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SUB COMMITTEE HEARING ON
REGULATORY BURDENS ON SMALL FIRMS:
WHAT RULES NEED REFORM?

Wednesday, July 30, 2008

U.S. HOUSE OF REPRESENTATIVES,
Subcommittee on Regulations,Healthcare, and Trade,
Committee on Small Business,

WASHINGTON, DC.

The Subcommittee met, pursuant to call, at 10:06 a.m., in Room
1539, Longworth House Office Building, Hon. Charlie Gonzalez
[chairman of the Subcommittee] Presiding.

Present: Representatives Gonzalez and Westmoreland.

Chairman GONZALEZ. Good morning, everyone. My apologies for
being late. This hearing on the Regulatory Burdens of Small Firms:
What Rules Need Reforms? is now called to order. I am going to
start off with an opening statement so that everybody understands
the procedure. I make an opening statement. The ranking member
will make an opening statement. Other members can submit open-
ing statements in writing. They will be filed and then we will pro-
ceed with the testimony of the first panel comprised of three wit-
nesses, and I will give you instructions at that time.

I am still trying to catch my breath. I actually came up from the
basement. And at my age I shouldn’t have done that. The stairs are
killers. I am very interested in the results of a recent survey of
small business owners conducted by Suffolk University and re-
leased by the American Management Services . The poll found that
63 percent of respondents believe that the Federal Government is
doing nothing to help small businesses. 64 percent believe that the
administration and the SBA specifically aren’t doing enough for
small businesses. This poll reflects the current challenging climate
in which many small owners struggling to stay afloat may find
themselves today.

The volatile costs of gasoline, the ever-increasing cost for health
care and the crumbling housing market are negatively impacting
small businesses. Tough times like these highlight the Federal
Government’s responsibility to make sure we are not placing undue
burdens on the small business community. Under the best of cir-
cumstances, operating a small business is an enormous under-
taking.

For many entrepreneurs business begins and ends at their desk,
and there are never enough hours in any given day. The last thing
these men and women need is to be bogged down by excessive pa-
perwork. But unfortunately, complex Federal regulations have al-
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ready created a time-consuming logistical nightmare for countless
small businesses throughout our country. Many government regu-
lations use one-size-fits-all policies that often fail to account for
small business needs. Consequently, small firms end up bearing a
disproportionate share of the Federal regulatory burden. Despite
having tighter profit margins, they are forced to pay more to com-
ply with government rules than their corporate counterparts.

This discrepancy is so great, in fact, that small enterprises spend
45 percent more on regulatory compliance than big businesses.
That adds up to $2,400 in additional fees per employee. And when
it comes to various other regulations, the differences are greater
still. Some of these rules can cost small businesses as much as 364
percent more to comply. One specific regulation, tax reporting, is
67 percent more expensive.

In other words, we are forcing small businesses with limited cap-
ital to pay more than big businesses with deep pockets. In an at-
tempt to address this inequity, Congress passed the Regulatory
Flexibility Act way back in 1980, which requires government agen-
cies to consider the effects of their policies in small businesses. But
after three decades, it has fallen short of accomplishing its original
goal. This is because Reg Flex tends to be inconsistent in its appli-
cation.

For example, there is no uniform method of practicing Section
610 which, if properly employed, would stem the inequities cur-
rently facing small firms. Section 610 requires Federal agencies to
periodically review rules, and gauge their impact on small busi-
nesses. But while it is a good requirement in its design, it has not
been applied consistently. Recognizing Reg Flex’s shortcomings,
this committee has already taken steps to improve this system.

Last December, we passed H.R. 4458, which will significantly
overhaul the regulatory process. Among other provisions, the bill
introduced by Mr. Brad Ellsworth of this committee provides an
important clarification to Section 610.

