Family Child Care
Provider Guide

The Internal Revenue Service, Small Business Self-Employed, Taxpayer Education and
Communication, Cleveland, Ohio created this document. It is intended to assist Ohio Family
Child Care Providers in the preparation of their Form 1040 and related forms and schedules.
Any comments concerning this document may be e-mailed to clevtec@irs.gov
(Revision November 2002)
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Introduction
This guide provides the basic information you need to address federal tax issues arising from the
operation of your business. The primary focus is on Child Care Providers who operate their inhome businesses as sole-proprietors on the cash method, with a calendar year ending December
31. If your business is organized as a corporation, partnership, or other tax entity, refer to
Publications 541 or 542. You should also contact your state and local tax agencies to determine
if other regulations and or reporting requirements are necessary.
This guide is meant to provide a general explanation of the federal tax laws that may apply to
your business. References to more detailed publications and other resources available from the
Internal Revenue Service are included throughout this guide.
Whether you prepare your own tax returns or hire tax professionals, you should be informed
about the tax rules and regulations to minimize errors and misunderstandings that can cost you
both time and money. In addition, by understanding the tax rules, you will discover that you
may be eligible for special credits, such as the Earned Income Tax Credit.
We wish you great success in your business venture and hope you will find this guide helpful.
Child Care Provider Check List
What Must I Know? / What Records Must Be Kept?
Gross Receipts:
Do you have bank statements, both personal and business?
Do you have documentation of who your clients are and the amount they paid you?
Do you have records of any government subsidies you received?
Allowable Business Expenses:
Do you have the required licenses, approvals, registrations, and certifications?
Do you have documentation in the form of cancelled checks, receipts, statements,
or invoices of expenses (e.g. insurance, food, utilities, repairs, improvements,
etc.)?
Do you have documentation to substantiate your deduction for mileage (e.g.
mileage log, calendar notation, cancelled checks, etc.)?
Business use of the home documentation: (Caution: you must comply with applicable state
regulations for business deduction to be allowable.)
Do you have a floor plan or other significant documents to reflect the square
footage of the residence?
Do you have documentation of the total number of hours the facility was used for
day care during the year? (Caution: If child care was started or stopped during
the year, see instructions for Form 8829.)
If you are a homeowner, do you have a copy of the escrow and/or closing statement
to verify the cost of the property?
Do you have mortgage statements or receipts showing the paid property tax and
interest amounts should be provided to verify these deductions?
If you are renting your home, do you have substantiation of the expenses and a
copy of the rental agreement?

Where To Find
the Answer
See Income on
Page 8

See Business
Expenses on Page
9

See Business Use
of the Home on
Page 15
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Earned Income Tax Credit
Eligibility Checklist: If you are eligible, complete EIC Worksheet B.
Taxes and Payments:
Was your net profit more than $400.00? If yes, complete Schedule SE.
Are you required to make estimated tax payments? If yes, complete Form 1040ES.

See Earned
Income Credit on
Page 17
See Self
Employment Tax
on Page 17
See Estimated
Tax on Page 20

Who Is A Child Care Provider?
There are several types of child care providers. Below are short definitions of the most common
types of providers.
Family Day Care: Family Day Care is childcare provided in the home of the provider, is nonmedical, and is for less than 24 hours. In some states, a provider must attend an orientation
and/or complete an application-processing seminar to obtain a license. Regulatory requirements
may differ from state to state. The provider might be approved, certified, registered, licensed, or
exempt from regulation under applicable state or local laws.
Child Care Centers: Many childcare centers are organized as corporations or partnerships. Care
is usually provided in separate facilities, apart from the owner’s residence. There may be more
than one facility within a corporation or partnership. These centers are regulated in most states.
Home Care: Some children are cared for in their own home by a paid housekeeper, maid,
governess, au pair, or nanny. The home caregiver is generally paid as a household employee. The
parents show the wages on Schedule H, attached to their Form 1040. Home care is not a
childcare provider business. The nanny, housekeeper, etc. receives wages, but does not incur
expenses as a childcare provider. For a more detailed discussion of childcare performed in the
child’s home, see Publication 926, Household Employer’s Tax Guide and Publication 503,
Child and Dependent Care Expenses.
Other: There are other types of child care providers such as after-school programs, church
programs, or other tax-exempt entities.

Regulatory Requirements
Before we go more deeply into the tax implications of your new business, we should mention
something that is very important about this type of business -- STATE REGULATIONS. Many
businesses are regulated in some way by state or local governments. However, child care
businesses operating in the provider's home must be especially aware of their state and local
regulations.
Many states not only define what a child care operation is, but require that a child care provider be
licensed, registered, approved, attend an orientation or seminar, or comply with other
regulations. These requirements may vary considerably from state to state. One source for
information on state childcare licensing regulations is the National Resource Center for Health &
Safety in Child Care. Their Web address is http://nrc.uchsc.edu, and their phone number is
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1-800-598-KIDS. You can also locate your particular state agency in the government section of
your telephone book. You should become familiar with these requirements as they may have an
effect on your federal taxes.
The Internal Revenue Code provides that if, for example, you use your home for the business of
childcare and you have NOT complied with the state laws, then your office in the home
deductions are denied for federal income tax purposes.

Sole Proprietorships
A sole proprietorship is an unincorporated business that is owned by one individual. It is the
simplest form of a business organization to start and maintain. The business has no existence
apart from you, the owner. Its liabilities are your personal liabilities and you undertake the risks
of the business for all your assets, whether or not used in the business. You include the income
and expenses of the business on your own tax return. Most home-based childcare providers
operate their businesses as a sole-proprietorship.

