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Important Change

Tax rates and maximum net earnings for
self-employment taxes. The self-employ-
ment tax rate on net earnings remains the
same for 1995 and 1996. This rate, 15.3%, is a
total of 12.4% for social security (old-age, sur-
vivors, and disability insurance), and 2.9% for
Medicare (hospital insurance).

The maximum amount subject to the social
security part for 1995 is $61,200. For 1996,
that amount increases to $62,700. For 1995
and 1996, all of your net earnings are subject
to the Medicare part.

Introduction

This publication explains what income is sub-
ject to self-employment tax (SE tax) and how
to figure the amount of SE tax.

The SE tax is a social security and Medi-
care tax for individuals who work for them-
selves. It is similar to the social security and
Medicare taxes withheld from the pay of wage
earners.

Useful Items
You may want to see:

Publication

[115-A Employer’'s Supplemental Tax
Guide

[1225 Farmer’'s Tax Guide

[(1505 Tax Withholding and Estimated
Tax

[1517 Social Security and Other
Information for Members of the Clergy
and Religious Workers

[1541 Tax Information on Partnerships
[J911 Tax Information for Direct Sellers

Form (and Instructions)

[11040 U.S. Individual Income Tax
Return

[1Sch C (Form 1040) Profit or Loss
From Business

[1Sch C-EZ (Form 1040) Net Profit
From Business

[ Sch EIC (Form 1040A or
1040) Earned Income Credit



[ Sch SE (Form 1040) Self-
Employment Tax

Ordering publications and forms. To order
free publications and forms, call our toll-free
telephone number 1-800-TAX—-FORM (1-
800-829-3676). You can also write to the IRS
Forms Distribution Center nearest you. Check
your income tax package for the address.

If you have access to a personal computer
and a modem, you can also get many forms
and publications electronically. See How To
Get Forms and Publications in your income tax
package for details.

Telephone help. You can call the IRS with
your tax question Monday through Friday dur-
ing regular business hours. Check your tele-
phone book for the local number or you can
call toll-free 1-800-829-1040.

Telephone help for hearing-impaired per-
sons. If you have access to TDD equipment,
you can call 1-800-829-4059 with your tax
question or to order forms and publications.
See your tax package for the hours of
operation.

General Information

The following information on social security
benefits and coverage, and on reporting the
SE tax, may be helpful.

Social security benefits. Social security
benefits are available to self-employed per-
sons just as they are to wage earners. Your
payments of SE tax contribute to your cover-
age under the social security system. Social
security coverage provides you with retire-
ment benefits, disability benefits, and medical
insurance (Medicare) benefits.

You must be insured under the social se-
curity system before you begin receiving social
security benefits (described above). You are
insured if you have the required number of
quarters of coverage. A “quarter of coverage”
means a period of 3 calendar months during
which you were paid a certain amount of in-
come subject to social security tax.

For 1995, you receive a quarter of social
security coverage, up to four quarters, for
each $630 ($640 for 1996) of income subject
to social security. Therefore, for 1995, if you
had income of $2,520 that was subject to so-
cial security taxes (self-employment and
wages), you will receive four quarters of
coverage.

For an explanation of the number of
quarters of coverage you must have to be in-
sured, and of the benefits available to you and
your family under the social security program,
consult your nearest Social Security Adminis-
tration office.

Social security number. You must have a
social security number to pay SE tax. If you do
not have a number, you should apply for one
on Form SS-5, Application for a Social Secur-
ity Card. You can get this form at any Social
Security office.
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If you have a social security number from
the time you were an employee, you should
not apply again.

If you have a number but lost your card,
you should file Form SS-5 showing where and
about when you first applied for it. You will get
a card showing your original number, not a
new one.

Estimated tax. You may be required to pay
estimated tax. This depends on how much in-
come and SE taxes you expect for the year
and how much of your income will be subject
to withholding tax.

If you are also an employee, you may be
able to cover your estimated income and SE
tax payments by having your employer in-
crease the amount of income tax withheld
from your pay.

You may have to pay a penalty if you do not
pay the correct installment of estimated tax by
its due date. For more information, see Publi-
cation 505.

Reporting self-employment tax. Figure your
SE tax on Schedule SE. Then report the tax on
line 47 of Form 1040, and attach Schedule SE
to Form 1040.

Self-employment tax deduction. You
can deduct one-half of your SE tax as a busi-
ness expense in figuring your adjusted gross
income. This is an income tax adjustment only.
It does not affect either your net earnings from
self-employment or your SE tax.

To deduct the tax, enter on Form 1040, line
25, the amount shown on the “Deduction for
one-half of self-employment tax” line of the
Schedule SE.

Who Must Pay
Self-Employment Tax

You must pay SE tax if :

1) You were self-employed and your net
earnings from self-employment (exclud-
ing any church employee income) were
$400 or more, or

2) You had church employee income of
$108.28 or more.

However, if you are a member of the clergy
or a religious worker, you may not have to pay
SE tax. See Religious Exemptions, later.

You are self-employed if you carry on a
trade or business as a sole proprietor, an inde-
pendent contractor, a member of a partner-
ship, or are otherwise in business for yourself.

You do not have to carry on regular full-
time business activities to be self-employed.
Part-time work, including work you do on the
side in addition to your regular job, may also be
self-employment.

A trade or business is generally an activ-
ity carried on for a livelihood or in good faith to
make a profit. The facts and circumstances of
each case determine whether or not an activ-
ity is a trade or business. Regularity of activi-
ties and transactions and the production of in-
come are important elements. You do not

need to actually make a profit to be in a trade
or business as long as you have a profit mo-
tive. You do need, however, to make ongoing
efforts to further the interests of your
business.

The SE tax rules apply even if you are fully
insured under social security or have started
receiving benefits.

Statutory employees. If you earned wages
as a statutory employee, the box titled “Statu-
tory employee” in box 15 of Form W-2, Wage
and Tax Statement, will be checked. You do
not pay SE tax on those earnings because so-
cial security and Medicare taxes (FICA taxes)
were withheld. Do not file Schedule SE if you
have no other earnings from self-employment.
However, you should file a separate Schedule
C (or Schedule C-EZ) to report only the in-
come and expenses related to your earnings
as a statutory employee.

