The Third Way Middle Class Program Thirdway

Middle Class Proposal #8
Launching New Entrepreneurs

Small businesses are the engine of American job growth and the seedbed of
innovation . Many of the worldOs greatest companies began as one person
with one idea, tinkering in the garage. But getting a new venture off the

ground is not as easy it should be. New small business tax breakB8l a
standard home office deduction and adouble deduction for start-up costsN
can help entrepreneurs get a foot up the ladder and closer to realizing their
dreams.

THE PROBLEM

Starting a businesss too complicated andunnecessarilycostly

Many Americans aspire to the dream of workifior themselve$l at any given
time, as many as 7% of American workers are actively in the process of starting a
business andone in tenAmericansis selfemployed.! Governmentshould be doing
more to helpmore small businessesand entrepreneurgyet off the ground.

Small businesses are the engine of American job growth.

Small businesses employ slightly more than half of the American workforce and
create half of the nationOs gross domestic prodiuct2004, small businesses
accounted for all of the new jobs created in Amerfdahey generated nearly 1.9
million net new jobs while bigger companies actually shed workér&n average,
small businesses account for as much as #thads of all net new jobgrowth.* Small
businesses are also the lifeblood of the rural econdigine out often businesses in
rural America are small businesses

But business start-up costs can be steep.

Fledgling entrepreneurs face a host of expenses even before they open their
doorsN everything from legal and accounting fees to advertising and signs, supplies
and equipment, tools, licensing, permits and other costs of regulatory compliance,
rent and utility deposits. For solo entrepreneurs, the median stapt costs for starting
a business is $6,000, while for teamased venturesitOsis much a$20,00% The vast
majority of small business ownelsbetween 80% and 90% also invest significant
amounts of their own money into their businessés.

Sometax provisions are outdated and hostile to small businesses.

Some portions of the current tax code are needlgssomplicated and get in the
way of helping entepreneurs get their start. One significaeixample is the current
home office deduction, which the IRS Taxpayer Advocate has condemned as Otoo
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complexO and Otoo tirmnsuming.® Fewer than one in three hombased smak
business owners take the trouble to figure the deducti@mnd the complexityof the
deduction is the top tax complaint amongedf-employed workers'°

Among other things, small business owners who want to take the deduction must
allocate as business expenses a portion of their mortgage payments, utility bills and
other expenses acaaling to a complex formula and set of rules. The following flow
chart, which was taken from the 3gage IRS instruction booklet for the home office
deduction, helps illustrats thislack of useffriendliness.

Sample instructions for the home office deducti on'!

Figure A. Can You Deduct Business Use of the Home Expenses? Do not use this chart if you use your home for the storage of
inventory or product samples, or to operate a daycare facility. See Exceptions to Exclusive Use, earlier, and Daycare Facility, later.

Start Here:

No | Is part of your home
< used in connection with
a trade or business?

Yes

' | No
Are you an employee? |

Yes

y

No | Do you work at home
for the convenience of
your employer?

Yes

y
No
Yes | Do you rent part of your >
N home used for business
to your employer?
No A

Is the use regular
+ Yes | and exclusive?

Is it your principal place Yes
of business?

Lad

No

y

Do you meet patients, Yes
clients, or customers in
your home?

No
A \

No P Yes
. Is it a separate .
¢ /
No deduction structure? Deduction allowed

THE SOLUTION

Two newand simpletax breaks fobudding entrepreneurs

Congress should offer small business owners two new tax breaks to help them get
off the ground and sustin their businesss (1) a doublingf the deduction for start
up costsfrom $5,000 to $10,008nd (2) the option of a standartiome office
deduction for home-based entrepreneurgqual to the lesser of $2,500 or the annual
gross income from the taxpayer's home business.
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These proposals would help millions of small businesses.

These proposals woultelp the more than 600,000 Americans who start their own
business every ye& and the roughlyd million small business owners who operate
out of their homes?®®

Home-basedbusinessesregrowing in number, thanks to the advent of #h
Internet, which enables small business owners to reach customers halfway around the
world with the click of a mouseNearly half of all smalbusinesses are hombased,
including a majority of businesses owned by wométThe majority ofsmall
businesseslso start at home, including thretourths of businesses run by solo
entrepreneurs!® Home-based businesses contribute34 billion to the U.S.
economy?® and theyare also potentially an ideal option for mothevgth young
childrenwho wantto ease bak into the workforce while retaining flexibility and
control over their livesBoth the Small Business Administration and the National
Federation of Independent Business support a standard home office deduction as one
of the most important changes that aabe made to the tax code to help out small
business owners’

The new tax breaks would help simplify the tax code.

The complexity of the current home office deduction is a relic of an earlier time,
when home-based businesses were a rarity, not the noi@ffering the option of a
standard home office deduction woul@liminate pages of red tape and hours of
needless frustratiorfor small business ownerdAnd it would dramatically reduce the
number of complianceerrors. It would also make the tax code fait®gr making it
much easier for small business owners to get the tax break they are intended to
receive.

Doubling the deduction for startup costs would also help small businesses by
enabling more small businesses to deduct costs in the first year and atiad
complicated calculations associated with depreciating and amortizing capital
equipment purchases over a period of many years.

These proposals are affordable.

Doubling the current deduction for business statp costs from $5,000 t$10,000
would costonly $700 million per year, $4 billion over five years ando#iion over 10
years!® A standard home office deduction would cost $3.6 billiper year, $20.3
billion over five years and $46.3 billion over 10 years. All of these savings vgauld
jobs-producing smal businesses and entrepreneuts.

THEROLLOUT

Ideas for launching and publicizing theew small business tax breaks

¥ Hold a press conferencewith local entrepreneurs, including small business
owners who work out of their homes

¥ Release a short rgport documenting the number of small businesses in the
state and their contributions to the local economy in terms of the number of
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jobs created and the total number of new businesses. Highlight the new ideas
and innovations being created

¥ Reproduce achart showing the complicated tax system on the books today.

CRITIQUES & RESPONSES

New small business tax breaks

1tOs too expensive.

Doubling the deduction for startup costs would cost only $700 million peear,
while a standard home office deductiowould cost $3.6 billion per year. This ismall
price to pay to keep small businesdéghe engine of American job growttand
innovationN growing.

Encouraging the growth of small businesses will also help grow and sustain the
middle class. Owning your owbusiness is a big part of the American dream for many
people, and the federal government should be doing more, not less, to help people
reach those aspirations of success.

Increasing the home office deduction will encourage tax fraud.

If anything, it woud do the opposite by creating the option of a single,
standardized deduction. The current law involves numerous complex calculations and
accounting, which creates much more temptation for some people to Ofudyéhe
numbers.
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APPENDIX

Details of the doulte deduction for startup costs and the standard home
office deduction

Double deduction for start -up costs

This proposal would double the allowable deduction for business stapt costs
from $5,000 to $10,000.

Business startip costsinclude intangible expensesthat areincurred beforethe
commencement of business operations, such as advertising, travel, surveys, training
and professional fees paid to lawyers and accountafftsThis deduction allows small
business owners to receive a larger tax break on intangible expenses other than
capital equipment costs for computers, equipment, furniture, etc., which can be
deducted separately.

Standard home office deduction

This proposalvould give small business owners thaption of taking a standard
home office deduction equal to the lesser of $2,500 or the annual gross income from
the taxpayer's home business in lieu of calculating the deduction under current law.
Small business ownengho would benefit more from the current credit would retain
the option not to use the standard home office deduction.

This proposal would greatly simgl the tax code for small business owners while
giving more homebased businesses an opportunity to takedvantage of the
intended tax break.
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