Accounting Period
When preparing your income tax return, you must use your books and records for a specific
interval of time called an accounting period. The annual accounting period for your income tax
return is called a “tax year.” You choose a tax year when you file your first income tax return. A
“calendar” tax year is 12 months, beginning January 1 and ending December 31. If you filed
your first income tax return using the calendar tax year and you later begin business as a sole
proprietor, you must continue to use the calendar year.

Accounting Method
An accounting method is a set of rules used to determine when and how income and expenses
are reported. You choose an accounting method for your business when you file your first
income tax return for the business. After that, if you want to change your accounting method,
you must generally get IRS approval by filing Form 3115, Application for Change in Accounting
Method. The most common and simplest method of accounting is the cash method. Using the
cash method, income is reported when it is received and expenses are deducted when they are
paid. Record in your journal or ledger the amount you receive when you have actual or
constructive receipt and not when someone owes it to you.
Constructive receipt of income
You have constructive receipt of income when an amount is credited to your account or made
available to you without restriction. You do not need to have possession of it.
Example
Frances Jones, a childcare provider, was entitled to receive an $800 payment in December, 2002.
One of her customers offers to pay the amount on December 30, 2002; but, Frances asks that
payment be delayed until January, 2003. Frances must include the $800 in her 2002 income
because the $800 was constructively received in 2002. If, however, the payment for services was
not due and paid until January, 2003, it would be included as income for 2003.
Example
Receipt of a valid check by the end of the tax year is constructive receipt of income in that year,
even if you do not cash or deposit the check until the following year.
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Tax Form Requirements
Tax forms that might be attached to your return or may be required to be filed are addressed in
the table below:
Which Forms Must I File?
If You Are A:
Sole Proprietor

You May Be Liable For:
Income tax

Forms and Due Dates:
1040, Schedule C, and Form 8829, Business Use of
Home. Due no later than April 15th following the
close of the tax year. If you are a fiscal year
taxpayer, your return is due no later than the 15th
day of the 4th month following the end of your tax
year.

Self-employment tax
1040 and Schedule SE. Due date same as above.
Estimated tax
1040ES. Quarterly payments are due by April
15, June 15, September 15, and January 15. If you
are a fiscal year taxpayer, then due dates will be
different.

An Employer?
It is important to know whether you are an employer for tax purposes. A person who works for
you may be classified as a common-law employee, or an independent contractor. The definition
for common-law employees provides that anyone who performs services for you is your
employee, if you can control what they do and how they do it. An independent contractor
performs services for you, but is not under your direct control. Classification of the people who
provide services for you determines which forms you must file and what taxes you must pay.
For more information, refer to Publication 15, Circular E, Employer’s Tax Guide.
Identification Numbers and Form W-10
The two most common kinds of a taxpayer identification number (TIN) are the social security
number (SSN) and the employer identification number (EIN). As a day care provider, you must
provide your TIN, along with your name and address to your customers, so that the IRS can
process their tax returns. To facilitate meeting this reporting requirement, you can elect to
complete Form W–10, Dependent Care Provider's Identification and Certification
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Record Keeping
Record keeping is one of the most important tasks you’ll face as a small business owner. It is
one that many small business owners find challenging. You spent many hours learning your
trade, not bookkeeping; however, you’ll find that a good record keeping system will enable you
to monitor the progress of your business. It will help you understand past business
accomplishments and guide you towards future growth. There is no need for you to have an
accounting degree to be a good record keeper. Most office supply stores have software or
computer programs that you can use and will help you to get organized.
A good record keeping system is the foundation for most of your financial decisions. You need
reliable financial statements to apply for loans, establish credit, as well as prepare tax returns.
The following list gives some tips on how to keep good records:
• Keep receipts and records of business and personal expenses separate.
• If possible, keep only one checking account for your business and keep it separate
from your personal accounts.
o Deposit all income into the account (whether in cash or by check).
o Record the source and nature of each deposit.
o Pay for all business expenses with checks written on the business account.
o Record the purpose of the expense on the memo area of your check.
o Reconcile the bank statement each month.
• Record the number of business miles driven each day.
• Keep necessary supporting documents such as statements and/or receipts of
purchases. A check alone may not prove that an expense is deductible.
• Record the related check number on receipts.
• Summarize your income and expenses often, at least once each month.
Manual Records
Data Cards
Most childcare operations maintain a card file system containing pertinent information for each
child attending the childcare center. Information recorded may include:
• The child's full name, date of birth, relevant medical information
• Parents' full names, address, telephone number
• Schedule -- hourly, daily, weekly, monthly, etc. (refer to worksheet 3)
• Special instructions
• Names, addresses and telephone numbers of others who may be authorized by the
parents to drop-off and pick up the child
• Record of weekly rate, regular and special charges, and payments made
Attendance Lists
An attendance list showing the names of each child in attendance on each and every day should
be kept for safety and accountability purposes. Most states and other government agencies that
impose regulations or provide financial subsidies usually want this information, and payments
are often made based on actual, substantiated attendance.
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Ledgers
Ledgers are usually sheets of paper with several different columns that can be used for a variety
of purposes. A Cash Receipts and Disbursement (Expense) Ledger is a very good tool to record
all money received and all expenses paid out with columns for different type of expenses. These
can then be reconciled each month to the bank records.
Ledgers can be used for recording almost all record keeping data and will prove invaluable at tax
preparation time.
Receipt Folders
Maintain receipts, invoices, or other documentation of expenses in folders or large envelopes
categorized by the type of expense (one suggestion is to begin with the categories of deductions
on the Schedule C). Try not to keep receipts for all categories in the same folder. This makes
reconciling and tracing a difficult task for you or your accountant, especially at tax time.
Log Books
Maintain a logbook for all business miles you put on your vehicle so you can substantiate your
deductions for business use of your vehicle. Your log should show the date and purpose of the
trip and the actual miles driven for business use. Subtract any personal miles driven in the same
trip. For example, if you need to go to the grocery store to pick up groceries for breakfast, lunch,
and afternoon snacks for the next few days for the children under your care, then you would
record that mileage to and from the grocery store as business mileage, even if you did some
personal shopping. However, if you went from the grocery store to another store solely for
personal purposes and returned to your residence, then only the mileage to the grocery store
would be considered business and should be logged. Remember, the purpose of the logbook is to
provide a record of your business mileage incurred on your vehicle that could result in a business
expense deduction. Accuracy and reasonableness are key.
Regulatory
Maintain any special records that may be required by State or other regulatory agencies.
Computer Records
In addition to manual records, many people also use computers for record keeping. Computers
can make the job of keeping good financial records easier. Be sure the software program used is
capable of recording, analyzing, and providing the necessary information to meet your tax and
business needs. Of course, with any important information, be sure to do regular backups of the
data files.