Self-Employment
Income

Different types of income can be SE income.
The source of your income and your involve-
ment in the activity from which your income is
received will determine whether it is SE
income.

Aliens. Resident aliens are generally subject
to the same rules as U.S. citizens. Nonresi-
dent aliens do not pay SE tax. Residents of the
Virgin Islands, Puerto Rico, Guam, or Ameri-
can Samoa, however, are subject to the tax.
For SE tax purposes, they are not nonresident
aliens.

Nonresident and resident aliens employed
in the United States by an international organi-
zation, a foreign government, or a wholly
owned instrumentality of a foreign government
are not subject to SE tax.

Gains and losses. A gain or loss from the dis-
position of property that is neither stock in
trade nor held primarily for sale to customers
is not included when figuring SE income. It
does not matter whether the disposition is a
sale, exchange, or an involuntary conversion.
For example, gains or losses from the disposi-
tion of the following types of property are not
included:

1) Investment property.

2) Depreciable property or other fixed as-
sets used in your trade or business.

3) Livestock held for draft, dairy, breeding,
or sporting purposes and not held prima-
rily for sale, regardless of how long the
livestock were held or whether they were
raised or purchased.
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Standing crops sold with land held more
than one year.

5) Timber, coal, or iron ore held for more
than one year, if an economic interest
was retained, such as a right to receive

coal royalties.
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A gain or loss from the cutting of timber is not
included if the cutting is treated as a sale or
exchange.

Dealers in options and commodities. Deal-
ers in options and commodities must treat as
net earnings from self-employment gains and
losses from dealing or trading in section 1256
contracts (regulated futures contracts, foreign
currency contracts, nonequity options, and
dealer equity options), or property related to
such contracts, such as stock used to hedge
options. See sections 1256 and 1402(i) of the
Internal Revenue Code.

Dividends. Dividends on securities are not
SE income unless you are a dealer in
securities.

Executor or administrator. When you ad-
minister a deceased person’s estate, your
fees are earnings from self-employment if you
are:

1) A professional fiduciary,

2) A nonprofessional fiduciary (personal rep-
resentative), and:

a) The estate includes an active trade or
business that you actively participate in,
and

b) Your fees are related to the operation
of that trade or business, or

3) A nonprofessional fiduciary of a single es-
tate that requires extensive managerial
activities on your part for a long period of
time, provided these activities are enough
to be considered a trade or business.

A nonprofessional fiduciary reports fees
that are earnings from self-employment on
Schedule C or C-EZ. If the fees are not earn-
ings from self-employment, report them on
line 21 of Form 1040.

Fishing crew members. Certain members of
the crew on a boat that catches fish or other
water life are self-employed if:

1) They do not get any money for their work
(other than their share of the catch or of
the proceeds from the sale of the catch),

2) They get shares of the catch or shares of
the proceeds from the sale of the catch,

3) Their shares depend on the amount of the
catch, and

4) The operating crew usually numbers less
than ten individuals.

Crew members who meet these conditions
are considered self-employed and must pay
SE tax and generally need to make estimated
tax payments. For more information, see Pub-
lication 595, Tax Guide for Commercial
Fishermen.

Independent contractor. People such as
lawyers, contractors, subcontractors, public
stenographers, auctioneers, etc., who follow
an independent trade, business, or profession
in which they offer their services to the general
public are generally not employees. However,

whether such people are employees or inde-
pendent contractors depends on the facts in
each case. The general rule is that an individ-
ual is an independent contractor if the payer
has the right to control or direct only the result
of the work and not the means and methods of
accomplishing the result. Income earned by
an independent contractor is SE income.

You are not an independent contractor if
you perform services that can be controlled by
an employer (what will be done and how it will
be done). If an employer-employee relation-
ship exists (no matter what the relationship is
called), you are not an independent
contractor.

For more information in determining
whether you are an independent contractor or
an employee, get Publication 15-A.

Interest. Interestis not SE income unless you
receive it in your trade or business. This in-
cludes interest on accounts receivable or from
bonds, notes, etc., if you are a dealer in stocks
or securities.

Lost income payments. If you are self-em-
ployed and reduce or stop your business activ-
ities, any payment you receive for the lost in-
come of your business from insurance or other
sources is SE income. If you are not working
when you receive the payment, it still relates to
your business (even though it is temporarily in-
active) and is SE income.

If there is a connection between any pay-
ment you receive and your trade or business,
the payment is SE income. A connection ex-
ists if it is clear that the payment would not
have been made but for your conduct of the
trade or business.

Newspaper carriers. The wages newspaper
carriers receive for delivering newspapers or
shopping news to customers is not SE in-
come. If the carriers are 18 or over, the wages
are subject to withholding for social security
and Medicare taxes (FICA taxes).

However, if a carrier is 18 or over and
works under an arrangement in which the car-
rier's pay is the difference between a fixed
sales price and the cost of the newspapers to
the carrier, the income is SE income.

Newspaper vendors. The income newspa-
per vendors receive for selling newspapers or
magazines directly to customers for a profit is
not SE income if the vendor is under age 18.
However, if the vendor is 18 or over, the in-
come is SE income.

Notary public. Fees received for services
performed as a notary public are not subject to
SE tax.

Part-time business. Income from an activity
you carry on part-time is SE income. For ex-
ample, in your spare time you fix televisions
and radios. You have your own shop, equip-
ment, and tools. You get your customers from
advertising and word-of-mouth. The income
you earn from your repair shop is SE income.

Public officials. Public officials generally do
not pay SE tax on what they earn in their offi-
cial positions. Public office includes any elec-
tive or appointive office of the United States or
its possessions, the District of Columbia, a
state or its political subdivisions, or a wholly
owned instrumentality of any of these.

Payments received by an elected tax col-
lector from state funds on the basis of a fixed
percentage of the taxes collected is not in-
come from self-employment.

However, public officials of state or local
governments must pay SE tax on their fees if
they are paid solely on a fee basis and if their
services are eligible for, but not covered by,
social security under a federal-state
agreement.

