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2005 Instructions for Schedule C

Profit or Loss
From Business

Use Schedule C (Form 1040) to report income or loss from a business you operated or a
profession you practiced as a sole proprietor. Also, use Schedule C to report wages and
expenses you had as a statutory employee. An activity qualifies asabusinessif your primary
purpose for engaging in the activity is for income or profit and you are involved in the
activity with continuity and regularity. For example, a sporadic activity or a hobby does not
qualify as a business. To report income from a nonbusiness activity, see the instructions for

Form 1040, line 21.

Small businesses and statutory employees with expenses of $5,000 or less may be ableto
file Schedule C-EZ instead of Schedule C. See Schedule C-EZ for details.

~ You may be subject to state and local taxes and other requirements such as business
licenses and fees. Check with your state and local governments for more information.

Section references are to the Internal Revenue Code.

What's New

Special rulesfor contributing book or food
inventories under the Katrina Emergency
Tax Relief Act of 2005. See Pub. 4492 for
information on qualifying contributions,
adjusting your inventory, and claiming any
allowable deduction.

Employee retention credit for employers
affected by Hurricane Katrina. If you had
employees in the Hurricane Katrina disas-
ter area, you may be eligible for a credit
against the wages you paid them while your
business was inoperable. For more infor-
mation, see Form 5884-A.

Biodiesel fuels credit. If you claimed the
biodiesel fuels credit on Form 8864, you
must include the credit in your income on
line 6. See the instructions for line 6 on
page C-3.

General Instructions

Other Schedules and Forms
You May Have To File

* Schedule A to deduct interest, taxes,
and casualty losses not related to your busi-
ness.

¢ Schedule E to report rental real estate
and royalty income or (loss) that is not sub-
ject to self-employment tax.

* Schedule F to report profit or (loss)
from farming.

® Schedule Jto figure your tax by aver-
aging your fishing income over the previ-
ous 3 years. Doing so may reduce your tax.

e Schedule SE to pay self-employment
tax on income from any trade or business.

* Form 4562 to claim depreciation on
assets placed in service in 2005, to claim
amortization that began in 2005, to make an
election under section 179 to expense cer-
tain property, or to report information on
listed property.

* Form 4684 to report acasualty or theft
gain or lossinvolving property used in your

trade or business or income-producing
property.

* Form 4797 to report sales, exchanges,
and involuntary conversions (not from a
casualty or theft) of trade or business prop-
erty.

* Form 8594 to report certain purchases
or sales of groups of assets that constitute a
trade or business.

* Form 8824 to report like-kind ex-
changes.

* Form 8829 to claim expensesfor busi-
ness use of your home.

* Form 8903 to take a deduction for in-
come from domestic production activities.

Husband-wife business. If you and your
spouse jointly own and operate a business
and share in the profits and losses, you are
partners in a partnership, whether or not
you have a formal partnership agreement.
Do not use Schedule C or C-EZ. Instead,
fil_le Form 1065. See Pub. 541 for more de-
tails.

Exception. If you and your spouse
wholly own an unincorporated business as
community property under the community
property laws of a state, foreign country, or
U.S. possession, you can treat the business
either as a sole proprietorship or a partner-
ship. The only states with community prop-
erty laws are Arizona, California, ldaho,
Louisiana, Nevada, New Mexico, Texas,
Washington, and Wisconsin. A change in
your reporting position will be treated as a
conversion of the entity.

Singlee-member limited liability company
(LLC). Generaly, a single-member do-
mestic LLC is not treated as a separate en-
tity for federal income tax purposes. If you
are the sole member of a domestic LLC,
file Schedule C or C-EZ (or Schedule E or
F, if applicable). However, you can elect to
treat a domestic LLC as a corporation. See
Form 8832 for details on the election and
the tax treatment of aforeign LLC.

Heavy highway vehicle use tax. If you use
certain highway trucks, truck-trailers,
tractor-trailers, or buses in your trade or
business, you may have to pay a federal
highway motor vehicle use tax. See the In-
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structions for Form 2290 to find out if you
owe this tax.

Information returns. You may haveto file
information returns for wages paid to em-
ployees, certain payments of fees and other
nonemployee compensation, interest, rents,
royalties, real estate transactions, annuities,
and pensions. Y ou may aso haveto file an
information return if 'you sold $5,000 or
more of consumer productsto aperson on a
buy-sell, deposit-commission, or other sim-
ilar basis for resale. For details, see the
2005 General Instructions for Forms 1099,
1098, 5498, and W-2G.

If you received cash of more than
$10,000 in one or more related transactions
in your trade or business, you may have to
file Form 8300. For details, see Pub. 1544.

Reportable Transaction
Disclosure Statement

Use Form 8886 to disclose information for
each reportable transaction in which you
participated. Form 8886 must be filed for
each tax year that your federal income tax
liability is affected by your participation in
the transaction. Y ou may haveto pay apen-
dty if you are required to file Form 8886
but do not do so. Y ou may also have to pay
interest and penalties on any reportable
transaction understatements. The following
are reportable transactions.

* Any transaction that is the same as or
substantially similar to tax avoidance trans-
actions identified by the IRS.

* Any transaction offered under condi-
tions of confidentiality for which you paid
an advisor a minimum fee.

* Any transaction for which you have
contractual protection against disallowance
of the tax benefits.

* Any transaction resulting in a loss of
at least $2 million in any single tax year or
$4 million in any combination of tax years.
(At least $50,000 for asingle tax year if the
loss arose from a foreign currency transac-
tion defined in section 988(c)(1), whether
or not theloss flows through from an S cor-
poration or partnership.)



e Any transaction resulting in a
book-tax difference of more than $10 mil-
lion on agross basis.

o An%/ transaction resulting in a tax
credit of more than $250,000, If you held
the asset generating the credit for 45 days
or less.