How Long Must I Keep My Records?
In general, you must keep all records to prove your income and deductions for three years after
you file your tax return. However, if you have employees, you need to keep all employment tax
records for four years. When you purchase equipment or other property that you will use in your
business, you must keep records on this property for at least three years after you stop using the
item in your business. As a general rule, keeping records for seven years is a conservative
approach.
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Income
Sources
Your Business Income may come from three main sources:
• Fees for your services, special trips, events, parties, late pickup, etc.
• Government Subsidies: federal food program reimbursements to the extent the subsidies
exceed food costs (see below).
• Interest from business savings accounts or investments.
Gross receipts are reported on line 1 of Schedule C, Profit or Loss from Business.
Method of Payment
Generally, you will receive three types of payment for your in-home childcare services:
• Cash;
• Checks;
• Subsidy Payments from the U.S. Department of Agriculture, Child and Adult Care Food
Program (CACFP).
The most common type of payments are cash and checks. Subsidy payments are federal
food program reimbursements (normally arranged through your state and local agencies) for
purchasing food for meals and snacks. Payments are based on set rates per meal and changed
periodically. You should contact your state child welfare agency to see if you qualify.
Example
Frances Jones, a childcare provider, has three customers for whom she provides daycare services.
Customer A pays $40 in cash daily, Customer B pays $40 by check daily, and Customer C pays
$200 by check weekly. Frances also receives a subsidy check of $600 each month from the
state ($150 x 4 weeks). Frances is required to keep a record of all payments received. She can
simply record the payments received in a notebook or receipts book.

For the week, Frances will have receipts of:
Customer:

Payment:

Weekly Receipts:

A

$40 cash x 5 days

$200 Cash

B

$40 check x 5 days

$200 Checks

C

$200 check x 1 week

$200 Check

Food Subsidy

$600 check / Month

$600 Check *

Receipts for Week

$1,200.00

* For tax purposes, only the difference between the total annual food subsidy and the total
annual food costs will be shown as income or expense on your Schedule C.
Consider the following items before figuring your gross income:
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• At the end of each business week, make sure your records balance with your actual cash
and credit receipts for the week. Refer to Worksheet 4, at the end of this guide.
• When you file Schedule C–EZ or Schedule C, your gross receipts are generally the total
income received from your childcare business operations.
• List any additional income on line 6 of Schedule C, such as interest earned on your
business checking account.

Business Expenses
You may be able to subtract from your business income the ordinary and necessary expenses that
you actually pay in conducting your business. An expense does not have to be indispensable to
be considered necessary. The following is a list of some common expenses and their impact on
your childcare business. It is not all-inclusive and some examples may or may not apply to your
business. Refer to Worksheet 1, at the end of this guide.
Your business expenses are claimed on Schedule C, Profit or Loss from Business, under Part II,
Expenses.
NOTE: If you have an expense that is partly for business and partly personal, separate the
personal portion from the business portion before recording the expense.
Bad Debts
A “cash method” taxpayer should not have a bad debt expense because income is recorded only
when it is received. Since income was not recorded because you were never paid, there is no bad
debt deduction. You cannot take a bad debt deduction for money owed to you. If and when it is
finally paid, you must show it as income in the year actually received.