Real estate agents and direct sellers. In-
come received by a licensed real estate agent
or a direct seller may be SE income. A li-
censed agent or direct seller generally is
treated as self-employed if:

1) Substantially all remuneration paid for
services as a real estate agent or direct
seller is directly related to sales or other
output rather than hours worked, and

2) The services are performed under a writ-
ten contract that provides that the agent
or seller will not be treated as an em-
ployee for federal tax purposes.

For more information, see Publication 15-A
and Publication 911.

Real estate rent. Rent from real estate and
personal property leased with real estate is
not SE income. However, if you receive rent as
a real estate dealer, include the rental income
and related deductions in figuring SE income.

Hotels, apartments, etc. Rents received
for the use or occupancy of hotels, boarding
houses, or apartment houses are not rentals
from real estate if services are provided for the
occupants. These rental payments are in-
cluded in figuring net income from self-em-
ployment. Services generally are provided for
the occupants if they are primarily for their
convenience and not services normally pro-
vided with the rental of rooms for occupancy
only. Maid service, for example, is a service
provided for the convenience of the occu-
pants. However, heat and light, the cleaning of
stairways and lobbies, and the collection of
trash are not services primarily for the occu-
pants’ convenience.

Trailer park owners. Rent received by
trailer park owners who provide trailer lots, fa-
cilities, and services is rent from real estate. It
is not included in SE income unless the ser-
vices provided by the owners are substantial
and for the convenience of tenants. Providing
services, such as city sewerage, electrical
connections, and roadways, are services re-
quired to maintain space for tenant occupancy
and not services for the convenience of te-
nants. Although the operation and mainte-
nance of a trailer park laundry facility is a ser-
vice provided for the convenience of tenants,
itis not, by itself, substantial.
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If, however, the owners provide services
for tenants that are beyond those required for
occupancy and are substantial in nature, the
owner’s earnings are included in SE income.
Services for tenants that are beyond those re-
quired for occupancy include supervising and
maintaining a recreational hall provided by the
park; distributing a monthly newsletter to te-
nants; operating a laundry facility; and helping
tenants buy or sell their trailers.

Research grants. If you receive payments
under a research grant from a governmental
foundation but you are not under the control of
either the grantor foundation or the grantee in-
stitution, you are an independent contractor.
The payments you receive are SE income.

Retired insurance agents. The income paid
by insurance companies to retired insurance
agents that is based on a percentage of com-
missions received prior to retirement is SE in-
come. Also, the income for renewal and de-
ferred commissions for sales made prior to
retirement is SE income.

However, renewal commissions paid to the
survivor of an insurance agent is not SE
income.

Sole proprietor. If you own and operate your
own business as a sole proprietor, the income
from your business is SE income. If your
spouse works with you in your business, see
Partners, later.

U.S. citizens working in U.S. for foreign
government or international organization.
If you are a U.S. citizen employed in the United
States by a foreign government, a wholly
owned instrumentality of a foreign govern-
ment, or an international organization, you are
subject to the SE tax if your employer does not
deduct social security and Medicare taxes
from your income.

International social security agree-
ments. The United States has social security
agreements with many countries to eliminate
dual taxes under two social security systems.
Under these agreements, you must generally
pay social security and Medicare taxes to only
the country you live in.

The United States now has social security
agreements with the following countries: Aus-
tria, Belgium, Canada, Finland, France, Ger-
many, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Norway, Portugal, Spain, Swe-
den, Switzerland, and the United Kingdom.
Additional agreements are expected in the fu-
ture. For more information, contact:

Social Security Administration
Office of International Policy
P.0.Box 17741

Baltimore, MD 21235

U.S. possession self-employment income.
SE income from activities in a U.S. possession
is subject to SE tax, even if your possession in-
come is exempt from U.S. income tax.

Form to file. If you are required to file
Form 1040, report all of your SE income on
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Schedule SE. This is true even if your posses-
sion income is not otherwise reported on Form
1040. If you are not required to file Form 1040,
use Form 1040-SS (or Form 1040-PR if ap-
propriate) to report your SE income. The fol-
lowing are treated as U.S. possessions:

Guam
American Samoa
The Virgin Islands

The Commonwealth of the Northern Mari-
ana Islands

Puerto Rico (may file either Form 1040-PR
or Form 1040-SS)

For more information on U.S. citizens in U.S.
possessions, see Publication 570, Tax Guide
for Individuals With Income From U.S.

Possessions.

Wages, salaries, and tips. Wages received
for services performed as an employee and
covered by social security or railroad retire-
ment are not SE income. Tips received for
work done as an employee are also excluded
from SE income.

Corporate Payments

Whether income received from a corporation
is SE income depends on the reason for the
payment.

Corporate director. Fees received for per-
forming services as a director of a corporation
are SE income. It does not matter whether the
fees are for going to directors’ meetings or for
serving on committees.

Corporate employee. Even if you own most
or all of the stock of a corporation, your in-
come as an employee or officer of the corpo-
ration is not SE income.

S corporations. If you are a shareholderin an
S corporation, your share of the corporation’s
taxable income is not SE income, even though
you include it in your gross income for income
tax purposes.

If you are a shareholder and also an officer
of an S corporation and perform substantial
services, you are an employee of the S corpo-
ration. Your payment for services is subject to
withholding for social security and Medicare
taxes and is not SE income, no matter what
the S corporation calls the payments.

Partners

If you are a member of a partnership that car-
ries on a trade or business, your distributive
share of its income or loss from the trade or
business is included in your income from self-
employment. Guaranteed payments from your
partnership should be included, along with
your share of earnings or losses, when you fig-
ure your net earnings from self-employment.

For information on partnerships, see Publi-
cation 541.

Inactive partner. An inactive partner figures
income from self-employment by including the

distributive share of partnership income or
loss and any guaranteed payments.

Limited partner. A limited partner figures SE
income by excluding the distributive share of
partnership income or loss. But guaranteed
payments, such as salary and professional
fees received for services performed during
the year, are included as SE income.

