offer their services to the
general public as web designers, graphic designers, etc. | strongly recommend you have a
signed agreement with every contractor that you hire. It should clearly state that they are
hired as independent contractors, not employees. If applicable, state the length of the
agreement, so it is not assumed to be a permanent arrangement.

The IRS has a brochure, Independent Contractor or Employee (Publication 1779), to help
organizations determine worker status at http://www.irs.gov/pub/irs-pdf/p1779.pdf )

Can't Decide? Let the IRS Help

The IRS can make a worker classification for you if you desire. Fill in Form SS-8 from the IRS
website (http://www.irs.gov/publ/irs-pdf/fss8.pdf) and they will make a determination for you.
This service is usually used by disgruntled workers who thought they should be classified as
employees. These workers request the IRS to investigate in hopes of getting employee
benefits such as insurance or to avoid paying self-employment tax.

| suggest you consider this option carefully, since you will have to live with the IRS's decision.
If they determine you have employees, you will have to file the proper paperwork mentioned
in the following section and pay employment taxes. Your business may owe back taxes from
prior years. You may also be liable to your state for unemployment taxes for the years that the
workers were misclassified.

From the IRS’s Topic 762 - Independent Contractor vs. Employee
From the IRS’s Topic 762 - Independent Contractor vs. Employee
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Forms For Independent Contractors

Give a Form W-9 to each independent contractor to collect their legal name and social
security number. If they operate under a business name, they may provide you with an EIN
number (Employer Identification Number), instead of a social security number. Use the
independent contractor's EIN on the end-of-year 1099MISC form. The W-9 is kept by you and
not mailed to the IRS.

Fom W'g Request for Taxpayer Give form to the
{Re. Octabar 2007) Identification Number and Certification requester. Do not

Cspanmeant of the Treasury
Irksmal Fevenus 2arics

Mame (az =howm on your Income e retum)

Busiress nama, I diferent from abova

Check appropriats tow: (] Indivkualsak proprietor . [ corporation [ Partnersnip Exempt
Limitsd liablity compariy. Enter ths tax classMcation [D=disrsgarded snitty, Gesorporation, Pepartnership) & _______ O payee

[ cher fes ndructons) =
Addrees frumbsar, strast, and apl. or suita noj Requester's name and address (optiond)

Print or type

Ses Specific nstructions on pags 2.

Gy, stabe, and ZIP coda

List aczount numbers) hers foptional)

EIl  Taxpayer Identification Number [TIN]

Erter your TIM in the appropriate bos. The TIM provided rmust match the name given on Lins 1 to awoid
backup withholding. For individuals, thie is your social sscurity number (SSM). Howswver, for a residant
alien, sole propristor, or disregarded entity, ss= the Part | instructions on page 3. For other antities, it B
your erployer dentifization nurnber (EINL. If ywou e not have & nurmber, ses How to get a TIN on page 3. ar
Note. If the account is in mors than one name, ss= the chart on page 4 for guidslines on whose Employer ldentitication numizszr
numbssr to snter. H

Baclal sacurfty number |
\ '

At the end of the year, give each contractor that has earned over $600 a 1099MISC form. Put
the total amount of compensation paid during the year in Box 7 (Nonemployee
compensation).

PAYER'S name, street address, cfty, state, ZIF code, and telephons no. 1 Rents OME Mo, 15450115
i;‘:-’n‘-1 1 Miscellanaous
2 Royafties fACH Income
3 rorm 1099-MISC
3 Oifer incoms 4 Federal Income tax withheld
$ b Copy 1
P&YER'S Tederal Kentification RECIPIENT' S kdanticatian 5 Fshing boat procesds 6 Medkal and haakh care 3y memls For State Tax
numee rumEsr Department
RECIRIEMT'S name 7 Horemployee compensation | @ Subsitlube payments In lewof
drkends of Int2resl
Strest address Including apt. ro.) @ Fayer made direct sdes of | 10 Crop Insurance proceads
55,000 or more o consumer|
products to & buryer
recipient) tar resaie &[] 4
City, state, and ZIP code i1 1z
Accaunt numbar (262 nstructions) 13 Excess golden parachute | 14 Gross procssds pald to
paymants an atomey
158 2ection 4094 dafemals 15k 2ection 4094 INcoms 16 State 13 withrakd 17 StaterPayer's stata nc. 18 State Incoma
Form 1099-MISC Daparmeant of the Treazury - Intemal Revenua Sarvica
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1099MISC forms must be given to the independent contractor no later than January 31. Send
a copy to the IRS along with Form 1096 by February 28. You have until March 31 to file
1099MISC and Form 1096 if you file them electronically. Retain a copy for your records.