See the Instructions for Form 8886 for
more details and exceptions.

Additional Information

See Pub. 334 for more information for
small businesses.

Specific Instructions

Filers of Form 1041. Do not complete the
block labeled “Social security number
(SSN).” Instead, enter your employer iden-
tification number (EIN) on line D.

Line A

Describe the business or professional activ-
ity that provided your principal source of
income reported on line 1. If you owned
more than one business, you must complete
a separate Schedule C for each business.
Give the general field or activity and the
type of product or service. If your general
field or activity iswholesale or retail trade,
or services connected with production serv-
ices (mining, construction, or manufactur-
ing), also give the type of customer or
client. For example, “wholesale sale of
hardware to retailers’ or “appraisal of real
estate for lending institutions.”

Line D

You need an employer identification num-
ber (EIN) only if you had aqualified retire-
ment plan or were required to file an
employment, excise, estate, trust, or alco-
hol, tobacco, and firearmstax return. If you
need an EIN, see the Instructions for Form
SS-4. If you do not have an EIN, leave line
D blank. Do not enter your SSN.

Line E

Enter your business address. Show a street
address instead of a box number. Include
the suite or room number, if any. If you
conducted the business from your home lo-
cated at the address shown on Form 1040,
Page 1, you do not have to complete this
ine.

Line F

Generaly, you can use the cash method,
accrual method, or any other method per-
mitted by the Internal Revenue Code. In all
cases, the method used must clearly reflect
income. Unless you are a qualifying tax-
payer or a qualifying small business tax-
payer, you must use the accrual method for

es and purchases of inventory items. See
the Part |11 instructions on page C-6 for the
definition of a qualifying taxpayer and a
qualifying small business taxpayer. Special

rules apply to long-term contracts. See sec-
tion 460 for details.

If you use the cash method, show all
items of taxable income actually or con-
structively received during the year (in
cash, property, or services). Incomeis con-
structively received when it is credited to
your account or set aside for you to use.
Also, show amounts actually paid during
the year for deductible expenses. However,
if the payment of an expenditure creates an
asset having a useful life that extends sub-
stantially beyond the close of thgglear, it
may not be deductible or may be deductible
onlg/ in3part for the year of the payment. See
Pub. 535.

If you use the accrual method, report in-
comewhen you earn it and deduct expenses
when you incur them even if you do not pay
them during the tax year. Accrua-basis
taxpayers are put on a cash basis for de-
ducting business expenses owed to a re-
lated cash-basis taxpayer. Other rules
determine the timing of deductions based
on economic performance. See Pub. 538.

To change your accounting method, you
generally must file Form 3115. You may
also have to make an adjustment to prevent
amounts of income or expense from being
duplicated or omitted. Thisis called a sec-
tion 481(a) adjustment.

Example. You change to the cash
method of accounting and choose to ac-
count for inventoriable items in the same
manner as materials and supplies that are
not incidental. You accrued sales in 2004
for which you received payment in 2005.
Y ou must report those salesin both years as
a result of changing your accounting
method and must make a section 481(a) ad-
justment to prevent duplication of income.

A net negative section 481(a) adjust-
ment is taken into account entirely in the
year of the change. A net positive section
481(a) adjustment is generaly taken into
account over a period of 4 years. Include
any net positive section 481(a) adjustments
on line 6. If the net section 481(a) adjust-
ment is negative, report it in Part V.

For details on figuring section 481(a)
adjustments, see the Instructions for Form
3115, Rev. Proc. 2004-23, 2004-16 |.R.B.
785, available at www.irs.gov/irb/
2004-16 _IRB/ar11.html, and Rev. Proc.
2004-57, 2004-38 I.R.B. 498, available at
www.irs.gov/irb/2004-38_IRB/ar11.html.

Line G

If your business activity was not a rental
activity and you met any of the materia
participation tests below or the exception
for oil and gas applies (explained on page
C-3), check the “Yes’ box. Otherwise,
check the “No” box. If you check the “No”
box, this business is a passive activity. If
you have a loss from this business, see
Limit on losses on page C-3. If you have a
profit from this business activity but have
current year losses from other passive ac-
tivities or you have prior year unallowed
passive activity losses, see the Instructions
for Form 8582.

Material participation. Participation, for
purposes of the seven material participation
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tests listed below, generaly includes any
work you did in connection with an activity
if you owned an interest in the activity at
the time you did the work. The capacity in
which you did the work does not matter.
However, work is not treated as partici-
pation if it iswork that an owner would not
customarily do in the same type of activity
and one of your main reasons for doing the
work was to avoid the disallowance of
losses or credits from the activity under the
passive activity rules.

Work you did as an investor in an activ-
ity is not treated as participation unless you
were directly involved in the day-to-day
management or operations of the activity.
Work done as an investor includes:

e Studying and reviewing financial
statements or reports on the activity,

* Preparing or compiling summaries or
analyses of the finances or operations of the
activity for your own use, and

¢ Monitoring the finances or operations
of the activity in anonmanagerial capacity.

Participation by your spouse during the
tax year in an activity you own can be
counted as your participation in the activ-
ity. Thisappliesevenif your spouse did not
own an interest in the activity and whether
or not you and your spouse file a joint re-
turn.

For purposes of the passive activity
rules, you materially participated in the op-
eration of this trade or business activity
during 2005 if you met any of thefollowing
seven tests.

1. You participated in the activity for
more than 500 hours during the tax year.

2. Your participation in the activity for
the tax year was substantially al of the par-
ticipation in the activity of al individuals
(including individuals who did not own any
interest in the activity) for the tax year.