In that same vein the Small Business Administration launched
the regulatory review and reform initiative, or r3, last year. This
rule promises to improve the Reg Flex system by identifying and
addressing its ineffective policies. It will also allow entrepreneurs
to raise their own concerns and suggest targeted reforms. R3 has
the potential to be an invaluable resource for small firms. It will
not only give them a voice in the Federal regulation process, but
it will also address some of their most significant challenges. For
example, SBA’s Office of Advocacy hopes to use this rule to simplify
tax policies for at-home businesses. R3 promises to confront this
issue, along with other concerns, head on.

As we will discuss today, many Federal compliance policies are
outdated and unnecessarily complex. Small business owners should
not have to put hours of their time towards untangling these regu-
lations because, as this committee and our entrepreneurs well
knov&i, such time would be better spent on conducting business as
usual.

In today’s hearing, we will look at the effects of regulatory bur-
dens on small firms. We will also explore potential solutions, such
as the Small Business Regulatory Improvement Act, and the r3
program. I want to thank all of the witnesses in advance for their
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testimony. The committee is pleased they could join us today. And
we look forward to their insight on these issues.

[The statement of Chairman Gonzalez can be found in the appen-
dix at page 25.]

Chairman GONZALEZ. At this time, it is my privilege to yield to
t}lle ranking member, Mr. Westmoreland, for his opening statement
please.

Mr. WESTMORELAND. Thank you, Mr. Chairman. Let me just say,
I really appreciate the chairman having these hearings. He and I
have talked. And I come from a small business background. I was
in the real estate building development business. And I certainly
understand Federal regulations on small business. And as the
chairman and I have talked, we have come up with a different sub-
ject matter that we want to have a hearing on. And I really do
thank him for this.

When I was elected to serve in Congress, I was issued a mandate
by my constituents to reduce the impact of Federal Government on
our daily lives. And after 4 years, I don’t know that I might have
failed in that because I can’t think of anything we have reduced in
the last 4 years. I am all too aware of the feeling that our own gov-
ernment is working against us. This us-versus-them belief is held
in small businesses all across this country. And honestly, I cannot
blame anyone for thinking that because most small business peo-
ple, Mr. Chairman, work 18 to 20 hours a day just trying to keep
their small business in business and they really don’t have time to
keep an eye on the government and what the government is doing
to try to revamp or reorganize their business to make the govern-
ment, I guess, seem like they have a responsibility.

Recent government estimates place the cost of complying with
Federal regulations at $1.1 trillion. That averages out to about
$10,000 per household, and I don’t know how much per small busi-
ness. But we are here today to constructively address what we al-
ready know. Excess Federal regulations negatively impact America.

I think Washington has made a few good steps. However, they
have been baby steps. President Bush’s executive order directing
Federal agencies to place more emphasis on the economic impact
of regulatory proposals is a good idea. However, I feel that it
missed an opportunity by not addressing the loopholes in the Regu-
latory Flexibility Act. The executive order also stops short of pre-
venting agencies from using narrow interpretations of Reg Flex in
order to ignore their congressionally imposed responsibilities.

SBA’s Office of Advocacy is to be commended for its proactive ap-
proach to reducing this burden on small business. The r3 program
is another step towards this goal. Involving stakeholders in the
process of pinpointing rules that merit review makes good sense.
However, the combination of Federal agencies’ distaste for trans-
parency and the Office of Advocacy’s lack of authority to force those
agencies to consider reforming unnecessary regulations creates an
environment where very little can be accomplished.

To be clear, I am not waving a white flag at this issue. Everyone
in this room has a vested interest in seeing small businesses grow
and thrive in a global marketplace. In order for that to happen, we
must work to increase American competitiveness by reforming and
removing the regulations that restrict growth. This is a top priority
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for me and our Nation’s businesses. And the question is, is it a pri-
ority for the agencies in Washington? I welcome these distin-
guished guests, witnesses, panelists. And I want to thank you for
your willingness to come here and testify and take some tough
questions. And again, Mr. Chairman, thank you for holding this
hearing.

Chairman GONZALEZ. Thank you very much, Mr. Westmoreland.