Car & Truck
Car and truck expenses include the costs associated with your vehicle used for business
purposes, such as taking the children on field trips, picking up groceries and supplies, (be careful
to determine business vs. personal use) or going to a business meeting.
Expenses for mileage should be allocated between business and personal. However, if you travel
to a single destination and engage in both personal and business activities, the expense can only
be subtracted, if the trip is related primarily to your business. If the trip is primarily personal in
nature, the expense is not allowable, even though you engage in business while at such
destination. Whether a trip is related primarily to business or is primarily personal in nature
depends on the facts and circumstances of each case. If a trip involves multiple locations, then
only the mileage to/from the business-only destination is deductible.
Methods for Subtracting Car and Truck Expenses
You can use one of the following methods to figure your expenses.
• Standard mileage rate.
• Actual expenses.
Standard mileage rate
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You may be able to use the standard mileage rate to figure the allowable costs of operating your
car or van for business purposes. For 2002, the standard mileage rate is 36.5 cents a mile for all
business miles. To compute your deduction, multiply the standard mileage rate by your business
miles. You should maintain a logbook to document your actual business miles. A logbook is
simply a written record of the number of miles driven, the date the trip was taken, and the
business purpose of the trip. If you choose to use the standard mileage rate for a year, you
cannot subtract your actual expenses for that year, except for business-related parking fees, tolls,
interest on vehicle loan, and vehicle property tax.
If you choose to use the standard mileage rate for a car or truck you own, you must choose to use
it in the first year the car is available for use in your business. In later years, you can choose to
use either the standard mileage rate or actual expenses. If you want to use the standard mileage
rate for a car you lease, you must use it for the entire lease period for leases that began on or
before December 31, 1997.
Actual expenses
If you do not use the standard mileage rate, you may use your actual car or truck expenses to
reduce your business income. You must maintain the records of all your vehicle expenses,
including the business miles versus total miles driven. These expenses, including the vehicle cost
or other basis, must be substantiated. You would then compute a business use percentage and
apply that percentage to the total vehicle expenses. The cost of the vehicle should be
depreciated. (See the depreciation discussion later.)
Example. You drove your van 20,000 miles during the year. 12,000 miles were for driving
children to and from school as part of a morning and afternoon program and 8,000 miles were for
personal use. You can claim only 60% (12,000 divided by 20,000) of the cost of operating your
van as a business expense.
NOTE: Remember, you are only entitled to deduct a percentage of the total vehicle expenses
based on how much your vehicle is used in your business. Your business use can vary from year
to year. It is your responsibility to keep track of your business use.
TIP: If you qualify to use either method, choose the method that that will give you the larger
expense. For more information refer to Publication 463, Travel, Entertainment, Gift and Car
Expenses.
Start-up Costs
Start-up costs are expenses incurred prior to opening the business. These may include advertising
costs, inspection fees, travel expenses, professional fees, and training expenses paid or incurred
prior to opening day. Start-up expenditures cannot be deducted as a current expense. These
capitalized expenses may be amortized over a 60-month period, if you elect to claim the
amortization. The election must be made on a timely filed return for the tax year in which the
business begins. Refer to Worksheet 2, at the end of this guide.
The amortization of start-up costs is computed on part VI, of Form 4562 and listed as Other
Expenses in Part V, of Schedule C. You make this election by attaching the completed Form
4562 to your return.
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Gifts
Gifts to the children or their parents are limited to a deduction of $25 per client per year and
must meet certain record keeping requirements. See Publication 463, Travel, Entertainment,
Gift and Car Expenses, for further information.
Insurance
Business insurance is an allowable deduction. This expense normally includes general business
liability coverage, asset insurance for large assets used by the facility, and other property related
insurance costs. Insurance expense is covered in greater detail in Publication 535, Business
Expenses.
Health insurance deduction for the self-employed
You may qualify to deduct a percentage of the amount you paid during the year for medical
insurance and qualified long-term care insurance for yourself and your family. For additional
information regarding this deduction, see Publication 535, Business Expenses.
Interest
You can generally expense on Schedule C all interest you pay during the tax year on debts
related to your business. Interest is deductible in your business, if you use the proceeds of the
loan for a business purpose. It does not matter what type of property secures the loan. You can
expense interest on a debt only if you meet all of the following requirements.
• You are legally liable for that debt.
• Both you and the lender intend that the debt be repaid.
• You and the lender have a true debtor-creditor relationship.
If a loan is part business and part personal, you must divide the interest between personal and
business.
Example
In 2002, you paid $600 interest on a car loan. During 2002, you used the car 60% for business
and 40% for personal purposes. You are claiming actual expenses on the car. You can only
deduct $360 (60% of $600) for the 2002 tax year on Schedule C. The remaining interest of $240
is a nondeductible personal expense.
For more information about expensing interest, see chapter 5 in Publication 535, Business
Expenses.
Legal and Professional Fees
Legal and professional fees, such as fees charged by accountants and/or tax preparers, directly
related to operating your business can be expensed. However, you usually cannot expense legal
fees you pay to acquire business assets. They must be added to the basis (cost) of the property. If
the fees include payments for work of a personal nature (such as making a will), you can take a
business expense only for the part of the fee related to your business. The personal portion of
legal fees for producing or collecting taxable income, doing or keeping your job, or for tax
advice may be deductible on Schedule A (Form 1040), if you itemize your deductions. For more
information, see Publication 529, Miscellaneous Deductions.
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Pension Plans
You can set up and maintain a small business retirement plan for yourself. For more information
on retirement plans for small business, see Publication 560, Retirement Plans for Small
Business (SEP, SIMPLE, and Qualified Plans).
Rent Expense
Rent is any amount you pay for the use of property you do not own. In general, you can deduct
the amount paid for rent only if it is for property that you use in your business.
Rent on your home
If you rent your home and use part of it as your place of business, you may be able to deduct the
rent you pay for the business portion. You must meet the requirements for business use of your
home. For more information, see Business Use of Your Home, later.
Rent paid in advance
Generally, rent paid in your business can only be deducted in the year paid. If you pay rent in
advance, you can only expense the amount that applies to your use of the rented property during
the tax year. The remainder of the payment can be claimed over the period to which it applies.
Repairs/Maintenance
Repairs and maintenance expenses incurred in your business are an allowable expense. This
may include personal equipment that would be used in the operation of your business, but only to
the extent of the business use percentage.
Supplies
Expenses incurred for diapers, cleaning, craft, or educational items, etc. for your clients’ children
are an allowable expense. Be sure to reduce this expense by any items used by your own
children.
Taxes
You can expense various taxes directly attributable to your business. Generally, you can expense
state or local income taxes you paid regarding your business. Do not expense federal income
tax.
Self-employment tax
You will report one-half of your self-employment tax on line 27, of Form 1040. Selfemployment tax is explained later.
Personal property tax.
You can expense on Schedule C any tax imposed by a state or local government on personal
property used in your business. You can also deduct registration fees for the right to use property
within a state or local area.
Example. Mary Jane drove her car 7,000 business miles out of a total of 10,000 miles. She paid
$25 for the state license tags and $20 for the city registration sticker. She also paid $235 in city
personal property tax on the car, for a total of $280. She is claiming actual car expenses and can
subtract 70% of her car business expenses (70% of the $280, or $196.)
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Licenses
Expenses for your business license, or certification/registration fees are allowable.
Utilities
Expenses for water, electricity, gas, cable television, garbage pickup, etc., will normally be part
of your business use of the home expenses described later.
Telephone
The monthly expense for basic local telephone service is a nondeductible personal expense, even
though the state requires the provider to have a telephone in order to be licensed. Additional
telephone charges incurred for business purposes or for a second phone line exclusively for the
business, are deductible to the extent substantiated.
Meals
Food bought for meals and snacks provided for your child-care recipients are an allowable
expense on Schedule C. You can never subtract the cost of food consumed by you or your family
as a business expense.
Keep a record (with receipts) of food purchased for your child-care recipients. This record
should be separate from your family household food expenses. Reimbursements you receive
from a sponsor under the Child and Adult Food Care Program of the Department of Agriculture
are taxable only to the extent they exceed your expenses for food for eligible children. If your
reimbursements are more than your expenses for food, show the difference as income in Part I of
Schedule C. If your food expenses are greater than the reimbursements, show the difference as
an expense in Part V of Schedule C. Do not include payments or expenses for your own children
if they are eligible for the program. Follow this procedure even if you receive a Form 1099
reporting a payment from the sponsor.
The following table lists the expenses that are 100% deductible for business and expenses that
must be allocated based on business use:

13

Miscellaneous Expenses – May be 100% Allowable
Accounting Services
Advertising – telephone directory ads, flyers,
brochures, etc.
Arts and Crafts Supplies
Answering Service
Bank charges for Day Care checking accounts
Books and magazines for Day Care children or
Day Care purposes
Business Association Dues
Educational Expenses (classes related to DayCare purposes, i.e. CPR Course.)
Field trips and projects
Fire Extinguishers (Day-Care)
Food Expenses (Day-Care)
Gifts (limit $25.00 per child per year)
Insurance (Day Care liability)
Interest on Business Debts
Licensing Fess and physicals
Office Supplies
Substitute Child Care Provider Fees
Toys (Day Care Children)
Telephone (Day Care long distance charges –
charges that apply specifically to Day Care)

Business Portion Only Percentage of Expenses
Appliance repairs
Basic cable television costs
Cleaning Supplies
Computer software for business
Home repairs (may be an item for depreciation)
Household maintenance and supplies
Laundry supplies
Maid Service
Mileage (must keep accurate daily log of business
miles. This will determine business percentage.
This must be maintained for both standard mileage
and actual expenses.)
Property taxes
Home mortgage interest
Home insurance
Utilities (gas, heating oil, electricity, water, garbage
removal)

Depreciation
Depreciation is the deduction that is allowed for assets used in a trade or business that have a
useful life of more than one year, such as cars, trucks, cribs, TV's, VCR's, special backyard
playground equipment, and fencing. Generally, you cannot deduct the entire cost of assets in the
year of purchase. Instead, the costs of business assets are depreciated over a set period of time
called a recovery period. In other words, the deduction is spread over the period the equipment
is expected to produce income for you.
For assets that are used for both business and personal purposes, you must compute the business
and personal use percentage of each asset.
While you generally cannot deduct the cost of assets in the year of purchase, there is a provision
for certain types of assets (within certain limitations) that may allow you to do just that. It is
called the Internal Revenue Code section 179 Deduction. See Publication 946, How to
Depreciate Property for more information.
Your depreciation and section 179 deduction is computed on Form 4562, Depreciation and
Amortization, and claimed on line 13 of Schedule C, Profit or Loss from Business.
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The following table shows what can and cannot be depreciated:

What can be depreciated
You must depreciate property if it meets all
the following requirements:
• It is used in business.
• It has a useful life that extends
substantially beyond the year it is
placed in service. In other words, it
must be expected to last more than one
year.
• It is something that wears out, decays,
gets used up, becomes obsolete, or loses
its value from natural causes.

What cannot be depreciated
You cannot depreciate any of the following items:
•
•
•

Property placed in service and disposed of in the
same year.
Land.
Repairs and replacements that do not increase
the value or lengthen the property’s useful life.
Instead expense these amounts and place on line
21 of Schedule C.

Examples of Depreciable Items are the Business Portion of the Following:
• VCR Movies
• Automobile used in Day Care – if you are using the standard mileage rate deduction,
•
•
•
•
•

then depreciation is not allowed
Carpets
Fencing
Furniture – Cribs, playpens, car seats, etc.
Home – excluding land
Major appliances

NOTE: If the depreciable item is used partly for business and partly personal, you can only
depreciate the business portion.

Business Use of the Home
Your expense for business use of your home is calculated on Form 8829, and then transferred to
Schedule C, Part II, line 30. The space used in your home on a regular basis for providing
childcare, is deductible as a business expense even though you use the same space for
nonbusiness purposes. To qualify for this business expense, you must meet the following
requirements:
1. You must be in the business of providing care for children.