3. You participated in the activity for
more than 100 hours during the tax year,
and you participated at |east as much as any
other person for the tax year. Thisincludes
individuals who did not own any interest in
the activity.

4. The activity is a significant partici-
pation activity for the tax year, and you par-
ticipated in all significant ;r)]artici pation
activities for more than 500 hours during
the year. An activity is a “significant par-
ticipation activity” if it involves the con-
duct of atrade or business, you participated
in the activity for more than 100 hours dur-
ing the tax year, and you did not materially
participate under any of the material par-
ticipation tests (other than this test 4).

5. You materialy participated in the ac-
tivity for any 5 of the prior 10 tax years.

6. The activity is a personal service ac-
tivity in which you materially participated
for any 3 prior tax years. A personal service
activity isan activity that involves perform-
ing personal servicesin thefields of health,
law, engineering, architecture, accounting,
actuarial science, performing arts, consult-
ing, or any other trade or businessin which
capital is not a material income-producing
factor.

7. Based on al the facts and circum-
stances, you participated in the activity on a
regular, continuous, and substantial basis



during the tax year. But you do not meet
this test if you participated in the activity
for 100 hours or less during the tax year.
Y our participation in managing the activity
does not count in determining if you meet
this test if any person (except you) (a) re-
celved compensation for performing man-
agement services in connection with the
activity or (b) spent more hours during the
tax year than you spent performing man-
agement servicesin connection with the ac-
tivity (regardless of whether the person was
compensated for the services).

Rental of personal property. A renta ac-
tivity (such as long-term equipment leas-
ing) is a passive activity even if you
materially participated in the activity.
However, if you met any of the five excep-
tions listed under Rental Activities in the
Instructionsfor Form 8582, therental of the
property is not treated as a rental activity
and the material participation rules above

apply.

Exception for oil and gas. If you arefiling
Schedule C to report income and deduc-
tions from an oil or gas well in which you
own a working interest directly or through
an entity that does not limit your liability,
check the “Yes” box. The activity of own-
ing the working interest is not a passive ac-
tivity regardless of your participation.

Limit on losses. If you checked the “No”
box and you have aloss from this business,
you may have to use Form 8582 to figure
your alowable loss, if any, to enter on
Schedule C, line 31. Generally, you can de-
duct losses from passive activities only to
the extent of income from passive activi-
ties. For details, see Pub. 925.

Line H

If you started or acquired this business in
2005, check the box on line H. Also check
the box if you are reopening or restarting
this business after temporarily closing it,
and you did not file a 2004 Schedule C or
C-EZ for this business.

Part I. Income

Except as otherwise provided in the Inter-
nal Revenue Code, gross income includes
income from whatever source derived.
Gross income, however, does not include
extraterritorial income that is qualifying
foreign trade income. Use Form 8873 to
figure the extraterritorial income exclusion.
Report it on Schedule C as explained in the
Instructions for Form 8873.

Line 1

Enter gross receipts from your trade or
business. Include amounts you received in
your trade or business that were properly
shown on Forms 1099-MISC. If the total
amounts that were reported in box 7 of
Forms 1099-MISC are more than the total
you are reporting on line 1, attach a state-
ment explaining the difference.

Statutory employees. If you received a
Form W-2 and the “Statutory emEonee”
box in box 13 of that form was checked,
report your income and expenses related to
that income on Schedule C or C-EZ. Enter
your statutory employee income from box
1 of Form W-2 on line 1 of Schedule C or
C-EZ and check the box on that line. Social
security and Medicare tax should have been
withheld from your earnings, therefore,
you do not owe self-employment tax on
these earnings. Statutory employees in-
clude full-time life insurance agents, cer-
tain agent or commission drivers and
traveling salespersons, and certain home-
workers.

If you had both self-employment in-
come and statutory employee income, you
must file two Schedules C. Y ou cannot use
Schedule C-EZ or combine these amounts
on a single Schedule C.

Installment sales. Generaly, the install-
ment method cannot be used to report in-
come from the sale of (a) personal property
regularly sold under the installment
method, or (b) real property held for resale
to customers. But the installment method
can be used to report income from sales of
certain residential lots and timeshares if
you elect to pay interest on the tax due on
that income after the year of sale. See sec-
tion 453(1)(2)(B) for details. If you make
this election, include the interest on Form
1040, line 63. Also, enter “453(1)(3)” and
the amount of the interest on the dotted line
to the left of line 63.

If you use the installment method, at-
tach a schedule to your return. Show sepa-
rately for 2005 and the 3 preceding years:
gross sales, cost of goods sold, gross profit,
percentage of gross profit to gross sales,
amounts collected, and gross profit on
amounts collected.

Line 6

Report on line 6 amounts from finance re-
serve income, scrap sales, bad debts you
recovered, interest (such as on notes and
accounts receivable), state gasoline or fuel
tax refunds you got in 2005, credit for bi-
odiesel fuels claimed on Form 8864, credit
for federal tax paid on gasoline or other
fuels claimed on your 2004 Form 1040,
prizes and awards related to your trade or
business, and other kinds of miscellaneous
business income. Include amounts you re-
ceived in your trade or business as shown
on Form 1099-PATR. Also, include any
recapture of the deduction for_clean-fuel
vehicles used in your business and
clean-fuel vehicle refueling property. For
details, see Pub. 535.