[The statement of Mr. Westmoreland can be found in the appen-
dix at page 27.:]

Chairman GONZALEZ. Believe me, I appreciate your cooperation
and that of your staff. And I always want to start off by acknowl-
edging the fine work of the staff of the Small Business Committee,
and the subcommittee especially, but on both sides and that is ma-
jority staff and minority staff. They worked really hard putting the
memo together and giving us some great explanations and back-
ground.

A special thanks to the witnesses I have already expressed. The
way this will work is each witness will be given 5 minutes to make
their statement. You have your written testimony, which will be
made a part of the record. So if you can just summarize it in those
5 minutes, it doesn’t seem like enough time, but we will follow up
with questions. And since it is just the ranking member and myself
at this point, we will have plenty of time for you to expand and to
elaborate on some of the statements you would like to make.

PANEL I - PARTICIPANTS IN ORDER ARE: HON. SUSAN DUD-
LEY, ADMINISTRATOR, OFFICE OF INFORMATION AND REG-
ULATORY AFFAIRS, OFFICE OF MANAGEMENT AND BUDGET;
HON. THOMAS SULLIVAN, CHIEF COUNSEL FOR ADVOCACY,
UNITED STATES SMALL BUSINESS ADMINISTRATION; CHRIS
WAGNER, DEPUTY COMMISSIONER, SMALL BUSINESS/SELF
EMPLOYED DIVISION, INTERNAL REVENUE SERVICE,
UNITED STATES DEPARTMENT OF TREASURY

Chairman GONZALEZ. And I will be introducing the witnesses as
they testify. The first witness is the Honorable Susan E. Dudley.
Susan E. Dudley was appointed in April 2007 to serve as the ad-
ministrator of the Office of Information and Regulatory Affairs at
the Office of Management and Budget. From 1998 through January
2007, Ms. Dudley served at the Mercatus Center at George Mason
University, where she directed the regulatory studies program from
2003 to 2006. Welcome. And we look forward to your testimony.

STATEMENT OF HON. SUSAN E. DUDLEY

Ms. DUDLEY. Thank you for inviting me, Chairman Gonzalez and
Ranking Member Westmoreland. I appreciate the opportunity to
discuss the Office of Information and Regulatory Affairs, or OIRA
as we call it, our efforts to ensure that the Federal Government un-
derstands the impact of regulations on small businesses, considers
cost-effective regulatory alternatives for small businesses, and
looks for ways to reform regulations to lower burdens on small
business without sacrificing important public protections.

Small entrepreneurs are the engine of economic growth in Amer-
ica. They represent over 99 percent of employers and provide 60 to
80 percent of net new jobs. Yet as you pointed out in your opening



5

remarks, Mr. Chairman, they bear disproportionate regulatory and
paperwork burdens. OIRA, along with SBA’s Office of Advocacy
and other Federal regulatory agencies, is working both to minimize
unnecessary burdens and also to help America’s small businesses
comply with regulatory and reporting requirements.

Since OMB began to keep records in 1981, Federal agencies have
published over 120,000 Federal rules in the Federal Register. Oper-
ating under Executive Order 12866, which was issued by President
Clinton in 1993, OIRA coordinates interagency review of the most
significant of these rules prior to publication. We estimate that the
average yearly cost of the new major regulations issued between
2001 and 2006 is about 47 percent less than over the previous 20
years, and yet the average yearly net benefits of new regulation
has increased substantially.

While we are working to ensure that new regulations are cost ef-
fective based on projections of what their impact will be, most ex-
isting Federal rules have never been systematically evaluated to
understand their actual benefits and costs. Given the number of ex-
isting regulations on the books, it would be valuable to understand
which of them are working as intended and which could benefit
from reform. One tool to do this is Section 610 of the Reg Flex Act
as you both have discussed. The Office of Advocacy’s recent guid-
ance to agencies on conducting 610 analyses should make this
promising tool more valuable. The comprehensive approach envi-
sioned by Section 610 has advantages but it also may not target
regulations in most need of reform.