2. You must have applied for, been granted, or be exempt from
having a license, certification, registration, or approval as a
childcare provider under state law. You do not meet this
requirement if your application was rejected or your license or
other authorization has been revoked.
Figuring the deduction
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To use the business use of the home deduction, you will need to know the area of your home
used for childcare, and the entire size of your home. In addition, you need to keep track of the
number of hours per day and the number of days per year that your home is used for child care
activities. This time calculation could include hours used to conduct business activities after the
children are gone (i.e., administrative duties, cleaning, etc.). This information is used to compute
the business percentage on Form 8829. If there is an area of your home used exclusively for
childcare, see the special computation required in the Form 8829 instructions.
TIP: Contact your county auditor for assistance in determining your square footage.
Examples of Business Use Expenses
If you qualify to claim business use of the home expenses, you can use the business portion of these
expenses to figure your business use of the home deduction. These expenses include the following:
• Real estate taxes
• Deductible mortgage interest
• Casualty losses
• Depreciation **
• Insurance
• Rent
• Repairs
• Security system
• Utilities
**Depreciation allowed or allowable on your home will decrease its basis. For additional information
please refer to Publication 551, Basis of Assets.
If your gross income is less than your total business expenses, your deduction for certain
expenses related to the business use of your home is limited. This is taken into consideration on
Form 8829; however, more information is available in Publication 587, Business Use of the
Home.

Net Profit Or Loss
After figuring your business income and expenses, you are ready to figure the net profit or net
loss from your business. You do this by subtracting business expenses from business income. If
your expenses are less than your income, the difference is net profit and becomes part of your
income on page 1, of Form 1040.
If your expenses are more than your income, the difference is a net loss. You usually can deduct
your net loss from gross income on Form 1040. Refer to Worksheet 4, at the end of this guide.

Self-Employment Tax
Self-employment tax is essentially the self-employed person's contribution to the Social Security
System. It is computed on your net profit, if over $400. It is computed only for one person -- the
owner of the business. It cannot be split between you and another person, such as your spouse,
even if that person works with you in the business.
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Self-employment tax is calculated on Form 1040, Schedule SE, Self-Employment Tax.
Instructions are on the form and more information is contained in Publication 533, SelfEmployment Tax.
Self-employment tax is 15.3% of your Schedule C profit. The form calculates this tax for you. In
addition to this tax, you get a deduction for one-half of this tax on the front of your 1040 tax
return, as an adjustment to your total income. Line instructions on Schedule SE will tell you
where to insert the figures. This deduction reduces your overall taxable income.

Child Tax Credit
The child tax credit is a tax credit for certain individuals who have a qualifying child. This credit
can reduce your income tax. Definitions of a qualifying child and a worksheet for calculating
this credit are contained in the Form 1040 instructions. This credit is shown on line 48 of Form
1040.
In some instances, individuals may get less than the full amount of the child tax credit and may
be eligible for the Additional Child Tax Credit. The additional child tax credit may give you a
refund even if you do not owe any income tax. This part of the credit is computed on Form
8812, Additional Child Tax Credit, and claimed on line 63 of Form 1040. You may also need to
refer to Publication 972, Child Tax Credit, for additional worksheets and information.

Earned Income Tax Credit
The earned income credit (EIC) is a tax credit for certain people who work and have earned
income under a yearly threshold. A tax credit usually means more money in your business. It
reduces the amount of tax you owe. The EIC may also give you a refund.

17

EIC Eligibility Checklist
You may claim the EIC if you answer Yes to all of the following questions. *
1. Do you, your spouse, and your qualifying child each have a valid SSN that allows you to work?
2. Is your filing status married filing jointly, head of household, qualifying widow(er), or single?
Caution: If you are a nonresident alien, answer YES only if your filing status is married filing jointly and you
are married to a U.S. citizen or resident alien.
3. Answer YES if you are not filing Form 2555 or Form 2555–EZ. Otherwise, answer NO.
4. Is your investment income $2,450 or less?
5. Is your total earned income at least $1 but less than:
$10,710 if you do not have a qualifying child,
$28,281 if you have one qualifying child, or
$32,121 if you have more than one qualifying child?
6. Is your modified AGI less than:
$10,710 if you do not have a qualifying child,
$28,281 if you have one qualifying child, or
$32,121 if you have more than one qualifying child?
7. Answer YES if you (and your spouse if filing a joint return) are not a qualifying child of another person. Otherwise,
answer NO.
STOP: If you have a qualifying child, answer questions 8 and 9 and skip 10–12. If you do not have a qualifying child,
skip questions 8 and 9 and answer 10–12. *
8. Does your child meet the age, residency, and relationship tests for a qualifying child?
9. Is your child a qualifying child only for you? Answer YES if your qualifying child is also a qualifying child for
another person but your modified AGI is higher than the other person’s.
10. Was your main home (and your spouse’s, if filing a joint return) in the United States for more than half the year?
11. Were you (or your spouse if filing a joint return) at least age 25 but under age 65 at the end of 2001?
12. Answer YES if you (and your spouse if filing a joint return) cannot be claimed as a dependent on anyone else’s
return. Answer NO if you (or your spouse if filing a joint return) can be claimed as a dependent on someone else’s
return.
________________________________________________________________________________________________
*PERSONS WITH A QUALIFYING CHILD: If you answered YES to questions 1through 9, you can claim the EIC.
Remember to fill out Schedule EIC and attach it to your Form 1040 or Form 1040A. You cannot use Form 1040EZ.
PERSONS WITHOUT A QUALIFYING CHILD: If you answered YES to questions 1 through 7, and 10 through
12, you can claim the EIC.
If you answered NO to any question that applies to you: You cannot claim the EIC.