Retired partner. Aretired partner pays no SE
tax on retirement income received from the
partnership under a written plan if:

1) The retired partner receives life-long peri-
odic payments,

2) The retired partner’s share of the partner-
ship capital was fully repaid to the retired
partner,

3) The retired partner performs no services
for the partnership during the year, and

4) The partnership owes the retired partner
nothing but the retirement payments.

Husband and wife partners. You and your
spouse may operate a business as a partner-
ship. If you and your spouse join together in
the conduct of a business and share in the
profits and losses, a partnership has been cre-
ated. You and your spouse must report the
business income on a partnership return,
Form 1065. Attach Schedules K-1 to Form
1065 to show each partner’s share of the net
income and file separate Schedules SE (Form
1040) to report each partner’s SE tax.

However, if your spouse is not your part-
ner, but your employee, you must pay social
security and Medicare taxes for him or her. For
more information, see Publication 15, Circular
E, Employer’s Tax Guide.

Investment club partnership. A member’s
share of income from an investment club part-
nership is not SE income if the club limits its
activities to:

1) Investing in savings certificates, stock, or
securities, and

2) Collecting interest or dividends for its
members’ accounts.

In this situation, the partnership is not en-
gaged in a trade or business.

Different tax years. If your tax year is not the
same as your partnership’s, report your share
of partnership income or loss on your return
for the year that includes the end of the part-
nership tax year.

Example. You file your return on a calen-
dar year basis, but your partnership uses the
fiscal year ending January 31. You must in-
clude on your return for calendar year 1995
your distributive share of partnership earnings
and your guaranteed payments for the fiscal
year ending January 31, 1995.

Death of a partner. When a partner dies, his
or her distributive share of partnership income
(or loss) is figured through the end of the
month in which the death occurs. This is true
even though the decedent’s estate or heirs



may succeed to rights in the partnership. The
partnership income for the year is treated as
though earned in equal amounts each month.

Example. ABC Partnership operates a
business. Its tax year ends on December 31. A
partner dies on August 18. The deceased part-
ner’s (and his or her estate’s) distributive
share of partnership income for the year of
death is $12,000. That partner’s SE income
from the partnership is $8,000 (8/12 of
$12,000).

Religious Exemptions

Ministers, Christian Science practitioners, and
members of religious orders who have not
taken a vow of poverty may get an exemption
from SE tax on certain earnings. To get the ex-
emption, they must file Form 4361, Application
for Exemption From Self-Employment Tax for
Use by Ministers, Members of Religious Or-
ders and Christian Science Practitioners.

Members of religious orders who have
taken a vow of poverty are automatically ex-
empt for amounts received while working for a
church or an integral agency of the church.
However, amounts received for performing
services for an organization other than the
church cannot be exempted from the tax.

For more information on getting an exemp-
tion, see Publication 517.

Members of recognized religious sects op-
posed to insurance. If you belong to a recog-
nized religious sect that is opposed to insur-
ance, you may qualify for an exemption from
the SE tax. To qualify, you must be conscien-
tiously opposed to accepting the benefits of
any public or private insurance that makes
payments because of death, disability, old
age, retirement, or medical care, or provides
services for medical care. If you buy a retire-
ment annuity from an insurance company, you
will not be eligible for this exemption. Religious
opposition based on sect teachings is the only
legal basis for the exemption. In addition, your
religious sect (or division) must have existed
since December 31, 1950.

To get the exemption, you must file an ap-
plication, Form 4029, Application for Exemp-
tion From Social Security and Medicare Taxes
and Waiver of Benefits, and waive all social
security benefits.

Employee of a church or church-controlled
organization. If you work for a church or a
qualified church-controlled organization that
elected exemption from social security taxes,
you will have to pay SE tax if you are paid
$108.28 or more in a year by the church or
organization.

However, you can elect to be exempt from
social security taxes if you are a member of a
qualifying religious sect. See Members of rec-
ognized religious sects opposed to insurance,
above. Both you and your employer must re-
ceive approved applications for exemption
from social security coverage before the ex-
emption can take effect. Employees use Form
4029 to apply for an exemption.

Net Self-Employment

Income

Net SE income usually includes all business
income less all business deductions allowed
for income tax purposes.

You must determine your net income from
self-employment by using the same account-
ing method you use for income tax purposes.
You must claim all allowable deductions when
figuring net SE income. Your net SE income is
used to figure your net earnings from self-em-
ployment. Making false statements to get or to
increase social security benefits may subject
you to penalties.

Your net SE income is shown on line 31 of
Schedule C (Form 1040), line 3 of Schedule
C—EZ (Form 1040), line 36 of Schedule F
(Form 1040), and line 15a of Schedule K-1
(Form 1065).

More than one business. If you have more
than one trade or business, you must combine
the net income from each business to deter-
mine your net SE income. A loss you incur in
one business will reduce your gain in another
business. Net these gains and losses for pur-
poses of the SE tax. Keep separate records
for each business and file the appropriate form
or schedule for each separate business.

Example. You are the sole proprietor of
two separate businesses. You operate a res-
taurant that made a net profit of $25,000 last
year. You also have a cabinetmaking business
that had a net loss of $500 last year. You file
Schedule SE showing net SE income of
$24,500. You must also file a Schedule C for
each business—a Schedule C for the restau-
rant showing your net profit of $25,000, and
another Schedule C for the cabinetmaking
business showing your net loss of $500.

Church employee. If you are an employee of
a church or church-related organization that
elected exemption from social security and
Medicare taxes, your net SE income is the
gross income you received for your services,
without any deductions.

Recaptures and credits. If you recaptured
any depreciation, including any section 179
deduction, because the business use of cer-
tain property was reduced to 50% or less,
these recaptured amounts are subject to the
SE tax. This does not include amounts recap-
tured on the disposition of property. For more
information, see the instructions for Part IV of
Form 4797, Sales of Business Property.

If you claimed the targeted jobs credit, use
your reduced wage and salary expense de-
duction to determine your net SE income.