If the business use percentage of any
listed property (defined in the instructions
for line 13 on page C-4) decreased to 50%
or less in 2005, report on this line any re-
capture of excess depreciation, including
any section 179 expense deduction. Use
Form 4797 to figure the recapture. Also, if
the business use percentage drops to 50%
or less on leased listed property (other than
a vehicle), include on this line any inclu-
sion amount. See Pub. 946 to figure the
amount.
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Part Il. Expenses

Capitalizing costs of property. If you pro-
duced real or tangible personal property or
acquired property for resale, certain ex-
penses attributable to the property gener-
ally must be included in inventory costs or
capitalized. In addition to direct costs, pro-
ducers of inventory property generally
must also include part of certain indirect
costs in their inventory. Purchasers of per-
sonal property acquired for resale must in-
clude part of certain indirect costs in
inventory only if the average annual gross
receiptsfor the 3 prior tax years exceed $10
million. Also, you must capitalize part of
the indirect costs that benefit real or tangi-
ble personal property constructed for usein
a trade or business, or noninventory prop-
erty produced for sdle to customers. Re-
duce the amounts on lines 8 through 26 and
Part V by amounts capitalized. For details,
see Pub. 538.

Exception for certain producers. Produc-
ers who account for inventoriable items in
the same manner as materials and supplies
that are not incidental can currently deduct
expenditures for direct labor and al indi-
rect costs that would otherwise be included
in inventory costs. See Cost of Goods Sold
on page C-6 for more details.

Exception for creative property. If youare
an artist, author, or photographer, you may
be exempt from the capitalization rules.
However, your persona efforts must have
created (or reasonably be expected to cre-
ate) the property. This exception does not
aﬁply to any expense related to printing,
photographic plates, motion picture films,
video tapes, or similar items. These ex-
penses are subject to the capitalization
rules. For details, see Pub. 538.

Line 9

Y ou can deduct the actual expenses of run-
ning your car or truck or take the standard
mileage rate. Y ou must use actual expenses
if you used your vehicle for hire (such as a
taxicab) or you used more than four vehi-
cles smultaneously in your business (such
asin fleet operations?. Y ou cannot use ac-
tual expenses for a leased vehicle if you
previously used the standard mileage rate
for that vehicle.

You can take the standard mileage rate
for 2005 only if you:

* Owned the vehicle and use the stan-
dard mileage rate for the first year you
placed the vehicle in service, or

* Leased the vehicle and are using the
standard mileage rate for the entire lease
Eggg;d (except the period, if any, before

If you deduct actual expenses:

¢ Include on line 9 the business portion
of expenses for gasoline, ail, repairs, insur-
ance, tires, license plates, etc., and

* Show depreciation on line 13 and rent
or lease payments on line 20a.

If you take the standard mil e?e rate, do
not deduct depreciation, rent or lease pay-
ments, or your actual operating expenses.



Multiply the number of business miles
driven:

e Before September 1, 2005, by 40.5
cents, and

e After August 31, 2005, by 48.5 cents.

Add to this amount your parking fees
and tolls, and enter the total on line 9.

For details, see Pub. 463.

Information on your vehicle. If you claim
any car and truck expenses, you must pro-
vide certain information on the use of your
vehicle by completing one of the following.

e Schedule C, Part 1V, or Schedule
C-EZ, Part Il1, if: () you are claiming the
standard mlleage rate, you lease your vehi-
cle, or your vehicleisfully depreciated, and
(b) you are not required to file Form 4562
for any other reason. If you used more than
one vehicle during the year, attach your
own schedule with the information re-
quested in Schedule C, Part 1V, or Schedule
C-EZ, Part I11, for each additional vehicle.

* Form 4562, Part V, if you are claim-
ing depreciation on your vehicle or you are
required to file Form 4562 for any other
reason (see the instructions for line 13).

Line 11

Enter the total cost of contract |abor for the
tax year. Do not include contract labor de-
ducted elsewhere on your return such as
contract labor that you included in Part I11.
Also, do not include salaries and wages
paid to your employees, instead see line 26.

Line 12

Enter your deduction for depletion on this
line. IT you have timber depletion, attach
Form T. See Pub. 535 for details.

Line 13

Depreciation and section 179 expense
deduction. Depreciation is the annual de-
duction allowed to recover the cost or other
basis of business or investment property
having a useful life substantially beyond
the tax year. You can also depreciate im-
provements made to leased business prop-
erty. However, stock in trade, inventories,
and land are not depreciable. Depreciation
starts when you first use the property in
your business or for the production of in-
come. It ends when you take the property
out of service, deduct al your depreciable
cost or other basis, or no longer use the
property in your business or for the produc-
tion of income. You can aso elect under
section 179 to expense part of the cost of
certain property you bought in 2005 for use
in your business. See the Instructions for
IForm 4562 to figure the amount to enter on
ine 13.

When to attach Form 4562. You must
complete and attach Form 4562 only if:

* You are claiming depreciation on
property placed in service during 2005;

* You are claiming depreciation on
listed property (defined below), regardless
of the date it was placed in service; or

* You are claming a section 179 ex-
pense deduction.

If you acquired depreciable property for
the first time in 2005, see Pub. 946.

Listed property generaly includes, but
is not limited to:

* Passenger automobiles weighing
6,000 pounds or less;

* Any other property used for transpor-
tation if the nature of the property lends
itself to personal use, such as motorcycles,
pickup trucks, etc.;

* Any property used for entertainment
or recreational purposes (such as photo-
hic, phon O(I;raphic, communication,
video recor ing equipment);
* Cdlular telephones or other similar
telecommunications equipment; and

e Computers or peripheral equipment.

Exceptions. Listed property does not in-
clude photographic, phonographic, com-
munication, or video equipment used
exclusively in your trade or business or at
your regular business establishment. It also
does not include any computer or periph-
eral equipment used exclusively at a regu-
lar business establishment and owned or
leased by the person operating the estab-
lishment. For purposes of these exceptions,
aportion of your home istreated as a regu-
lar business establishment only if that por-
tion meets the requirements under section
280A(c)(1) for deducting expenses for the
business use of your home.