There is a special EIC Worksheet you need to complete in order to determine the amount of your
credit. Below is a copy of the EIC Worksheet for self-employed persons.
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For more information regarding the earned income tax credit or if your earned income tax credit
was denied for any reason after 1996, please see Publication 596, Earned Income Credit.
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Estimated Tax Payments
When you are an employee of someone else, they generally withhold taxes from your gross pay
each pay period and you receive the net income in a paycheck or by cash. Estimated tax
payments for a business owner are essentially the same as withholding, except as a small
business owner, you no longer have the convenience of having your employer withhold income
tax from your income.
The federal income tax system, which in this case includes the self-employment tax, is a pay-asyou-go system. As a business owner, you may need to make estimated tax payments during the
year using Form 1040-ES, Estimated Tax for Individuals.
General rule
The total amount you must pay is the smaller of:
1)
90% of your total expected tax for the current year; or,
2)
100% of the total tax shown on your prior year tax return. Your prior year tax return
must cover all 12 months.
How To Figure Estimated Tax
To figure your estimated tax, you must figure your expected adjusted gross income, taxable
income, taxes, deductions, and credits for the year. Refer to Form 1040-ES, Estimated Tax for
Individuals. This form includes a worksheet to help you figure your estimated tax. Keep the
worksheet for your records.
When To Start
You do not have to make estimated tax payments until you have income on which you will owe
the tax. If you have income subject to estimated tax during the first payment period, you must
make your first payment by the due date for the first payment period. You can pay all your
estimated tax at that time, or you can pay it in four installments. If you choose to pay in
installments, make your remaining installment payments by the due dates (see chart on page 5)
for the later periods.
Payment Methods
There are several methods available for making estimated tax payments:
• Mailing a check or money order – Made payable to United States Treasury along with the
appropriate payment voucher included in the 1040-ES package;
• Credit Card – American Express, Discover Card or MasterCard accepted by service
providers for a convenience fee;
• Electronic Funds Transfer Payment System (EFTPS) – A fast, easy, secure, convenient
way to make your payments. You can use the phone or the Internet to make your
payments 24 hours a day, 7 days a week from anywhere. The system has a payment
scheduling capability that will allow you to schedule your payment instructions up to 365
days in advance. For further information or to request an enrollment form, please call
EFTPS Customer Service at 1-800-945-8400 or 1-800-555-4477.
All of these methods are described in detail in Pub 505, Tax Withholding and Estimated Tax.
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Estimated Tax Payments Not Required
You do not have to make estimated tax payments if you have withholding in each payment
period that is at least one-fourth of your required annual payment or your required annualized
income installment for that period. You also do not have to make estimated tax payments if the
amount you will owe with your return will be under $1,000.

Penalties
Penalty for Late Filing
The penalty for late filing is 5% of the tax due on the return you filed late for each month or part
of a month you filed late, up to 25% of the tax due. If you don’t file your tax return within 60
days of the due date, the penalty is $100 or 100% of the tax due on your return whichever is less.
Penalty for Late Payment
The penalty for late payment is 1/2% of the tax due for each month or part of a month your
payment is late, up to 25% of the tax due. The penalty increases to 1% per month if we send a
notice of intent to levy, and you don’t pay the tax due within 10 days from the date of the notice.
The combined late filing and the late payment penalties are limited to 5% of the unpaid tax for
that month.
Interest Rate on Penalties
The interest rate on penalties is the same as the underpayment interest rate. Interest will continue
to be charged on the entire amount you owe, including accrued interest and penalty, until the
balance is paid in full.
Penalty for Failure to Furnish a Taxpayer Identification Number
Section 6109(a) requires a provider of dependent care services to furnish a valid taxpayer
identification number, even if you are not required to file a return. Failure to provide the taxpayer
identification number could result in a penalty.
Penalty for Underpayment of Estimated Tax
Failure to pay enough estimated tax by its due date may result in an underpayment of estimated
tax penalty. Making estimated tax payments also avoids the problem of owing a large amount of
money when you file your income tax return. If your income changes significantly each period,
you may want to annualize your income to avoid an underpayment of estimated tax penalty.
Please see Publication 505, Tax Withholding and Estimated Tax for more information
regarding the penalty and how to annualize your income.
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Comprehensive Example Annie Care, TLC Day Care
Annie Care is a Family Day Care provider for the tax year 2001. She files as Head of
Household. She is unmarried and paid more than half of the cost of keeping up a home for a
qualifying child. Annie has two children James (15) and Ida (13).
Annie has been in business for one year. Annie did not pay estimated taxes in 2001 and she
claims the standard deduction.
Below is a list of Annie’s expenses. She keeps track of her expenses by placing them in separate
envelopes with the applicable receipt or proof of the expense (cancelled checks, cash register
tapes, invoices, etc). Annie keeps her Day Care income in a receipt book and gives the original
copy of the receipt to the parents. She receives $6,000 of reimbursements from the Federal Food
Program and has a separate record of that income.
Annie does not have any employees. She has given each parent a Form W-10 for their
information in filing their tax returns.
Information on the Claimed Expenses:
Advertising: Business cards, brochures, yellow pages - $250
Car & Truck: Business use of car @ 34.5 cents per mile (2001 Rate) - $2,622
Commissions & Fees: Bank Charges on business account - $50
Depreciation: Form 4562 prepared for purchase of desk, chair, file cabinet, 6 cribs,
6 playpens, and 6 highchairs used 100% for Day Care - $600
Insurance: Childcare liability insurance policy. (Homeowners/renters insurance is
claimed on Form 8829) - $350
Legal and Professional: Preparation of tax returns, contracts, etc. - $150
Office Expenses: Paper for record keeping, receipt books, photocopies, calendars,
notebooks, pencils, etc. - $100
Rent-Equipment: Rental of play equipment, cleaning equipment used in day care - $100
Repairs-Maintenance: Cost of repairs for equipment in children’s play area. (This
expense cannot be duplicated on the form 8829. Must relate to the Day
Care.) - $116
Supplies: Dixie Cups, paper towels, small toys, toilet paper, coloring books, crayons, etc. - $500
Taxes and Licenses: Childcare licensing fees - $50
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Travel: Travel to childcare provider convention - $200
Meals: Meals while attending childcare provider convention - $50
Other: Small gifts for Day Care Children - $75
Day Care Food - $6,500

Annie’s completed Form 1040 and required schedules are shown on the following pages.
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Form 1040

24

Form 1040 page 2

25

Schedule C

26

Schedule C, page 2

27

Schedule SE

28

Schedule EIC

29

Form 1040 – Line 48

30

Form 8812, Additional Child Tax Credit

31

Form 8829, Expenses for Business Use of Your Home

32

Form 4562, Depreciation and Amortization

33

Monthly Expense

Worksheet 1

MONTHLY EXPENDITURES

AMOUNT SPENT

Advertising
Telephone directory ads, flyers, brochures, etc.