In some cases, businesses and consumers have adjusted to regu-
lations that have been in place such that they are no longer bind-
ing. In an effort to identify regulations most in need of reform, both
OIRA and the Office of Advocacy have solicited nominations from
the public for regulations that are unduly burdensome, outdated or
have resulted in unintended consequences.

In response to our 2004 request for nominations, the public made
189 recommendations, focussing on regulations that largely affect
the manufacturing sector. Working with the relevant agencies, the
Office of Advocacy and the Department of Commerce, we selected
76 of these for priority consideration and action. To date, agencies
have completed approximately 70 percent of the 2004 manufac-
turing reforms, and we plan on providing a comprehensive update
on the status of these reforms in our 2008 draft report to Congress.
We have also followed with interest the Office of Advocacy’s r3 ini-
tiative, which I am sure Tom Sullivan will talk more about. Several
of Advocacy’s top 10 are similar to nominations OIRA has received.
And we are working together with agencies to pursue these re-
forms.

OIRA also has authority, under the Paperwork Reduction Act
and the Small Business Paperwork Relief Act, to reduce existing
burdens on small businesses. These statutes give OIRA and agen-
cies responsibility for eliminating unnecessary, duplicative, and un-
justified paperwork burdens, particularly on small entities.

In addition to seeking public comment and OMB approval of ini-
tial collections of information, agencies must seek and obtain exten-
sions of OMB approval at least once every 3 years. This provides
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a vehicle for ensuring that existing paperwork burdens are re-ex-
amined on a regular basis.

Finally, let me note several E-Gov initiatives that, while not re-
ducing the number of regulations and paperwork burdens on small
businesses, are designed to simplify and streamline compliance.
Business.gov is a one-stop shop where businesses can locate the
government compliance guides and forms they deal with on a reg-
ular basis, thereby reducing the effort needed to comply with gov-
ernment regulations. Business owners have self-reported saving
over 3 million hours so far this year alone by using this portal. The
Business Gateway Initiative also promotes data harmonization to
reduce the complexity of reporting processes and improve the reuse
and distribution of information across Federal, State and local
agencies. And we plan to release a comprehensive analysis, includ-
ing several case studies shortly by mid August. Thank you.

Chairman GONZALEZ. Thank you very much. Appreciate that and
look forward to some questions and some responses from you.

[The statement of Ms. Dudley can be found in the appendix at
page 28.]

Chairman GONZALEZ. The next witness is the Honorable Thomas
M. Sullivan. Mr. Sullivan is the chief counsel for the Office of Ad-
vocacy at the U.S. Small Business Administration. Prior to joining
the SBA, he worked as executive director of the National Federa-
tion of Independent Business Legal Foundation. Mr. Sullivan, as
head of the Office of Advocacy, is charged with independently ad-
vancing the views, concerns and interests of small businesses be-
fore Congress, the White House, Federal regulatory bodies and
State policymakers. Mr. Sullivan.

STATEMENT OF HON. THOMAS M. SULLIVAN

Mr. SULLIVAN. Thank you, Mr. Chairman, Representative West-
moreland. Good morning, thank you for allowing me to appear be-
fore the committee. My name is Tom Sullivan. I am the chief coun-
sel for Advocacy. And because my office is independent within this
Small Business Administration, the views expressed here don’t nec-
essarily reflect the position of the administration or the SBA. This
testimony was not circulated for comment through OMB. My job is
to try and remove regulatory barriers that stifle small businesses’
ability to create jobs, drive innovation, and build communities. The
main tool used by the Office of Advocacy to accomplish this is the
Regulatory Flexibility Act. Section 610 of that Act requires agen-
cies to periodically review the rules that are on the books and con-
sider revising them to reflect modern conditions in order to ease
the burden on small business.

