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WHAT IS A SOLE
PROPRIETORSHIP
AND WHY TAXES
MATTER

If  you  have  started
working  for  yourself,
y o u  m i g h t  h a v e
already heard the term
"sole  proprietorship."
This is the simplest and
most common business
st ructure  for  so lo
e n t r e p r e n e u r s ,
f r e e l a n c e r s ,  a n d
i n d e p e n d e n t
contractors.  Unlike  a
corporation or an LLC,
a  sole  proprietorship
h a s  n o  f o r m a l
registration  process  in
most  cases.  You  are

a u t o m a t i c a l l y
cons idered  a  so le
proprietor the moment
you  s tar t  earn ing
income from your own
work,  whether  that  is
dog walking, freelance
writing,  consulting,  or
se l l ing  handmade
goods online.  Because
t h e r e  i s  n o  l e g a l
separation  between
you and your business,
your  personal  and
business  finances  are
treated  as  one.  This
directly  affects  how
you  handle  taxes.
Understanding  sole
proprietorship taxes
for dummies does not
mean  you  need  an
accounting  degree.  It
s imply  means  you
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need to learn a few key
ru les ,  f o rms ,  and
strategies to keep the
I R S  h a p p y  w h i l e
keeping  more  of  your
hard-earned  money.
This guide will walk you
through everything you
need  to  know,  from
filing  your  first
Schedule  C  to  paying
self-employment  tax
and  finding  deductions
y o u  m i g h t  h a v e
missed.

HOW THE IRS
TREATS A SOLE
PROPRIETOR

When  you  are  a  sole
proprietor, the IRS sees
you and your business
as  one  entity.  This
means you do not file a
separate  business  tax
return.  Instead,  you
report  your  business
income  and  expenses
on  your  personal  tax
return. The main form
y o u  w i l l  u s e  i s
Schedule  C  (Form

1040),  which  is  titled
"Profit  or  Loss  From
Business."  You  attach
this  to  your  standard
1040 form. This is the
core document for sole
proprietorship taxes
f o r  d u m m i e s  t o
understand because it
determines  your  net
income  f rom  se l f -
employment.
Your  net  profit  from
Schedule  C  is  then
subject to two types of
tax:  income tax  and
se l f - emp loyment
tax .

What Is
Self-
Employm
ent Tax?
Self-employment tax is
essentially  the  Social
Security  and Medicare
taxes that a traditional
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e m p l o y e r  w o u l d
normally pay half of. In
a typical  job,  you pay
7 . 6 5 %  a n d  y o u r
employer pays another
7 . 6 5 % .  A s  a  s o l e
proprietor,  you  pay
both halves, for a total
of  15.3% on your  net
ea rn ings  (up  to  a
certain income cap for
Social  Security).  This
can come as a shock to
many new freelancers.
However ,  you  can
deduct  the  employer-
equivalent  portion  of
your  self-employment
tax  when  calculating
your  adjusted  gross
income, which reduces
y o u r  i n c o m e  t a x
burden  sl ightly.

ESSENTIAL TAX
FORMS FOR SOLE
PROPRIETORS

Filing  taxes  as  a  sole
proprietor  requires  a
few  specific  forms.
H e r e  i s  a  s i m p l e
breakdown of the most

important ones:

Schedule C
(Form 1040):
This is where you
report all your
business income
and deductible
expenses. The
result is your net
profit or loss.
Schedule SE
(Form 1040):
Use this form to
calculate your
self-employment
tax. It takes the
net profit from
Schedule C and
applies the
15.3% rate.
Form 1040-ES:
This is for
making
estimated tax
payments
throughout the
year. The IRS
expects you to
pay taxes as you
earn income, not
just once a year.
Form 8829: If
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you claim the
home office
deduction, you
will file this form
to calculate the
allowable
amount based on
the square
footage of your
dedicated
workspace.

F o r  a  c o m p l e t e
beginner's  guide  to
sole  proprietorship
taxes  for  dummies,
these  four  forms  are
your starting point. You
will  likely  also receive
1099-NEC  forms  from
clients  who  paid  you
$600  or  more  during
the year,  but  you are
r e s p o n s i b l e  f o r
reporting  all  income
even  i f  you  do  not
receive a 1099.

