How to Read a Family Child Care Provider’s IRS Tax Forms: A Guide for Food Program Sponsors
 

 Introduction
This is a guide to help Food Program sponsors determine if a provider is income-eligible for Tier I.  This guide identifies the key things sponsors should look for as they review a provider’s IRS tax forms.  The goal of this guide is to help sponsors spot potential unclaimed deductions and errors that may impact a provider’s eligibility for Tier I.  This guide does not claim to identify every possible unclaimed deduction or error for all providers.  We will look at the major business tax forms that most providers must fill out:  Form 8829, Form 4562, and Schedule C.  All references in this guide are to the 2014 versions of these IRS forms.

Form 8829 Expenses for Business Use of Your Home
1)  All providers (with the exception of some providers who live on base in military housing) should file this form.

2)  Look at the following lines on this form to make sure the provider has reported an expense amount on each line:

Line 10  Deductible mortgage interest (if the provider owns her home)

Line 11  Real estate taxes (if the provider owns her home)

Line 17  Insurance (homeowner’s or renter’s insurance)

Line 18 Rent

Line 19  Repairs and maintenance (furnace cleaning, fixing broken glass, etc.)

Line 20  Utilities (gas, electric, water, garbage, sewage, cable TV, but not the monthly phone bill)

Line 21  Other expenses

Line 29  Depreciation of your home (if the provider owns her home)

All of the above items should be entered in column (b) indirect expenses, not column (a) direct expenses.  The only expenses that should be entered in column (a) are those items used exclusively for the business (for example, repairs to a room used exclusively for business).

3)  If a provider did not fill out Form 8829, she may have entered her house expenses directly onto Schedule C.  Although a provider is supposed to claim her house expenses on Form 8829, in most cases it won’t make a difference if she claimed them on Schedule C.  If a provider did not claim house expenses on Form 8829, look for them on these lines on Schedule C:

Line 13 Depreciation

Line 15 Insurance

Line 16a Mortgage interest

Line 21 Repairs and maintenance

Line 23 Taxes

Line 25 Utilities

4)  A provider cannot claim the same expense twice.  This can happen in two situations.  The first is when a provider shows the same expense on both Form 8829 and Schedule C.  If a provider claimed an expense on any of the lines on

Form 8829 listed under number 2 above, there should not be the same amount showing on the corresponding categories on Schedule C listed in number 3 above.  For example, if a provider claimed $3,000 for utilities on line 19 of Form 8829, there should not be any amount claimed on line 25 on Schedule C.

Second, a provider might incorrectly claim real estate taxes and mortgage interest expenses on both Form 8829 and Form 1040 Schedule A.  The amount on line 10 (mortgage interest) on Form 8829 should be more than the amount on line 10 (mortgage interest) on Schedule A.  If these two numbers are the same, the provider probably claimed mortgage interest twice.  The amount on line 11 (real estate taxes) on Form 8829 should be more than the amount on line 6 (real estate taxes) on Schedule A.  If these two numbers are the same, the provider probably claimed real estate taxes twice.  A provider should only be claiming the business portion of these expenses on Form 8829 and the personal portion on Schedule A.

5)  Line 7 of Form 8829 is the provider’s business use of home percentage (or Time-Space percentage).  This is the single most important number on a provider’s tax return because it impacts how much a provider can deduct for all her house expenses.  For most provider’s, this percentage should be between 30-40%.  If not, check further by looking at lines 1-6 (See below).

6)  Line 3 of Form 8829 is the Space percentage.  Most providers will have a percentage of 100% because most providers use all of the rooms in their home on a regular basis in their business.  If this percentage is less than 100%, ask the provider what rooms she did not include in the square footage number on line 1.  A provider can include bedrooms that are used for napping by the children, or for record keeping by the provider.  Basement rooms used for business activities such as storage and laundry can also be counted as regular use.  A garage used for storage of business and household items is considered regular use.

Note:  Ask the provider if she used one or more rooms exclusively for business (meaning there was never any personal use).  If so, she can claim a significantly higher Time-Space percentage and it would be worthwhile to amend the tax return.  See the Family Child Care Tax Workbook and Organizer for details.

7)  Line 6 of Form 8829 is the Time percentage.  Providers can count all the hours children were present in their home, as well as hours spent on business activities after the children were gone.  These include: cleaning, meal preparation, activity preparation, parent interviews, phone calls, record keeping, time spent on the Internet for business purposes, etc.  Most providers will have a Time percentage of 35-45%.  Here is an example.  A provider working 10 hours a day caring for children and one hour a day doing other business activities would work 2,860 hours in a year (11 hours a day x 5 days a week x 52 weeks = 2,860 hours).  This is equal to 32.6% of the year.  Many providers work longer hours than this.  A provider would have a Time percentage below 25% only if she worked less than about 8 hours a day, 5 days a week.  This is rare.

Form 4562 Depreciation and Amortization
8)  Providers should be claiming depreciation on their furniture and appliances (washer, dryer, freezer, refrigerator, computer, TV, VCR, etc.).  Expenses for the first year these items were used for business should appear on line 19c “7-year property” on Form 4562.  After the first year of using these items in the business, depreciation expenses should appear on line 17 on Form 4562.  In other words, for the first year a provider is in business, there should be expenses showing on line 19c.  After the first year in business there should be expenses showing on line 17 (and also on line 19c if she bought something in the current year).  Many providers are not claiming depreciation deductions.