GAO reports, law review articles, this committee and others have
pointed out that government has not done very well in stream-
lining, downsizing or modernizing existing Federal rules and regu-
lations. To try and address this problem, last year my office
launched the small business regulatory review and reform r3 ini-
tiative. It is designed in part to improve compliance with Section
610 and further the goals of periodic review. Through r3’s public
rule reform nomination process, small businesses and their rep-
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resentatives can point out existing agency rules they feel should be
reviewed and revised.

Last year small business stakeholders nominated over 80 rules
for review and reform. 10 of those nominations were chosen for the
top rules for review and reform this February. Now we are working
with agencies to respond to those calls for reform. My office will
post online agency responses to the top 10 reform nominations next
month, and we will update that progress report every 6 months.
When the Office of Advocacy started to receive suggestions last
year for rules that should be reviewed and reformed, we evaluated
them to see one, whether the rule being nominated has ever been
reviewed before for its impact on small business.

Two, whether technology, economic conditions or other factors
have changed since the rule was originally drafted. Three, whether
the rule imposes duplicative requirements. Four, whether that rule
could reasonably be reformed to better accomplish its intended ob-
jectives with less burden on small business.

And lastly, we evaluated the overall importance of the rule to
small business and communities. Let me be clear to the sub-
committee, just because a rule that was not nominated for reform
does not mean that my office ignores it. Rather, the nominations
that were not chosen as the top 10 rules for reform have given my
office valuable insight into how we prioritize the regulatory issues
of concern for small business. Three weeks ago, we kicked off our
request for nominations for next year and we have already received
about a dozen suggestions. I believe that the r3 program will be an
important tool for keeping agencies’ attention focused on Section
610 of the Reg Flex Act and improving the quality of reviews of ex-
isting regulations. Given the importance of periodic reviews of cur-
rent rules, Congress, my office and Small Business have a common
interest in the long-term success of r3. Thank you, Mr. Chairman.
And I would be happy to answer questions.

Chairman GONZALEZ. Thank you very much, Mr. Sullivan.

[The statement of Mr. Sullivan can be found in the appendix at
page 52.]

Chairman GONZALEZ. Our next witness is Mr. Chris Wagner,
who is deputy commissioner of the Small Business Self-Employed
Division in the Internal Revenue Service. Mr. Wagner has held nu-
merous positions and enforcement functions in the IRS. He also
served as the Deputy National Taxpayer Advocate. Welcome, Mr.
Wagner, and you may begin your testimony.

STATEMENT OF CHRIS WAGNER

Mr. WAGNER. Good morning, Chairman Gonzalez and Ranking
Member Westmoreland. My name is Chris Wagner, and I am the
deputy commissioner for Internal Revenue Service Small Business/
Self Employed Division. I appreciate the opportunity with talk to
you today about the IRS’s efforts to reduce burdens for small busi-
nesses. The small business self-employed division is made up of
26,000 employees who serve about 57 million taxpayers, roughly
about 1/3 of the tax-paying population. This consists of 9 million
small business corporations and partnerships with assets of $10
million or less, 41 million self-employed and supplemental income
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earners, and 7 million other taxpayers who file employment, excise,
estate, gift and fiduciary tax returns. Because the employees within
my division work directly with small business men and women,
they understand the critical roles small business plays in our Na-
tion’s economy. Small businesses represent more than 99 percent
of all employers and employ half of all private sector workers.
While my division at the IRS does enforce the tax laws against
small businesses, we also have an obligation to assist them in un-
derstanding and complying with the tax law.

This taxpayer service aspect of what we do is critical because we
know that some level of noncompliance reflects a lack of under-
standing by small businesses of their true tax obligations. This lack
of understanding is often a function of complexity of the Tax Code
and the burden associated with complying.