HOW TO
CALCULATE YOUR
NET INCOME

Your  net  income  is

s imp ly  your  to ta l
business income minus
y o u r  a l l o w a b l e
business  expenses.
This is the number that
matters  for  taxes.  If
you  made  $50,000
from  your  freelancing
but  spent  $10,000  on
legitimate  business
expenses,  your  net
income is $40,000. You
pay  income  tax  and
self-employment  tax
on  that  $40,000,  not
the full $50,000.
It  is  critical  to  track
b o t h  i n c o m e  a n d
expenses  accurately.
Many  sole  proprietors
make  the  mistake  of
only  tracking  income
and  then  guessing  at
expenses  at  tax  time.
Guess ing  leads  to
missed  deductions  or
errors that can trigger
an audit.

COMMON TAX
DEDUCTIONS FOR
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SOLE
PROPRIETORS

One  of  the  biggest
advantages of being a
sole  proprietor  is  the
a b i l i t y  t o  d e d u c t
ordinary and necessary
business  expenses.
These  deduct ions
reduce  your  taxable
income,  which  lowers
your tax bill.  Here are
some  o f  t he  mos t
common  and  valuable
deductions you should
know about:

Home
Office
Deductio
n
I f  you  use  a  part  of
your  home exclusively
and regularly  for  your
bus iness,  you  can
deduc t  expenses

related  to  that  space.
Y o u  c a n  u s e  t h e
simplified  method,
which  allows  $5  per
square foot up to 300
square  feet,  or  the
regular method, which
involves  calculating
actual  expenses  like
mortgage  interest,
utilities,  and  repairs.
Many  sole  proprietors
avoid  this  deduction
because  they  fear  it
triggers an audit, but it
is  perfectly  legal  and
widely used.

Vehicle
Expenses
If you use your car for
bus iness,  you  can
deduct  mi leage  or
actual  expenses.  In
2025,  the  standard
m i l e a g e  r a t e  i s
typically  around  67
cents  per  mile  (check
the  current  rate  each
year).  You  can  also
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deduct  parking  fees
a n d  t o l l s .  K e e p  a
mileage  log  or  use  a
t r a c k i n g  a p p  t o
document  business
trips.

Health
Insurance
Premiums
If you pay for your own
health  insurance,  you
can  deduct  premiums
for  yourse l f ,  your
spouse ,  and  your
dependents .  Th is
deduction  is  taken  on
Schedule  1  of  your
1040, not on Schedule
C ,  b u t  i t  d i r e c t l y
reduces  your  adjusted
gross income.

Retireme

nt
Contributi
ons
Contributing  to  a  SEP
IRA,  Solo  401(k),  or
SIMPLE  IRA  not  only
saves for the future but
a l s o  l o w e r s  y o u r
c u r r e n t  t a x a b l e
i n c o m e .  S E P  I R A
contributions can be up
to  25%  of  your  net
e a r n i n g s ,  w i t h  a
maximum  limit  that
adjusts  annually.

Business
Supplies
and
Equipme
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Anything  you  buy  for
your  business,  from
office  supplies  to
computers to software
subsc r i p t i ons ,  i s
deductible.  Items  that
last  more  than  one
year, like a laptop, may
need to be depreciated
over time, but you can
often use Section 179
to deduct the full cost
i n  t h e  y e a r  y o u
purchase  it.

Education
and
Professio
nal
Develop

ment
Courses,  conferences,
b o o k s ,  a n d
certifications  that
improve  your  skills  in
your  current  field  are
deductible.  This  is  a
great way to invest in
yourself while lowering
your tax bill.

Internet
and
Phone
If  you use your phone
a n d  i n t e r n e t  f o r
bus iness,  you  can
deduct a percentage of
the  cost  based  on
business  usage.  Keep
an  estimate  of  how
much you use them for
work  versus  personal
activities.
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ESTIMATED
QUARTERLY TAX

PAYMENTS

Unl ike  t radi t ional
employees  who  have
taxes  withheld  from
each  paycheck,  sole
proprietors  must  pay
taxes  throughout  the
year. The IRS requires
y o u  t o  m a k e
estimated  quarterly
payments  i f  y o u
expect to owe at least
$1,000  in  tax  after
w i t h h o l d i n g  a n d
c r e d i t s .  T h e s e
payments  are  due  in
April, June, September,
and  January  of  the
following  year.
To  ca lcu la te  your
estimated  tax,  use
Form 1040-ES. You will
need to estimate your
t o t a l  i n c o m e ,
deductions, and credits
for  the  year.  I f  you
underpay, you may be
subject  to  penalties
and interest. Many sole

proprietors  pay  100%
of  the  previous  year's
tax liability  or  90% of
the  current  year 's
l i ab i l i t y  t o  avo id
penalties.
F o r  a  p r a c t i c a l
understanding  of  sole
proprietorship taxes
f o r  d u m m i e s ,
remember  this  simple
r u l e :  s e t  a s i d e  a
percentage  of  every
payment you receive in
a  separate  savings
a c c o u n t .  A  g o o d
starting point is 30% of
your  gross  income,
which  covers  both
income  tax  and  self-
employment  tax  for
most  people  in  lower
and middle brackets.