See the instructions for line 6 on page
C-3 if the business use percentage of any
listed property decreased to 50% or lessin
2005.

Line 14

Deduct contributions to employee benefit
programsthat are not an incidental part of a
pension or profit-sharing plan included on
line 19. Examples are accident and health
plans, group-term life insurance, and de-
pendent care assistance programs. If you
made contributions on your behalf as a
self-employed person to a dependent care
assistance program, complete Form 2441,
Parts | and I1l, to figure your deductible
contributions to that program.

Do not include on line 14 any contribu-
tions you made on your behalf as a self-em-
ployed person to an accident and health
plan or for group-term life insurance. You
may be able to deduct on Form 1040, line
29, the amount you paid for health insur-
ance on behalf of yourself, your spouse,
and dependents, even if you do not itemize
your deductions. See the instructions for
Form 1040, line 29, for details.

Line 15

Deduct premiums paid for business insur-
ance on line 15. Deduct on line 14 amounts
paid for employee accident and health in-
surance. Do not deduct amounts credited to
a reserve for self-insurance or premiums
paid for a policy that pays for your lost
earnings due to sickness or disability. For
details, see Pub. 535.
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Lines 16a and 16b

Interest allocation rules. Thetax treatment
of interest expense differs depending on its
type. For example, home mortgage interest
and investment interest are treated differ-
ently. “Interest allocation” rules require
you to allocate (cl edy) your interest ex-
pense so it is deducted (or capitalized) on
the correct line of your return and receives
the right tax treatment. These rules could
affect how much interest you are allowed to
deduct on Schedule C or C-EZ.

Generally, you alocate interest expense
by tracing how the proceeds of the loan
were used. See Pub. 535 for details.

If you paid interest on a debt secured b
your main home and any of the proceeds
from that debt were used in connection
with your trade or business, see Pub. 535 to
figure the amount that is deductible on
Schedule C or C-EZ.

How to report. If you have a mortgage on
real property used in your business (other
than your main home), enter on line 16athe
interest you paid for 2005 to banks or other
financial institutions for which you re-
ceived a Form 1098 (or similar statement).
If you did not receive a Form 1098, enter
the interest on line 16b.

If you paid more mortgage interest than
is shown on Form 1098, see Pub. 535 to
find out if you can deduct the additional
interest. If you can, include the amount on
line 16a. Attach a statement to your return
explaining the difference and enter “See
attached” in the margin next to line 16a.

If you and at least one other person
(other than your spouse if you file a joint
return) were liable for and paid interest on
the mortgage and the other person received
the Form 1098, include your share of the
interest on line 16b. Attach a statement to
your return showing the name and address
of the person who received the Form 1098.
In the margin next to line 16b, enter “See
attached.”

If you paid interest in 2005 that applies
to future years, deduct only the part that
applies to 2005.

Line 17

Include on this line fees for tax advice re-
lated to your business and for preparation
of the tax forms related to your business.

Line 19

Enter your deduction for contributionsto a
pension, profit-sharing, or annuity plan, or
plans for the benefit of your employees. If
the plan included you as a self-employed
person, enter contributions made as an em-

ployer on your behalf on Form 1040, line
28, not on Schedule C.

Generally, you must file the applicable
form listed below if you maintain a pen-
sion, profit-sharing, or other funded-de-
ferred compensation plan. The filing
requirement is not affected by whether or
not the plan qualified under the Internal
Revenue Code, or whether or not you claim
a deduction for the current tax year. There



is a penalty for failure to timely file these
forms.

Form 5500. Filethisform for aplanthatis
not a one-participant plan (see below).

Form 5500-EZ. File this form for a
one-participant plan. A one-participant
planis a plan that only covers you (or you
and your spouse).

For details, see Pub. 560.

Lines 20a and 20b

If you rented or leased vehicles, machinery,
or equipment, enter on line 20athe business
portion of your rental cost. But if you
leased a vehicle for a term of 30 days or
more, you may have to reduce your deduc-
tion by an amount called the inclusion
amount. See Pub. 463 to figure your inclu-
sion amount.

Enter on line 20b amounts paid to rent
or lease other property, such as office space
in a building.

Line 21

Deduct the cost of repairs and maintenance.
Include labor, supplies, and other itemsthat
do not add to the value or increase the life
of the property. Do not deduct the value of
your own labor. Do not deduct amounts
spent to restore or replace property; they
must be capitalized.

Line 22

Generally, you can deduct the cost of sup-
plies only to the extent you actually con-
sumed and used them In your business
during the tax year (unless you deducted
them in a prior tax year). However, if you
had incidental supplies on hand for which
you kept no inventories or records of use,
you can deduct the cost of supplies you
actually purchased during the tax year, pro-
vided that method clearly reflects income.

Line 23

You can deduct the following taxes and
licenses on this line.

e State and local salestaxesimposed on
you asthe seller of goods or services. If you
collected this tax from the buyer, you must
also include the amount collected in gross
receipts or sales on line 1.

* Real estate and persona property
taxes on business assets.

¢ Licenses and regulatory fees for your
trade or business paid each year to state or
local governments. But some licenses, such
as liquor licenses, may have to be amor-
tized. See Pub. 535 for details.

® Social security and Medicare taxes
paid to match required withholding from
your employees wages. Also, federal un-
employment tax paid. Reduce your deduc-
Ition Ey the amount shown on Form 8846,

ine 4.

* Federa highway use tax.
Do not deduct the following on thisline.