Deductions and exemptions. Your SE in-
come should not be reduced by certain deduc-
tions you used to figure income tax. Specifi-
cally, do not use:

1) Deductions for personal exemptions for
yourself, your spouse, or dependents,

2) The standard deduction or itemized
deductions,

3) The net operating loss deduction,

4) Nonbusiness deductions including contri-
butions on your behalf to a pension,
profit-sharing, annuity plan, Keogh or SEP
plan, and

5) The self-employed health insurance
deduction.

Example. You own a grocery store that
had the following items for the year:

Gross profitonsales ...................... $87,400
Salares ... 30,000
Rent ... 6,000
Heat, light, and air conditioning ........... 2,400
Other eXpenses .........oovvvvvvieeiiiinnns 1,900
Gain on refrigeratorsale ................... 350
Fire loss on store building ................. 1,200
Net operating loss carryover .............. 1,000

To figure taxable income, consider all the
above items. But to figure net self-employ-
ment income, use only the following:

Gross profiton sales .......... $87,400
Expenses:
Salaries .......oooveiiiiinnn.. $30,000
Rent ...t 6,000
Heat, light, and air
conditioning ............... 2,400
Other expenses ............. 1,900

Total expenses .............. 40,300

Net operating profit .......... $47,100

The $47,100 is your net SE income. The re-
frigerator sale, the fire loss, and the net oper-
ating loss carried over from a previous year
are not included in the calculation.

Figuring Self-
Employment Tax

There are three steps to figure the amount of
SE tax you owe.

1) Determine your net earnings from self-
employment.

2) Determine the amount that is subject to
the tax.

3) Multiply that amount by the tax rate.

There are three ways to figure net earnings
from self-employment.

1) The regular method,
2) The farm optional method, and
3) The nonfarm optional method.

Tax rates. The SE tax rate is 15.3% (12.4%
social security tax plus 2.9% Medicare tax). It
is the same for net earnings figured under
each method. You will find the general rules
for figuring SE tax in the discussion of Sched-
ule SE, later.

Fiscal-year taxpayer. If you use a tax
year other than the calendar year, you must
use the tax rate and maximum income limit in
effect at the beginning of your tax year. Even if
the tax rate or maximum income limit changes
during your tax year, you should continue to
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use the same rate and limit throughout your
tax year.

Net earnings subject to SE tax. Whether
you have to pay SE tax on any part of your net
earnings from self-employment generally de-
pends on the total amount of your net earnings
for the year, and on the total amount of any
wages or tips you earn for the year.

Minimum amount. You must have
$400.00 or more of net earnings from self-em-
ployment to be subject to the tax. For this pur-
pose, net earnings are figured on line 4 of
Schedule SE, Section A or line 4c of Schedule
SE, Section B. If your net earnings are less
than $400, you do not have to file Schedule SE
(Form 1040) or pay the tax, unless you had
church employee income of $108.28 or more.

Maximum amount. No more than
$61,200 of your combined wages, tips, and net
earnings in 1995 is subject to any combination
of the 12.4% social security part of SE tax, so-
cial security tax, or railroad retirement (tier 1)
tax.

All of your combined wages, tips, and net
earnings in 1995 are subject to any combina-
tion of the 2.9% Medicare part of SE tax, so-
cial security tax, or railroad retirement (tier 1)
tax.

If your wages and tips are subject to either
social security or railroad retirement (tier 1)
tax, or both, and total at least $61,200, you do
not have to pay the 12.4% social security part
of the SE tax on any of your net earnings.
However, you must pay the 2.9% Medicare
part of the SE tax on all of your net earnings.

Optional methods. You can generally use
the optional methods (discussed later) when
you have a loss or small amount of netincome
from self-employment and:

1) You want to receive credit for social se-
curity benefit coverage,

2) You incurred child or dependent care ex-
penses for which you could claim a credit
(this method will increase your earned in-
come which could increase your credit),
or

3) You are entitled to the earned income
credit (this method will increase your
earned income which could increase your

credit).

~

Effect on taxes. If you use either or both
optional methods, you must figure and pay the
SE tax due under these methods, even if you
would have had a smaller tax or no tax using
your actual SE income or loss under the regu-
lar method.

The optional methods may be used only to
figure your SE tax. To figure your income tax,
include your actual SE income in gross in-
come, regardless of which method you use to
figure SE tax.

Forms. Use Schedule SE (Form 1040) to fig-
ure your SE tax. Report the SE tax on line 47 of
Form 1040. If you have to pay SE tax, you
must file a Form 1040 (with Schedule SE at-
tached) even if you are not otherwise required
to file a federal income tax return.
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Joint returns. You cannot file a joint Sched-
ule SE (Form 1040) even if you file a joint in-
come tax return. Your spouse is not consid-
ered self-employed just because you are. If
your spouse has SE income, it is indepen-
dently subject to the SE tax and should be re-
ported on a separate Schedule SE. If you file a
joint return and you both have SE income,
each of you must complete a separate Sched-
ule SE (Form 1040); attach both schedules to
the joint return. See Husband and wife part-
ners, earlier, under Partners.

Community income. If any of the income
from a trade or business other than a partner-
ship is community income under state law, it is
subject to SE tax as the income of the spouse
carrying on the trade or business. The identity
of the person carrying on the trade or business
is determined by the facts in each case.

Schedule SE

You must file Schedule SE if:

1) You were self-employed, and your net
earnings from self-employment (exclud-
ing church employee income) were $400
or more, or

2) You had church employee income of
$108.28 or more.

Even if you are not required to file Sched-
ule SE, it may be to your benefit to file it and
use either optional method in Part Il of Section
B.

Most taxpayers can use Short Schedule
SE (Section A) to figure SE tax. However, the
following taxpayers must use Long Schedule
SE (Section B):

1) Individuals whose total wages and tips
subject to social security (or railroad re-
tirement (tier 1)) tax plus net earnings
from self-employment are more than
$61,200,

2) Ministers, members of religious orders,
and Christian Science practitioners not
taxed on earnings from these sources
(with IRS consent) who owe SE tax on
other earnings,

3) Employees who earned wages reported
on Form W-2 of $108.28 or more working
for a church or church-controlled organi-
zation that elected exemption from social
security taxes,

4) Individuals with tip income subject to so-
cial security and Medicare taxes that was
not reported to their employers, and

5) Individuals who use one of the optional
methods to figure SE tax.