One of these areas that affects small businesses, and an area of
prime interest to the members of this subcommittee, is the home
office deduction. In 1976, Congress passed legislation providing
very limited circumstances in which an individual, or an S corpora-
tion taxpayer, may take a deduction for an office in the home.
Much has changed in the past three decades. And due to techno-
logical advancements and other significant changes to business en-
vironment, many more small businesses are now able to operate ef-
fectively out of the home. In fact, according to the Small Business
Administration, home-based businesses represent over 50 percent
of all small businesses. This evolution makes the benefit of claim-
ing a business deduction for an office in the home even more valu-
able to small business taxpayers.

However, because of the complexity involved in claiming the de-
duction, we believe a number of small businesses that are eligible
to claim deductions do not. The IRS has looked extensively at this
issue and explored ways to simplify the computations required to
claim the office in the home deduction. We concluded that reducing
burden on business taxpayers with home office expenses could best
be accomplished through a legislative change. One of the chal-
lenges we identified was the statutory requirement to recapture de-
preciation.

Homeowners claiming deductions for an office in their personal
residence are required to recapture depreciation allowed or allow-
able when selling their home. In other words, whether depreciation
is claimed or not, additional computations are necessary and a tax
liability occurs when the home is sold. Despite the fact that we are
unable to simplify the home office deduction, we continue to work
with small businesses, helping them understand their obligations
and how to claim the deduction. Here are a few ways that we work
with the public and third-party stakeholders to help small busi-
nesses comply with their obligations. We have posted information
on our Web site, IRS.gov, providing links to specific publications
with information on the home office deduction.

We work with partners such as the Small Business Administra-
tion, State and local government agencies and community organiza-
tions to provide small business tax workshops and other edu-
cational seminars which include information on home office deduc-
tion. We have produced educational materials to supplement forms
and publications such as the virtual small business tax workshop,
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which can be viewed online at IRS.gov or ordered as a DVD. An
entire chapter of the workshop is devoted to the home office ex-
pense. We issued a home office deduction fact sheet that is used
in outreach and is available on IRS.gov in both English and Span-
ish.

Mr. Chairman, my written statement discusses in greater detail
many of the things we are doing to reduce the burden on small
businesses as well as the steps we are taking in terms of outreach
and education. I appreciate the opportunity to be here this morning
to elaborate on a few of those issues. Thank you, and I will be
happy to respond to any questions.

Chairman GONZALEZ. Thank you very much, Mr. Wagner.

[The statement of Mr. Wagner can be found in the appendix at
page 70.]

Chairman GONZALEZ. And I will lead off with a question for each
member of the panel. And I will start off with the administrator
of the Office of Information and Regulatory Affairs. And you re-
ferred to it as OIRA?

Ms. DUDLEY. Yes.

Chairman GONZALEZ. OIRA. I am trying to figure out when we
actually look at the regulatory scheme and its impact on small
businesses. Now we can do it before the regulation is adopted and
of course then once it is implemented and its effect. Your office, if
I understand it, actually comes in at all stages of this, but I think
it is really important—that you come in before the adoption of reg-
ulation—can you explain that quickly to me? And how in the world
can you really do that, I mean, with the complexity and the enor-
mity of the Federal Government today?

Ms. DUDLEY. Under President Clinton’s executive order, my office
reviews—and what we do, we conduct an interagency review. So we
would engage Tom Sullivan’s office as well as other agencies on all
regulations both before they are proposed in the Federal Register,
and again before they are issued in final form. All regulations there
are classified as significant. So of the 120,000, I would say probably
a little over 20,000 of those went through the interagency review
that we coordinate. And we review them—do you want more details
on how—

Chairman GONZALEZ. I am just wondering, the percentages that
are reviewed subject to review or whatever, are there any changes
that actually occur as a result of the review? And this is not criti-
cism of anyone. I just know that there is only so much time in a
day. You only have so much in the way of staff. The ability to actu-
ally accomplish that particular task. I mean, how realistic is that?
And in accomplishing that task, how many of these regulations ac-
tually get sent back for tweaking, review, total overhaul and such?

Ms. DUDLEY. Usually when I am sitting in the seat, I am getting
criticized for changing too many regulations.

Chairman GONZALEZ. That is a good criticism.