Schedule C Profit or Loss from Business
9)  All providers should fill out Schedule C.  Although some small businesses use Schedule C-EZ, no provider should use the Schedule C-EZ form.  Some providers may put their child care income directly onto line 7 “Wages” Form 1040 where they add it to their husband’s income.  This is incorrect.  Child care income must go onto Schedule C.

10)  Line 9 “Car and truck expenses” on Schedule C should include all the miles driven by the provider in which the primary purpose of the trip was business.  This includes trips to the bank to deposit child care income, trips to the library, park, school, grocery story, etc.  Many providers leave out many business trips.  The standard mileage rate for 2015 is 57.5 cents per mile.  If a provider drove 100 miles in a month, this would equal $57.50 in deductions.  In addition, providers should include on this line the business portion of any car loan interest (even when the provider is using the standard mileage method to claim car expenses).  Many providers and tax preparers leave out car loan interest.  The business portion of car loan interest is based on the number of business miles divided by the total number of miles driven. See the Family Child Care Tax Workbook and Organizer for details.

11)  Line 16b “Other interest” on Schedule C should include the business portion of any credit card interest.  This includes purchases of any items used partly by the business (TV, VCR, living room sofa, appliances, etc.).

12)  Line 24b is for meals eaten away from the home by a provider or a client of the provider.  Providers should not show their food expenses for children here.  If they do they will only get 50% of the amount as a deduction.  If the provider put her business food expenses here she paid too much in taxes.  Food expenses should be reported on line 27a.

13)  Line 26 “Wages” on Schedule is where a provider can claim all the amounts paid to someone to help them care for children.  Providers should be filing payroll withholding forms and paying Social Security, Medicare, and possibly federal unemployment taxes.  All of these taxes are also deductible.

14)  Line 27a “Other expenses” on Schedule C is where providers should report their business food expenses.  This amount, in most cases, should be larger (by hundreds of dollars) than the amount on line 6 “Other Income” of Schedule C where the Food Program reimbursements should be reported.

Most providers are spending much more on food than their reimbursements because: they are serving extra meals that are not reimbursed, they are serving non-credible food (which is deductible), or their children are eating more than the per serving amount allowed.  Ask providers if they included the cost of non-reimbursed meals (afternoon snack or dinner) and non-credible food.

15)  How much of a profit should providers show on Schedule C?  This is difficult to answer because housing, food and other expenses can vary greatly.  In addition, income can be very different from one provider to another.

According to one national survey (“The Economics of Family Child Care” by Modigliani, et al), the average provider’s total expenses were 58% of their gross income.  The average expenses shown on Form 8829 were 20% of the gross income.  Line 7 of Schedule C is a provider’s gross income.  Line 28 plus line 30 of Schedule C equals a provider’s total expenses.  Line 30 of Schedule C represents the house expenses carried over from Form 8829.  Using the above estimates, lines 28 and 30 of Schedule C should be about 58% of line 7 on Schedule C.  Line 30 of Schedule C should be about 20% of line 7 of Schedule C.  In the same survey, the higher income providers (those in the top 20% of income) had expenses that were 42% of their gross income and Form 8829 expenses were 12% of their income.  This makes sense because as a provider’s income rises, her expenses do not rise in equal amounts.  Sponsors should use these numbers cautiously because of the wide variance among providers.

16)  Should providers be showing a loss on Schedule C? Line 31 of Schedule C represents a provider’s net income (profit) or loss.  It is not unusual for a provider to show a loss in the first year or two of being in business.  After the first few years if a provider shows a loss or only a very small profit (less than $1,000) it could be due to:  caring for only one or two children, high house expenses (large mortgage and property tax bills), or special expenses (purchase of a new car, etc.).  If these circumstances don’t exist and a provider is still showing a loss or a very small profit, a sponsor may want to ask about the larger expenses showing on Schedule C and Form 8829 to see if the provider only claimed the business portion of expenses (see number 3 above).

Other
17)  Special events may create an impact on a provider’s tax return.  This could include a casualty loss due to a flood, fire, storm, or theft (Casualty losses go on line 9 of Form 8829).  Providers are entitled to deduct the business portion of any losses not covered by insurance.  This can result in a lower net income for the year.

Conclusion
A provider should have some type of written record (receipt, canceled check, or other evidence) to be able to claim a deduction on her tax return.  If a provider has not claimed some of the deductions she was entitled to claim she should consider amending her tax return (Form 1040X Amended U.S. Individual Income Tax Return).  A tax return can be amended up to three years after it was filed.  Many providers will find that it is beneficial to amend their tax return.  For example: for every $100 in additional deductions claimed on an amended return, a provider can expect to receive a refund of $30-40, plus interest.

For further information on what expenses are deductible and how to keep track of expenses (particularly food expenses), see the Family Child Care Record Keeping Guide.  For further information on how to fill out the tax return, see The Family Child Care Tax Workbook and Organizer.
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