Regular Method

Use the following steps to figure SE tax.

Step 1. Figure your net SE income. The net
profit from your business or profession is gen-
erally your net SE income. See Net Self-Em-
ployment Income, earlier.

Step 2. After you figure your net SE income,
determine how much is subject to SE tax. The
amount subject to SE tax is called net earn-
ings from self-employment. It is figured on
Short Schedule SE, line 4, or Long Schedule
SE, line 4a.

Step 3. Figure your SE tax as follows.

1) If your net earnings from self-employment
plus any wages and tips are not more
than $61,200, and you do not have to use
Long Schedule SE , use Short Schedule
SE. On line 5, multiply your net earnings
by the 15.3% (.153). The result is the
amount of your SE tax.

2
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If you had no wages, your net earnings
from self-employment are more than
$61,200, and you do not have to use Long
Schedule SE , use Short Schedule SE. On
line 5, multiply the line 4 net earnings by
the 2.9% (.029) Medicare tax and add the
result to $7,588.80 (12.4% of $61,200).
The total is the amount of your SE tax.

3
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If your net earnings from self-employment
plus any wages and tips are more than
$61,200, you must use Long Schedule
SE. Subtract your total wages and tips
from $61,200 to find the maximum
amount of earnings subject to the 12.4%
social security part of the tax. If more than
zero, multiply the amount by 12.4%
(.124). The result is the social security tax
amount. Then multiply your net earnings
from self-employment by 2.9% (.029).
The result is the Medicare tax amount.
The total of the social security tax amount
and the Medicare tax amount is your SE
tax.

Example 1. During 1995, you have
$30,000 in net SE income and receive no
wages subject to social security and Medicare
taxes. You multiply the $30,000 by 0.9235 on
Short Schedule SE to get your net earnings
from self-employment of $27,705. Your SE tax
is 15.3% (0.153) of $27,705, or $4,238.87.

Example 2. During 1995, you have
$20,000 in net SE income and receive
$15,000 in wages subject to social security
and Medicare taxes. You multiply the $20,000
by 0.9235 on Short Schedule SE to get your
net earnings from self-employment of
$18,470. Your SE tax is 15.3% (0.153) of
$18,470, or $2,825.91.

Example 3. During 1995, you have
$70,000 in net SE income and receive no
wages subject to social security and Medicare
taxes. You multiply the $70,000 by 0.9235 on
Short Schedule SE to get your net earnings of
$64,645. Since only $61,200 of your earnings
is subject to the social security part of the SE
tax, your tax for this part is $7,588.80 (12.4%
of $61,200).

Since all of your net earnings are subject to
the Medicare part of the SE tax, multiply
$64,645 by 2.9% (.029) on Short Schedule SE
for the Medicare part, and the result is
$1,874.71. Add this to $7,588.80 and your SE
taxis $9,463.51.



Example 4. During 1995, you have
$70,000 in net SE income and receive
$10,000 in wages subject to social security
and Medicare taxes. You figure your net earn-
ings on Long Schedule SE, line 4a to be
$64,645. Next, you subtract your wages of
$10,000 from $61,200, the maximum income
subject to the social security part of the SE tax.
The result is $51,200. Since only $51,200 of
your earnings is subject to the social security
part of the SE tax, your tax for this part is
12.4% (.124) x $51,200, or $6,348.80.

Since all of your net earnings are subject to
the Medicare part of the SE tax, you multiply
all of your net earnings from self-employment,
$64,645, by 2.9% (.029) on Long Schedule SE
for the Medicare part, and the result is
$1,874.71. Add this to the $6,348.80 figured
above for total SE tax of $8,223.51.

Nonfarm Optional Method

By using the nonfarm optional method, you
can continue paying SE tax for your social se-
curity coverage when your net profit for the
year is small or you have a loss. But you may
not use this method to report an amount less
than your actual net earnings from self-
employment.

Use the nonfarm optional method only for
SE income that does not come from farming.
You may use this method if you meet all the
following tests.

1) Your net nonfarm profits as shown on line
31 of Schedule C (Form 1040), line 3 of
Schedule C-EZ (Form 1040), and line 15a
of Schedule K-1 (Form 1065), are less
than $1,733.

2) Your net nonfarm profits are less than
72.189% of your gross nonfarm income.
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You are self-employed on a regular basis.
This means that your actual net earnings
from self-employment were $400 or more
in at least 2 of the 3 tax years before the
one for which you use this method.

4) You have not previously used this method
more than 4 years (there is a 5-year life-
time limit). The years do not have to be
one after another.

Gross Income of $2,400 or Less

If your gross income from all nonfarm trades or
businesses is $2,400 or less and you meet the
four tests in the preceding paragraph, you may
report two-thirds of the gross income from
your nonfarm self-employment as net earn-
ings from self-employment.

Example 1. Ann Green had actual net
earnings from self-employment of $800 in
1993 and $900 in 1994 from her craft busi-
ness. She thus meets the test for being self-
employed on a regular basis. Her earnings in
1995 are as follows:

GroSSiNCOME ...uiiieeieeeee s
Net profits ........cooevevieeiii i, $1,200

Because her actual net profits are less
than $1,733 and less than 72.189% of her
gross nonfarm income, Ann may either use

her actual net earnings or she may use the op-
tional method to report $1,400 (two-thirds of
$2,100).

Example 2. Assume that in Example 1
Ann has a gross income of $1,000 and her net
profits are $800. She must use her actual net
profits. She may not use the optional method
because her actual net profits are not less
than 72.189% of her gross income.

Example 3. Assume that in Example 1
Ann has a net loss of $700. In this situation,
she may use $1,400 (two-thirds of $2,100) as
her net earnings under the optional method.

Example 4. Assume that in Example 1
Ann has a gross income of $525 and net prof-
its of $175. In this situation, she would not pay
any SE tax under either the regular method or
the optional method because she would not
meet the minimum income requirement of
$400.