1.

Car Expenses
Gas/Mileage (i.e. Field trips etc.)

Food (final cost after all reimbursements from federal or state agencies)
Gifts (limit $25.00 per child, per year)

2.
3.
4.

Insurances
Liability
Other Insurances

5.
6.

Outside Services
Accounting Service
Answering Service
Laundry Service
Maid Service
Substitute Child Care Service
Other (list)

7.
8.
9.
10.
11
12.

Office Expenses
Association and Membership Dues
Financial Institution Bank Charges
Magazine Subscriptions
Pens, Paper, Postage Stamps

13.
14.
15.
16.

Supplies
Activity Supplies (i.e. arts and crafts, science, etc.)
Books, VCR Tapes, Cassette Tapes and CDs
Toys
Other (list)

17.
18.
19.
20.

Training and Education
21.

CPR Course
Other (list)

The following items can only be expensed based
on the business use percentage:
Appliance repairs
Home mortgage Interest
Cleaning supplies
Home repairs
Household maintenance and supplies
Property taxes
Home insurance
Utilities (gas, electricity, basic cable, and telephone)

22.

Total
Expense

Business
Report Business %
Percentage Cost Only in this
Column
23.
24.
25.
26.
27.
28.
29.
30.
31.

TOTAL MONTHLY EXPENDITURES (add lines 1-30)
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Start-Up Expense

Worksheet 2
AMOUNT SPENT

START-UP EXPENSES

Advertising
Telephone directory ads, flyers, brochures, etc.

1.

Dues and Fees
Association and Membership Dues (list)
Business License
Childcare License
Child Abuse Index Fee
Fingerprinting Fee
Fire Inspection
Other (list)

2.
3.
4.
5.
6.
7.
8.

Professional Fees
Attorney Fees
Accounting Fees
Other (list)

9.
10.
11.

Inspection Fees
State
County
Office (list)

12.
13.
14.

Travel Expenses
Training and Educational Classes
Other (list)

15.
16.

Training and Education
CPR Class
Other (list)

17.
18.

TOTAL START-UP COSTS (add lines 1-)

19.

MONTHLY START-UP COST (divide line 19 by 60 months)

20.
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Childcare Payment Schedule
Name Of Child

Week 1

1.

Check amount
$
Date Paid

Week 2

Week 3

Worksheet 3
Week 4

Week 5

Total for
the month
per child
1.

Check Number

2.

Late Fee

1a.

Check amount
$
Date Paid

2.

Check Number

3.

Late Fee

2a.

Check amount
$
Date Paid

3.

Check Number

4.

Late Fee

3a.

Check amount
$
Date Paid

4.

Check Number
Late Fee

4a.
5.

Total Revenue Earned for the Month (add lines 1-4a)

Income Profitability
1.
2.
3.
4.
5.

Enter Total Monthly Revenues Earned from Worksheet 3, line 5
Enter Total Monthly Expenses from Worksheet 1, line 31
Enter Total Monthly Start-up Costs from Worksheet 2, line 20
Add Monthly Expenses (line 2), plus Monthly Start-up Costs (line 3)
Subtract Monthly Expenses (line 4) from Monthly Revenue (line 1)

(This amount is your net income or profit)
6. Amount set aside for federal, state and local taxes
7. Net income or loss after taxes (subtract line 6, from line 5).

Worksheet 4
1.
2.
3.
4.
5.

6.
7.
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Small Business Tax Education Program
Child Care Providers, who are Small business owners, can learn about business taxes through a
unique partnership between the IRS and local organizations. Through workshops, instructors
provide training on starting a business, recordkeeping, preparing business tax returns, selfemployment tax issues, and employment taxes. Some courses are offered free as a community
service. Courses given by an educational institution may include costs for materials and tuition.
Other courses may have a nominal fee to offset administrative costs for sponsoring
organizations. For more information about this program, call the IRS at 1–800–829-1040
Monday through Friday during regular business hours and ask for your Taxpayer Education and
Communication Department.

IRS Help by phone

( For Tax Assistance by phone.......................1.800.829.1040
( To Order Forms by phone ...........................1.800.829.3676
( Tele-Tax Recorded Information ..................1.800.829.4477
( Automated Refund Information...................1.800.829.4477
( IRS Tax Fax (forms by fax).........................1.703.368.9694
(not toll free)

IRS on the Internet
World Wide Web .........................................www.irs.gov
Small Business/Self Employed....................www.irs.gov/smallbiz
: Modem ........................................................1.703.321.8020
(not toll free)

Other Useful Web Sites
Immigration and Naturalization Service
www.ins.usdoj.gov
Small Business Administration
www.sbaonline.sba.gov
U.S. Business Advisor
www.business.gov
Simplified Tax and Wage Reporting System (STAWRS)
www.treas.gov/stawrs/
Department of Commerce
www.doc.gov
Social Security Administration
www.ssa.gov
Government Printing Office
www.gpo.gov
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