Tax forms can be ordered from the IRS at www.irs.gov or by calling 1-800-TAX-FORM (800-
829-3676). Forms are also for sale in office supply stores. Accounting software such as
QuickBooks can print off 1099MISC forms, but you must have the approved forms with red
ink for easy reading by the IRS scanners. There are also on-line filing services such as
www.FileTaxes.com, that typically charge under $5.00 per worker.

Federal income tax, Social Security and Medicare taxes are not withheld for independent
contractors. The independent contractor is responsible for reporting income on Schedule C of
the Form 1040 and paying self-employment tax. More information can be found in the IRS’s
Publication 15A “Employers Supplemental Tax Guide” (see http:/www.irs.gov/publ/irs-

pdf/p15a.pdf )

Forms for employees (W-4, W-2 and Form 941) are discussed in Chapter Seven.

Important Points

e |f your micro business needs help you can hire employees, hire an independent
contractor or send customers to another micro business.

e There are two types of workers: employees and independent contractors.

e Hiring employees involves paperwork, legal requirements and taxes.

e The IRS has a criteria to determine independent contractor status.
e There are special IRS forms for employees and independent contractors.
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Chapter Ten
Working With an Accountant

Micro business owners might delay working with an accountant until they think they can afford
it, but this can be harmful to a new business. Knowledge that is too little or too late can be
very expensive.

Set aside some of your first dollars of profit toward getting good business advice. Or better
yet, meet with an accountant before you start your business. They could help you avoid costly
mistakes and unnecessary expenses.

True Story: One client | met with had started a service micro business doing
energy evaluations of homes and businesses using an infrared camera. He
thought that he needed a vendors license from the state government, so he
applied to be a vendor and paid a $25 fee. He did not need a vendors license
because he wasn't selling any products or collecting sales tax. After he ignored
filing the sales tax forms, he received a tax bill for over $1,000! “How can this
be?” he thought. After several calls to the State Department of Taxation, he got
the tax bill removed. He would have been smarter and a little richer to have
asked a CPA if he needed to apply for a vendors license.

What a CPA Can Do For You

Most small business owners only use their accountants to prepare their tax returns. Taxes are
complicated and professional help is often needed, but a good CPA can help your business in
many ways besides just tax preparation:

e C(Calculate estimated taxes which are payments made to the IRS and your state
during the year

Assist with accurate record keeping

Explain the pros and cons of forming a partnership or becoming a corporation

Help you take all the deductions to which you are entitled

Determine eligibility for the business use of the home deduction
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e (Calculate depreciation of business equipment as a tax deduction
e Assist you in preparing payroll taxes and filing payroll reports

No one is an expert at everything, so | encourage you to focus on what you do best—running
your business—and leave tax and accounting matters to those who know them best. To keep
accounting fees down, you can hire a bookkeeper at a lower rate than a CPA or do all the
record keeping yourself and only meet with your accountant when needed.

How Much Do CPAs Charge?

Naturally CPA fees vary depending on your location and their experiences. A typical rate for a
one-hour consultation with a small business CPA might cost you $100 to $150. Many CPAs
will meet with a new business owner for 30 to 60 minutes for no charge.

A recent survey (December 2009) by the National Society of Accountants® found that the tax
preparation fees for a sole proprietorship business tax form (Schedule C) was $212. These
fees do not include the tax return for an individual which averaged $229 for a Form 1040 with
itemized deductions (Schedule A) and a state return. The survey found that tax preparation
fees vary by region and size of the firm.

Get a clear understanding of what your future accounting fees might be. Many accountants
charge a set monthly fee or will work on a project basis. You should be able to accurately
budget what the accounting and tax preparation fees will cost your business. If your
accountant is vague about fees, you may need to work with someone that can be specific
about their fees so that you can plan for the expense.

Seek out an accountant that has the ability to teach you the financial side of your business.
You should feel comfortable with him or her and be free to ask questions. If you leave a
meeting with your accountant feeling confused, you need to find another accountant. To find a
helpful professional, ask other small business owners in your area for their accountant’s
contact information or call your state CPA society. Find a listing at
http://www.taxsites.com/cpa-societies.htm

Questions To Ask an Accountant

The relationship between a micro business owner and accountant is very important. As a new
business owner, you have a lot to learn, so seek out an accountant with the heart of a
teacher. Interview several accountants looking for someone that you understand. If you leave
an interview more confused than you entered, keep looking. You should leave the meeting
saying, “I learned a lot.”

> http://www.webcpa.com/news/-52744-1.html?st=RSS
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Interview a potential accountant and ask some questions:

e Tell me about your small business clients. Are they similar in size and industry? Any
teenage clients?

Could you share two or three names as referrals?
How much do you charge?

How often am | billed?

What is included in your services?

What is not included?

How often will we meet? Where?

What do | need to bring to our meetings?

Why is bookkeeping important?

Explain the reports that | will receive from you.