Gross Income of More Than
$2,400

If your gross income from all nonfarm trades or
businesses is more than $2,400 and you meet
the four tests for using the nonfarm optional
method, you may report $1,600 as your net
earnings from nonfarm self-employment.

Example 1. John White runs an appliance
repair shop. His net earnings from self-em-
ployment in 1992 were $8,500; in 1993,
$10,500; and in 1994, $9,500. He thus meets
the test for being self-employed on a regular
basis. His earnings in 1995 are as follows:

GroSSiNCOME ... $12,000
Net profitS ......ovvvviiiiiiiiiiiiiie e $ 1,200

Because his net profits are less than
$1,733 and less than 72.189% of his gross
nonfarm income, John may either use $1,600
as his net earnings from self-employment, or
he may report $1,200 under the regular
method.

Example 2. Assume that in Example 1
John'’s net profits are $1,800. He must use the
full $1,800 figured under the regular method.
He may not use the optional method because
his actual net nonfarm profits are not less than
$1,733.

Example 3. Assume that in Example 1
John has a net loss of $700. He may use the
optional method and report $1,600 as his net
earnings from self-employment.

Figuring the Tax

After you determine your net earnings from
self-employment under the nonfarm optional
method, check to see whether your earnings
meet the minimum income requirement of
$400. If they do, multiply the net earnings fig-
ure by the 1995 tax rate (15.3%). The result is
the amount of SE tax you owe.

Farm Optional Method

If you are in the farming business, either as an
individual or as a partner, you may be able to
use the farm optional method to figure your
net earnings from farm self-employment. Like
the nonfarm method, this method also allows

you to continue paying SE tax for your social
security coverage when your net profit for the
year is small or you have a loss.

There are fewer restrictions for using this
method than for using the nonfarm optional
method. There is no test of regular self-em-
ployment nor is there a requirement that your
actual net farm profits be less than 72.189%
of your gross income. There is also no limita-
tion on the number of years you may use this
method.

Gross income of $2,400 or less. |If your
gross income from farming is $2,400 or less,
you may report two-thirds of your gross in-
come as your net earnings from farm self-
employment.

Gross income of more than $2,400. If your
gross income from farming is more than
$2,400 and your actual net farm profits are
less than $1,733, you may report $1,600 as
your net earnings from farm self-employment.
But if your gross income from farming is more
than $2,400 and your actual net farm profits
are $1,733 or more, you cannot use the op-
tional method.

Gross Income From Farming

Farming income includes what you receive
from cultivating the soil or raising or harvesting
any agricultural commodities. It also includes
income from the operation of a livestock,
dairy, poultry, bee, fish, fruit, or truck farm, or
plantation, ranch, nursery, range, orchard, or
oyster bed. This includes income in the form of
crop shares if you materially participate in pro-
duction or management of production.

If you receive government commodity pro-
gram payments on land you rent out, do not in-
clude these payments unless you meet the
material participation test. For more informa-
tion, see Publication 225.

Cash method of accounting. If you file your
return on the cash method and are not a mem-
ber of a farming partnership, your gross in-
come from farming will ordinarily be the
amount shown on line 11 of Schedule F.

Accrual method of accounting. If you file
your return using an accrual method and are
not a member of a farming partnership, your
gross income from farming will ordinarily be
the amount shown on line 51 of Schedule F.

Gross income from a farm partnership.
Your gross income under the farm optional
method includes your distributive share of a
partnership’s gross income from farming.

To determine your distributive share of
gross income from a farm partnership:

1) Figure the partnership’s gross income
from farming.

2) Subtract any guaranteed payments to
partners for services or the use of capital
if the payments are determined without
regard to partnership income.

3) Determine your share of what is left. The
gross income that remains after steps
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one and two is divided among the part-
ners in the same way they share the ordi-
nary income or loss of the partnership un-
less the partnership agreement provides
otherwise.

The result determined in (3) above is your
distributive share of the partnership’s gross in-
come from farming. If you have no other gross
income from farming, including guaranteed
payments discussed next, use this distributive
share of gross income to determine whether
you can use the farm optional method to figure
your net earnings from self-employment.

Guaranteed payments. Any guaranteed
payments you receive from a farm partnership
that are determined without regard to partner-
ship income are gross income from your farm-
ing (not the partnership’s). Use the total of
these payments, your distributive share of
gross income from a farm partnership, and any
other gross income you receive from farming,
to determine whether you can use the farm op-
tional method to figure your net earnings from
self-employment.

Figuring the Tax

If your net earnings from self-employment
under the farm optional method are $400 or
more, multiply the net earnings figure by the
tax rate for 1995 (15.3%). The result is the
amount of SE tax you owe.

Optional earnings less than actual earn-
ings. If your net earnings under the farm op-
tional method are less than your actual earn-
ings, you can still use the farm optional

method. For example, your actual net earnings
from self-employment are $425 and your net
earnings figured under the farm optional
method are $390. You owe no SE tax if you
use the optional method, since your net earn-
ings are below $400.

Using Both Methods

You may not combine income from farming
with nonfarm income to figure your net earn-
ings under either of the optional methods. If
you use both optional methods, you must add
together the net earnings figured under each
method to arrive at your total net earnings
from self-employment. You may report less
than actual total net earnings but not less than
actual net earnings from nonfarm self-employ-
ment alone when using both methods. If you
use both optional methods, you may report no
more than $1,600 as your combined net earn-
ings from self-employment.

Example 1. You are a self-employed
farmer. You also operate a retail grocery store.
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Your 1995 gross income, actual net earnings
from self-employment, and optional farm and
optional nonfarm net earnings from self-em-
ployment are as follows:

Farm Nonfarm

Grossincome .............oo... $1,200 $1,500
Netearnings .................... 900 500
7z of grossincome .............. 800 1,000

You may figure your 1995 net earnings
from self-employment in any of the four combi-
nations shown below:

Actual farm
net
earnings

Optional farm
net
earnings

Actual
nonfarm net
earnings 500 500 — —

Optional
nonfarm
net earnings — —

$ 900 — $ 900 —

— $ 800 — $800

1,000
$1,400 $1,300 $1,900

1,000
$1,600*

Net earnings

*Limited to $1,600 because both the farm optional
and the nonfarm optional methods are used.