* Federal income taxes, including your
self-employment tax. However, you can
deduct one-half of your self-employment
tax on Form 1040, line 27.

¢ Estate and gift taxes.

* Taxes assessed to pay for improve-
ments, such as paving and sewers.

* Taxes on your home or persona use
property.

e State and local sales taxes on property
purchased for usein your business. Instead,
treat these taxes as part of the cost of the
property.

e State and local salestaxesimposed on
the buyer that you were required to collect
and pay over to state or local governments.
These taxes are not included in gross re-
ceipts or sales nor are they a deductible
expense. However, if the state or local gov-
ernment allowed you to retain any part of
the sales tax you collected, you must in-
clude that amount as income on line 6.

* Other taxes and license fees not re-
lated to your business.

Line 24a

Enter your expenses for lodging and trans-
portation connected with overnight travel
for business while away from your tax
home. Generaly, your tax home is your
main place of business regardless of where
you maintain your family home. You can-
not deduct expenses paid or incurred in
connection with employment away from
home if that period of employment exceeds
1 year. Also, you cannot deduct travel ex-
penses for your spouse, your dependent, or
any other individual unless that person is
your employee, the travel isfor abonafide
business purpose, and the expenses would
otherwise be deductible by that person.

Do not include expenses for meals and
entertainment on this line. Instead, see the
instructions for line 24b on this page.

Instead of keeping records of your ac-
tual incidental expenses, you can use an
optional method for deducting incidental
expenses only if you did not pay or incur
meal expenses on a day you were traveling
away from your tax home. The amount of
the deduction is $3 a day. Incidental ex-
penses include fees and tips given to por-
ters, baggage carriers, bellhops, hotel
maids, stewards or stewardesses and others
on ships, and hotel servants in foreign
countries. They do not include expenses for
laundry, cleaning and pressing of clothing,
lodging taxes, or the costs of telegrams or
telephone calls. You cannot use this
method on any day that you use the stan-
dard meal allowance (as explained in the
instructions for line 24b).

Y ou cannot deduct expenses for attend-
ing aforeign convention unlessitisdirectly
related to your trade or businessand it isas
reasonable for the meeting to be held
outside the North American area as within
it. These rules apply to both employers and
employees. Other rules apply to luxury
water travel.

For details, see Pub. 463.
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Line 24b

Enter your total deductible business meal
and entertainment expenses. Include mea
expenses while traveling away from home
for business.

Deductible expenses. Business meal ex-
penses are deductible only if they are (a)
directly related to or associated with the
active conduct of your trade or business, (b)
not lavish or extravagant, and (c) incurred
while you or your employee is present at
the meal.

Y ou cannot deduct any expense paid or
incurred for a facility (such as a yacht or
hunting lodge) used for any activity usually
considered entertainment, amusement, or
recreation.

Also, you cannot deduct membership
dues for any club organized for business,
pleasure, recreation, or other socia pur-
pose. Thisincludes country clubs, golf and
ahletic clubs, airline and hotel clubs, and
clubs operated to provide meals under con-
ditions favorable to business discussion.
But it does not include civic or public serv-
ice organizations, professional organiza-
tions (such as bar and medical
associations), business leagues, trade as-
sociations, chambers of commerce, boards
of trade, and real estate boards, unless a
principal purpose of the organization is to
entertain, or provide entertainment facili-
ties for, members or their guests.

There are exceptions to these rules as
well as other rules that apply to sky-box
rentals and tickets to entertainment events.
See Pub. 463.

Standard meal allowance. Instead of the
actual cost of your meals while traveling
away from home, you can use the standard
meal allowance for your daily meas and
incidental expenses. Under this method,
you deduct a specified amount, depending
on where you travel, instead of keeping
records of your actual meal expenses.
However, you must still keep records to
prove thetime, place, and business purpose
of your travel.

The standard meal allowance is the fed-
eral M&IE rate. You can find these rates on
the Internet at www.gsa.gov. Click on “Per
Diem Rates.” For locations outside the con-
tinental United States, the applicable rates
are published monthly. You can find these
rates on the Internet at www.state.gov.

See Pub. 463 for details on how to fig-
ure your deduction using the standard meal
alowance, including specia rules for par-
tial days of travel.

Amount of deduction. Generally, you can
deduct only 50% of your business meal and
entertainment expenses, including meals
incurred while away from home on busi-
ness. For individual s subject to the Depart-
ment of Transportation (DOT) hours of
service limits, that percentage is increased
to 70% for business meals consumed dur-
ing, or incident to, any period of duty for
which those limits are In effect. Individuals
subject to the DOT hours of service limits
include the following persons.

e Certain air transportation workers
(such as pilots, crew, dispatchers, mechan-
ics, and control tower operators) who are



under Federal Aviation Administration reg-
ulations.

* Interstate truck operators who are
under DOT regulations.

e Certain merchant mariners who are
under Coast Guard regulations.

However, you can fully deduct meals,
incidentals, and entertainment furnished or
reimbursed to an employee if you properly
treat the expense as wages subject to with-
holding. You can aso fully deduct medls,
incidentals, and entertainment provided to
a nonemployee to the extent the expenses
are includible in the gross income of that
person and reported on Form 1099-MISC.
See Pub. 535 for details and other excep-
tions.

Daycare providers. If you qualify as a
family daycare provider, you can use the
standard meal and snack rates, instead of
actual costs, to compute the deductible cost
of meals and snacks provided to eligible
children. See Pub. 587 for details, includ-
ing recordkeeping requirements.

Line 25

Deduct only utility expenses for your trade
or business.