Ms. DUDLEY. I can actually give you statistics on that. Because
when we conclude review—there are four options; withdrawn by
the Agency, consistent with the executive order with changes, so
that means changes that took place as a result of the interagency
review; consistent without change; or returned to the agency. And



10

we have statistics on how many are in each of those categories. 1
will be happy to give you that.

Chairman GONZALEZ. Yeah. If you would. And I think in some
measure—and it is good to actually share that with many individ-
uals or small businesses that may be in contact with—and saying
look, we do have someone out there. And this is not about fixing
blame. And I think Mr. Westmoreland and I are together on this.
This is about fixing the problem. And as a matter of fact, Mr. Sulli-
van’s initiative and everything came to light as a result of another
hearing we had.

Now let’s say it is ongoing. Now you come in after the fact. We
have the regulation out there, and we are talking about 610 and
such. How do you function even in that particular environment?
What is the best vehicle? How do you actually do that? How do you
perform?

Ms. DUDLEY. Our focus has been primarily on the new regula-
tions. And so I think that is where you would see the greatest ef-
fect on the regulations. But as you say, it is complicated. We don’t
know what the real impacts will be. And it is important to look at
the regulations that are in place. To do that, we have sought rec-
ommendations from the public for over several years. And what we
are doing is, in response to those recommendations, we are going
back to the agencies. We have done something similar to what
Tom’s r3 does: identify priority regulations for reform, gone back to
agencies, and are working with those agencies on completing those
reforms, I hope before I leave office.

Chairman GONZALEZ. Thank you very much. Which leads me
right into what Mr. Sullivan has been doing because I think all
eyes are probably on your office, Mr. Sullivan for guidance. Because
you are basically in charge of being this advocate for all these
small businesses. Someone is just going to assume you are the one
that should be keeping pulse on what is going on out there and
identifying. So I do want to commend you for the 3r initiative that
you took. I think that is a great vehicle. And that is what I would
like to do is maybe concentrate my questions on a couple of things
about—and for the benefit of the audience, we were having another
hearing in which Mr. Sullivan was testifying on the Regulatory
Flexibility Act.

And I was suggesting that we should have some sort of a site,
you know, ask Nydia or complain—and meaning Nydia, not out of
disrespect, but actually a great deal of affection and admiration.
Chairwoman Nydia Velazquez. She is the chair of the Small Busi-
ness Committee, and you would just go in on the Internet and you
would file your biggest grievance against some regulation. So Mr.
Sullivan informed me, he says, well, we already have that. Nydia
was very happy to hear that it would not be her Web site or what-
ever.

Mr. Sullivan, we are identifying vehicles. How do we get this
input from the small business community? So you have something
here. But in our discussions in the office the other day, I think one
of the concerns, of course, is one that we do something. And that
is what we are doing here and that we act on it. And you all will
have your own recommendations but also about continuity. So let’s
say during your tenure and during Ms. Dudley’s tenure, and who
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knows what 2009 holds other than it is going to be a new adminis-
tration, and maybe we can be of assistance to make sure there is
some continuity regardless of change and regardless whether it is
a McCain administration or an Obama administration. There are
great changes.

So what are your views on vehicles such as 3r? What else can
we do to identify those regulatory schemes that really do need
some reform from the ground up? What can we do within the agen-
cies and departments, that they meet their own responsibilities in
that regard? And then about continuity.

Mr. SULLIVAN. Thank you, Mr. Chairman. I think primarily to
make the regulatory review and reform initiative work, it will de-
pend, in large part, on the oversight mechanism here in the House
and also in the Senate. The administration can work as aggres-
sively as possible. But without the type of oversight insistence that
this committee is looking over agencies’ shoulders to make sure
they are sensitive to the burden on small business, it won’t work
very well.