A good accountant will explain difficult subjects in a clear, understandable way. Use a few
test questions to see if your accountant communicates well.

e What is depreciation? Why can't | deduct the cost of equipment in the year that |
purchased it? (you can, and the accountant should explain a section 179 deduction)

e What are the advantages of being a Limited Liability Company? What does limited
liability mean? When should | consider forming an LLC?

e What are common deductions that micro business owners miss?

CPAs Speak IRS-ese

Most micro business owners know that they should consult with an accountant to help run
their business better, but their real motivation to hiring a CPA is fear of the Internal Revenue
Service (IRS). A CPA is qualified to represent taxpayers before the IRS if ever there is a
question or problem with their tax returns. The CPA acts as an interpreter between the
business owner and the government. This is a huge source of relief to many business owners
who want nothing to do with the IRS. CPAs are trained to talk the talk that the IRS speaks and
understand tax code better than a business owner. The CPA is on the taxpayer's side and it
certainly helps to have someone in your corner if needed.

A True Story About an IRS Audit

A friend of mine got a letter from the IRS auditing their tax return from three years prior. She
called me a day late, meaning she and her husband had already met with the IRS alone.
They went thinking, “We're honest people; we have nothing to hide.” Their integrity and
honesty were not in question, their tax return was the issue. They were good, upright people,
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but they did not understand taxes, accounting, or the IRS.

| gave them the name of an experienced CPA and then went along when she went to talk to
the IRS on their behalf. Here is what | learned and observed:

1. Never visit the IRS alone. Always hire a CPA to represent you. CPAs speak the
IRS's language, they understand the tax laws and are not as emotionally involved
as you, the taxpayer.

2. Let the CPA go it alone. You, as the taxpayer, do not have to go along to meet
with the IRS. My friends felt their integrity was being challenged by the questions
the IRS examiner asked, but the CPA representing them understood it was all just
part of the process. She was calm and professional, while my friends would have
been an emotional wreck.

3. Keep excellent records. Fortunately my friend kept receipts for her business
expenses from three years ago. Some were pretty faded, but she had them. This
helped tremendously. Keep deposit slips, bank statements, canceled checks, etc.
Most of banking is electronic these days, but the IRS still runs on paper.

4. Understand that the process is boring and tedious. Most of our three hour visit
was spent in watching the IRS examiner re-add the totals that the CPA (and
taxpayer) had already added.

5. If you run a business get a CPA to examine your tax return. You may want to
prepare it yourself to save money, but ask a CPA to review it. A lot of problems
could have been avoided if my friend had hired me for an hour of time to go over
her tax return. She had put numbers on the wrong lines on her tax return and the
IRS got suspicious.

| may sound a little self-serving since | am a CPA, but please get help with taxes and
accounting when you start a business. Calling in help after the IRS contacts you is expensive,
time consuming, and emotionally draining.

Important Points

e Get good business advice before starting a micro business.

e Focus on running your micro business and leave tax and accounting matters to your
CPA.

e Seek out an accountant who can teach you the financial side of your business.
¢ Interview several accountants and look for someone that you can understand.
e A CPAis an interpreter between the business owner and the IRS.
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helps people, especially teenagers, start their own small businesses.

Carol was born and raised in Racine, Wisconsin and graduated from Purdue University with a
degree in engineering. She worked ten years for the US Navy as a cost analyst before staying
home with her two daughters. While being a stay-at-home mom, Carol took accounting
classes via distance learning. In 2000 Carol received her CPA license and opened her own
practice.

She is a member of the Ohio Society of CPAs, the National Association of Tax Professionals
and the Society of Nonprofit Organizations. Carol has presented numerous workshops on
money management, business start up, taxes, budgeting and homeschooling to various
community, church and homeschool groups.

She has authored several books including

e Homeschool Co-ops: How to Start Them, Run Them and Not Burn Out,
e Information in a Nutshell: Business Tips and Taxes for Writers
e Teens and Taxes: A Guide for Parents and Teenagers

And several magazine articles in
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Home Education
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National Association of Tax Professionals TaxPro
Nonprofit World

Carol lives in Cincinnati, Ohio with her husband and two daughters where she runs her micro
business from her home.



If you enjoyed Money and Taxes a Micro Business, look for other books in the Micro
Business for Teens series.

Starting a Micro Business covers the characteristics of a micro
business, ideas, creating a business plan, starting with no debt and
staying motivated.

Running a Micro Business covers record keeping, inventory,
selling products, time management, marketing and customer
service.

Micro Business for Teens Workbook is designed for
individual or group study. Put into practice what you read in
Starting a Micro Business and Running a Micro Business.

Also available are audios, virtual classes, webinars, and video instruction on starting and
running a micro business.

Available at MicroBusinessForTeens.com