Local telephone service. If you used your
home phone for business, do not deduct the
base rate (including taxes) of the first
phonelineinto your residence. But you can
deduct expenses for any additiona costs
you incurred for business that are more
than the cost of the base rate for the first
phone line. For example, if you had a sec-
ond line, you can deduct the business per-
centage of the charges for that line,
including the base rate charges.

Line 26

Enter the total salaries and wages for the

tax year. Do not include salaries and wages
deducted elsewhere on your return or
amounts paid to yourself. Reduce your de-
duction by the amounts claimed on:

I * Form 5884, Work Opportunity Credit,
ine 2;

* Form 5884-A, Hurricane Katrina Em-
ployee Retention Credit, line 2;

e Form 8844, Empowerment Zone and
IRenewal Community Employment Credit,
ine 2

* Form 8845, Indian Employment
Credit, line 4; and

* Form 8861, Welfare-to-Work Credit,

line 2.
such as personal use of acar, do

not dedluct as wages the amount

applicable to depreciation and other ex-
penses claimed elsewhere.

If you provided taxable fringe
benefits to your employees,

Line 30

Business use of your home. You may be
ableto deduct certain expensesfor business
use of your home, subject to limitations.
You must attach Form 8829 if you claim

this deduction. For details, see the Instruc-
tions for Form 8829 and Pub. 587.

Line 31

If you have aloss, the amount of loss you
can deduct this year may be limited. Go to
line 32 before entering your loss on line 31.
If you answered “No” to Schedule C, Ques-
tion G, aso see the Instructions for Form
8582. Enter the net profit or deductible loss
here. Combine this amount with any profit
or loss from other businesses, and enter the
total on Form 1040, line 12, and Schedule
SE, line 2. Estates and trusts should enter
the total on Form 1041, line 3.

If you have a net profit on line 31, this
amount is earned income and may qualify
you for the earned income credit. See the
instructions for Form 1040, lines 66a and
66b, for details.

Statutory employees. Include your net
profit or deductible loss from line 31 with
other Schedule C amounts on Form 1040,
line 12. However, do not report thisamount
on Schedule SE, line 2. If you are required
to file Schedule SE because of other
self-employment income, see the Instruc-
tions for Schedule SE.

Line 32

At-risk rules. Generdly, if you have (a) a
business loss and (b) amounts in the busi-
ness for which you are not at risk, you will
have to complete Form 6198 to figure your
alowable loss. The at-risk rules generally
limit the amount of loss (including loss on
the disposition of assets) you can claim to
the amount you could actually lose in the
business.

Check box 32b if you have amounts for
which you are not at risk in this business,
such as the following.

¢ Nonrecourse loans used to finance the
business, to acquire property used in the
business, or to acquire the business that are
not secured by your own property (other
than property used in the business). How-
ever, there is an exception for certain non-
recourse financing borrowed by you in
connection with holding real property.

® Cash, property, or borrowed amounts
used in the business (or contributed to the
business, or used to acquire the business)
that are protected against loss b%q aguaran-
tee, stop-loss agreement, or other similar
arrangement (excluding casualty insurance
and insurance against tort liability).

¢ Amounts borrowed for usein the busi-
ness from a person who has an interest in
the business, other than as a creditor, or
who is related under section 465(b)(3) to a
person (other than you) having such an in-
terest.

If all amountsare at risk in thisbusiness,
check box 32a and enter your loss on line
31. But if you answered “No” to Question
G, you may need to complete Form 8582 to
figure your deductible loss. See the Instruc-
tions for Form 8582 for details.

If you checked box 32b, see Form 6198
to determine the amount of your deductible
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loss. But if you answered “No” to Question
G, your loss may be further limited. Seethe
Instructions for Form 8582. If your at-risk
amount is zero or less, enter -0- on line 31.
Be sure to attach Form 6198 to your return.
If you checked box 32b and you do not
attach Form 6198, the processing of your
tax return may be delayed.

Any loss from this business not allowed
for 2005 because of the at-risk rules is
treated as a deduction allocable to the busi-
ness in 2006. For details, see the Instruc-
tions for Form 6198 and Pub. 925.

Part lll. Cost of Goods
Sold

Generdly, if you engaged in a trade or
business in which the production, purchase,
or sale of merchandise was an income-pro-
ducing factor, you must take inventories
into account at the beginning and end of
your tax year.

However, if you are a quaifying tax-
payer or a qualifying small business tax-
payer, you can account for inventoriable
Items in the same manner as materials and
supplies that are not incidental. To change
your accounting method, see the instruc-
tions for line F on page C-2.

A qualifying taxpayer is a taxpayer (a)
whose average annual gross receiptsfor the
3 prior tax years are $1 million or less, and
(b) whose business is not a tax shelter (as
defined in section 448(d)(3)).

A qualifying small business taxpayer is
a taxpayer (a) whose average annual gross
receipts for the 3 prior tax years are more
than $1 million but not more than $10 mil-
lion, (b) whose businessis not atax shelter
(as defined in section 448(d)(3)), and (c)
whose principal business activity is not an
ineligible activity as explained in Rev.
Proc. 2002-28. You can find Rev. Proc.
2002-28 on page 815 of Internal Revenue
Bulletin 2002-18 at www.irs.gov/pub/
irs-irbs/irb02-18.pdf

Under this accounting method, inven-
tory costs for raw materials purchased for
use in producing finished goods and mer-
chandise purchased for resale are deducti-
ble in the year the finished goods or
merchandise are sold (but not before the
year you paid for the raw materials or mer-
chandise, if you are also using the cash
method). Enter amounts paid for all raw
materials and merchandise during 2005 on
line 36. The amount you can deduct for
2005 is figured on line 42.