Example 2. Assume that in Example 1
your gross income, actual net earnings from
self-employment, and optional farm and op-
tional nonfarm net earnings from self-employ-
ment are as follows:

Farm Nonfarm
Gross income $2,600 $1,000
Net earnings 400 800
73 of gross income 1,733 667

Your 1995 net earnings from self-employ-
ment may be either of the amounts figured
below:

1 2
Actual farm net earnings $ 400 —
Optional farm net earnings —  $1,600*
Actual nonfarm net earnings 800 800
Optional nonfarm net earnings — —

$1,200 _ $2,400

Net earnings

*Limited to $1,600.

You may not use the nonfarm optional
method for 1995 because your actual net
earnings from nonfarm self-employment
($800) are not less than 72.189% of gross
nonfarm income (.72189 x $1,000 =
$721.89).

Example of Schedule SE

Susan J. Brown is sole proprietor of a dress
shop, “Milady Fashions.” Her Schedule C
(Form 1040) shows a net profit of $35,100 in
1995. Her completed Schedule SE (Form
1040) with Short Schedule SE filled out is
shown on the next page.

If Susan were the sole proprietor of more
than one business, she would have combined
the profits and losses from all of them and
completed only one Schedule SE. If, in addi-
tion to operating her dress shop, she had
worked for wages and the total of her wages
and her SE income was more than $61,200,
she would have filled out Long Schedule SE.

Susan’s Schedule SE does not have her
husband’s name on it. Since her husband has
no interest in her business, he does not pay
SE tax on this income. If her husband has SE
income of his own, he will file a separate
Schedule SE.

The line numbers shown below in bold type
refer to the line numbers on the sample filled-
in Short Schedule SE on the next page.

Line 1. Since Susan has no farm income, she
leaves line 1 blank.

Line 2. Susan enters the net profit from her
Schedule C, $35,100.

Line 3. Since Susan has no farm income, she
enters the same amount on line 3.

Line 4. Susan multiplies the $35,100 by
0.9235 to get her net earnings and enters
$32,414.85.

Line 5. Susan now figures her SE tax. She
multiplies the $32,414.85 on line 4 by the tax
rate (15.3%) on line 5. She enters this amount,
$4,959.47, on line 5. This is the amount of SE
tax she owes. She enters the amount on line
47 of Form 1040.

Line 6. She multiplies $4,959.47 on line 5 by
.50. She enters $2,479.74 here and on Form
1040, line 25.



SCHEDULE SE Self-Employment Tax OMES No 1545-0074
(Form 1040) » See nstructions for Schackse SE (Form 1040). 1]@95

Attachment
Ymema v Serice () > Attach to Form 1040, Sacuence No. 17
Name of person with self-smployment Incoms (as shown an Form 1040) 'wmmmymm‘,fpm

with ssi-smployment income » {23 i00: é_:?”

Susan  J. Rrown
Who Must File Schedule SE

You must file Schedule SE If:

® You had net earnings from salf-employment from other than church employee income (line 4 of Shont Schedule SE or line 4c of
Long Schedule SE) of $400 or mone, OR

® You had church employee Income of $108.28 or more. Income from services you performed as a mirister or a member of a
religicus order Ia not church employes income. See page SE-1.

Note: Evan if you have a loss or & small amount of incoms from seif-employment, it may be to your benefit to file Schedule SE and

use aither “optional method” in Part If of Long Scheduls SE. See page SE-3.

Exception. If your only self-employment income was from eamings as a minister, member of a refigious order, or Christian Science

prectitioner and you filed Form 4381 and received IRS approval not to be taxed on those eamings, do not file Schedule SE, Instead,

write “Exempt-Forrn 4361" on Form 1040, line 47.

May | Use Short Schedule SE or MUST | Use Long Schedule SE?

Did you mcalve wages or tipa in 19957

Mo +— Y

Are you a miniater, member of o religious order, or Christian Was the total of . .
your wages and tips subject to socin security
Scianca praciitionsr who mcatved IRS appnovsl not to betaxed | Yes » o ra 5 tax phus your net samings from Yeu >
mmﬂmﬂmn;mmhnmmﬂm ¥ Ilmald t thun $81,2007
mdhnrm

e

Are yous uing one of the optional methods to figure your net | Yes » No
anmings (see pege SE-017

‘Nﬂ Oid you receive tips subject to social Becurity ar Medicare tax | Yee
llb that you i not repart to your employsr? g

Did you recelve church smployes incomes mpored on Form | Yes »
W-2 of $108.28 or more?
th
k 4

BUMAYIEMWLEIW I _.'I YOU MUST USE LONG SCHEDULE SE ON THE BACK I

Section A—Short Schedule SE. Caution: Read above fo see if you can use Short Schedule SE.

1 Nafarmprdhuﬂoas)fmrnSetudulthSB.andﬁrmpmnershlps SchadulaK-1{Forrn
1085), in@15a . . . , ., , .,

2 Netpmﬂtor(loss)frumsmaduaCInem SehedtlaC-EZ.lInea andSchadulaK-HForm
1065), #ne 15a (other than farming). Mlnlstarsnrdmbersufmig:wsofdersuepagaSE-

forammtstoreputmﬂisllm.SeepageSE-zforothrnmmamrepm 2 | 33 +/00 loo
3 Combinelines 1and2 ., , . | 3 | JF /00 |OD
4 NumimfmmWMultlplylimabyaz.as%(MS}Iflessthunm

do not file thia schaduie; you do not owe seif-employment tax . . > |4l 329 | &S

5 Salf-amployment tax. If the amount on Ine 4 ja:

» 381,200 or less, nmlﬂplyllm4by15.3%(153) Enter the result here and on’
Form 104D, line 4

® More than 361200, multiply line 4 by 2.8% (.028). Then, add $7.588.80 to the
result. Enter the total here and on Form 1044, line 47,

° mxﬁ.Egmmm"mmm1gg mm hyJ | 2477 |74

hwmmm~m1wm Cut. No. 113882 m1oq1m
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