HOW TO TRACK
INCOME AND
EXPENSES
THROUGHOUT THE
YEAR

The  key  to  avoiding
stress  at  tax  time  is
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consistent  record-
keeping.  You  do  not
n e e d  e x p e n s i v e
software.  Many  sole
propr ie to rs  use  a
simple  spreadsheet  or
a  low-cost  app  l ike
Wave, QuickBooks Self-
Employed,  or  even  a
dedicated  business
bank  account  with
b u i l t - i n  t r a c k i n g
features.  Here  are  a
few tips:

Open a separate
business
checking account
and credit card.
This makes it
easy to separate
personal and
business
transactions.
Record expenses
as they happen,
not at the end of
the year.
Keep receipts for
any expense
over $75, though
it is wise to keep
all receipts.

Use a mileage
tracker app if
you drive for
business.
Save copies of all
1099 forms you
receive, but also
track income
from clients who
pay less than
$600.

Good records not only
make  tax  filing  easier
but also protect you in
case  of  an  audit.  The
IRS expects you to be
able  to  substantiate
your  deductions.

COMMON
MISTAKES SOLE
PROPRIETORS
MAKE WITH TAXES

Even experienced sole
proprietors can fall into
traps. Here are some of
the  most  f requent
errors  to  avoid:

Not paying1.
estimated



10

10 Sole Proprietorship Taxes For
Dummies

2022-10-04

taxes on time.
This is the most
common
mistake. The IRS
charges
penalties even if
you pay the full
amount by April
15, if you did not
pay enough
throughout the
year.
Mixing2.
personal and
business
expenses. Using
a personal
account for
business makes
tracking harder
and can raise red
flags.
Failing to3.
deduct all
eligible
expenses. Many
sole proprietors
are too
conservative and
miss legitimate
deductions like
the home office,

health insurance,
or professional
development.
Underreporting4.
income. If you
receive a 1099,
the IRS gets a
copy. Failing to
report that
income can
trigger a notice
or audit.
Not5.
understanding
self-
employment
tax. Some new
freelancers
forget they owe
this tax and are
surprised by a
larger bill.
Waiting until6.
April to think
about taxes.
Tax planning
should happen
year-round,
especially for
sole proprietors
with fluctuating
income.
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TIPS TO SAVE ON
SOLE
PROPRIETORSHIP
TAXES

While you cannot avoid
paying  taxes  entirely,
there  are  legitimate
ways  to  reduce  your
liability. Here are some
strategies  that  work
w e l l  f o r  s o l e
proprietors:

Contribute to a
retirement
plan. As
mentioned,
contributions to a
SEP IRA or Solo
401(k) are tax-
deductible and
grow tax-
deferred.
Time your
income and
expenses. If you
expect to be in a
higher tax
bracket next
year, you might
accelerate

income into the
current year.
Conversely, if
you expect a
lower bracket
next year, you
can defer income
and accelerate
expenses.
Take
advantage of
the Qualified
Business
Income (QBI)
deduction. This
allows eligible
sole proprietors
to deduct up to
20% of their
qualified
business income
on their personal
tax return. It is
subject to
income limits
and other rules,
so check if you
qualify.
Use the
Section 179
deduction. This
lets you deduct
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the full cost of
qualifying
equipment and
software in the
year you buy it,
rather than
depreciating it
over several
years.
Hire your
spouse or
children. If you
hire family
members, their
wages can be
deductible
business
expenses, and
they may pay
little or no tax
depending on
their income
level.

WHAT IF YOU
HAVE MULTIPLE
INCOME STREAMS?

Many  sole  proprietors
have  more  than  one
t y p e  o f  b u s i n e s s
activity.  For  example,
y o u  m i g h t  b e  a
freelance  writer  and
also  sell  crafts  online.
You  can  combine  all
your business activities
into a single Schedule
C  if  they  are  closely
related, but if they are
very  different,  you
might  need  separate
Schedule C forms. The
IRS  allows  multiple
Schedule C forms if the
activities  are  distinct.
This can be beneficial if
one activity has a loss
that  offsets  income
from  another.

WHEN TO HIRE A
TAX
PROFESSIONAL

While sole propriet