Additional information. For additional
guidance on this method of accounting for
inventoriableitems, see Rev. Proc. 2001-10
if you are a qualifying taxpayer or Rev.
Proc. 2002-28 If you are a qualifying small
business taxpayer. You can find Rev. Proc.
2001-10 on page 272 of Internal Revenue
Bulletin 2001-2 at www.irs.gov/pub/
irs-irbs/irb01-02.pdf, and Rev. Proc.
2002-28 on page 815 of Internal Revenue
Bulletin 2002-18 at www.irs.gov/pub/
irs-irbs/irb02-18.pdf.



Certain direct and indirect ex-
penses may have to be capital-
ized or included in inventory.

See the instructions for Part 1]

beginning on page C-3.

Line 33

Y our inventories can be valued at cost; cost
or market value, whichever islower; or any
other method approved by the IRS. How-
ever, you are required to use cost if you are
using the cash method of accounting.

Line 35

If you are changing your method of ac-
counting beginning with 2005, refigure last
year's closing inventory using your new
method of accounting and enter the result
on line 35. If there is a difference between
last year's closing inventory and the
refigured amount, attach an explanation
and take it into account when figuring your
section 481(a) adjustment. See the example
on page C-2 for details.

Line 41

If you account for inventoriable items in
the same manner as materials and supplies
that are not incidental, enter on line 41 the
portion of your raw materials and merchan-
dise purchased for resale that are included
on line 40 and were not sold during the
year.

Part 1V. Information on
Your Vehicle

Line 44b

Generally, commuting is travel between
your home and awork location. If you con-
verted your vehicle during the year from
personal to business use (or vice versa),
enter your commuting miles only for the
period you drove your vehicle for business.
For information on certain travel that is
considered a business expense rather than
commuting, see the Instructions for Form
2106.

Part V. Other
Expenses

Include al ordinary and necessary business
expenses not deducted elsewhere on
Schedule C. List the type and amount of
each expense separately in the space pro-
vided. Enter thetotal on lines48 and 27. Do
not include the cost of business equipment
or furniture, replacements or permanent
improvements to property, or personal, liv-

ing, and family expenses. Do not include
charitable contributions. Also, you cannot
deduct fines or penalties paid to a govern-
ment for violating any law. For details on
business expenses, see Pub. 535.

Amortization. Include amortizationin this
part. For amortization that begins in 2005,
you must complete and attach Form 4562.

You can amortize:

* The cost of pollution-control facili-
ties.

* Amounts paid for research and experi-
mentation.

* Quadlified revitalization expenditures.

e Amounts paid to acquire, protect, ex-
pand, register, or defend trademarks or
trade names.

e Goodwill
tangibles.

In general, you cannot amortize real
property construction period interest and
taxes. Special rules apply for alocating in-
terest to real or personal property produced
in your trade or business.

At-risk loss deduction. Any loss from this
activity that was not allowed as a deduction
last year because of the at-risk rules is
treated as a deduction allocable to this ac-
tivity in 2005.

Business start-up costs. Y ou can either de-
duct or begin amortizing certain business
start-up costs in the year your business be-
gins. The method you use depends on when
the costs were paid or incurred.

Paid or incurred before October 23,
2004. 'Y ou can elect to amortize these busi-
ness start-up costs over 60 months or more,
beginning with the month the business be-
gan.

Paid or incurred after October 22, 2004.
You can elect to deduct up to $5,000 of
these business start-up costs for the year
your business began. This limit is reduced
(but not below zero) by the amount by
which your total start-up costs exceed
$50,000. Y our remaining start-up costs can
be amortized over a 180-month period, be-
ginning with the month the business began.

For details, see Pub. 535. For amortiza-
tion that beginsin 2005, you must complete
and attach Form 4562.

Capital construction fund. Do not claim
on Schedule C or C-EZ the deduction for
amounts contributed to a capital construc-
tion fund set up under the Merchant Marine
Act of 1936. Instead, reduce the amount
ou would otherwise enter on Form 1040,
ine 43, by the amount of the deduction.
Next to line 43, enter “CCF’ and the
amount of the deduction. For details, see
Pub. 595.

Clean-fuel vehicles and clean-fuel vehicle
refueling property. You may be ableto de-
duct part of the cost of qualified clean-fuel
vehicle property used in your business and
qualified clean-fuel vehicle refueling prop-
erty. See Pub. 535 for details.

Disabled access credit and the deduction
for removing barriers to individuals with
disabilities and the elderly. You may be
ableto claim atax credit of up to $5,000 for

and certain other in-

eligible expenditures paid or incurred in
2005 to provide access to your business for
individuals with disabilities. See Form
8826 for details. You can aso deduct up to
$15,000 of costs paid or incurred in 2005 to
remove architectural or transportation bar-
riersto individuals with disabilities and the
elderly. However, you cannot take both the
credit and the deduction on the same ex-
penditures.

Film and television production expenses.
You can elect to deduct costs of certain
qualified film and television productions.
For details, see Pub. 535.

Forestation and reforestation costs. You
can elect to deduct up to $10,000 ($5,000 if
married filing separately) of qualifying re-
forestation costs paid or incurred after Oc-
tober 22, 2004. The remaining costs can be
amortized over an 84-month period. The
amortization election does not apply to
trusts and the expense election does not
apply to estates and trusts. For details, see
Pub. 535. For amortization that begins in
2005, you must complete and attach Form
4562.

Paperwork Reduction Act Notice. We ask
for the information on thisform to carry out
the Internal Revenue laws of the United
States. You are gguired to give us the in-
formation. We need it to ensure that you are
complying with these laws and to allow us
to figure and collect the right amount of
tax.

You are not required t