The r3 initiative, even though I am very proud of it taking place
under my leadership, is an acknowledgement that there has been
a law on the books for 28 years that hasn’t worked very well. And
we are excited that working with that law, the Regulatory Flexi-
bility Act has progressed enough to have this type of initiative. But
we are still in the infancy about looking at, how do we take the
existing $1.1 trillion regulatory burden and how do we streamline,
downsize and modernize it to lessen its impact on the small busi-
ness community?

So I think the simple answer to your question is, this type of ini-
tiative will depend very much on the vigilance of this Oversight
Committee to make sure that agencies, when asked by the small
business community—and please keep in mind, I am simply a meg-
aphone for that small business community. My job is to connect
Main Street with government agencies and hopefully have those
agencies have a better result. To the extent that this committee
makes it clear to those agencies that you are looking over their
shoulders to make sure that when Main Street small businesses
voice their concerns, they are heard and responded to will go very
far in making the r3 initiative a success.

Chairman GONZALEZ. And I apologize. It is r3. And again, I just
commend you for that effort. But I think it is important that you
have advocates on this committee. And hopefully we will be back
for the 111th Congress so that we can be making those rec-
ommendations regardless of who may be in charge at that point in
time. One last question is, it is important though to deliver. And
that is that we heard, not only heard and that it was credible and
a legitimate complaint and that there are changes. I think a sure-
fire way to frustrate your effort is if we don’t respond. So that is
imperative, is it not?

Mr. SULLIVAN. Yes, Mr. Chairman. You have recognized really
what GAO has recognized as a failing of the implementation of Sec-
tion 610. The Government Accountability Office, GAO, did a review
recently and said that over the period of 5 years, agencies had ac-
tually conducted 1,300 610 reviews. And that seems like a great
number. The problem is that many small businesses and folks in
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the small business community are first unaware that these reviews
happened. To the extent that there are positive outcomes of these
reviews, I don’t think that those have been adequately explained
or described on how they benefit a small business’s bottom line. So
this r3 initiative, the regulatory review and reform initiative, is
also in part to help agencies, to say, you know, the credibility of
the Office of Advocacy, our relationship with small businesses is at
an all-time high. Let us use that credibility to make your reviews
of rules and regulations worthwhile.

And to the extent that you do something positive, then let’s am-
plify that positive so that a small business owner knows that it af-
fects their bottom line. Because the disconnect that exists between
reviews or the lack of reviews, according to GAO, is harming the
610 implementation.

So we are hopeful that this initiative long term gives agencies
the ability to seek approval of reforms that they take and not hide
it from public comment from small business comment.

Chairman GONZALEZ. Thank you very much, Mr. Sullivan. And
a question to Mr. Wagner. Obviously, one of the top 10 was the
home office deduction. And you have covered it and such. And
there can be a difference of opinion here. I mean, and the IRS may
have already responded to Mr. Sullivan. He may already be posting
their response. And I think that response may be, this will take a
legislative fix as opposed to regulatory. And we can maybe have a
difference of opinion on that. And we will probably let Ways and
Means figure that one out for us.

How often do you come to that conclusion as you review some
sort—is review the IRS Code and the regulations that accompany
the enforcement of the Code as requiring a legislative fix as op-
{)osed to a regulatory fix because obviously legislative takes a lot
onger.

Mr. WAGNER. Correct. It really depends on the law. Quite often
we are able to make adjustments as we put out regulations. But
actually, the laws that we are given in the Internal Revenue Code
are really very detailed. So most of the regulations we put out are
interpretative regulations.

We are just kind of interpreting what is in the Code itself. So
there are times that we are able to do things through regulation
and we do apply regulations when we can. But there are times
when we are limited by the Code or other sections of the Code from
doing something. In the case of the office in the home deduction,
that is kind of where we are with that particular issue.

Chairman GONZALEZ. Mr. Wagner, I am going to read something
that staff actually prepared regarding—after they reviewed some
materials from the IRS. And you said in your statement that regu-
lations promulgated by IRS are not subject to review under Reg
Flex, Regulatory Flexibility Act, because the Agency is only allowed
to consider the administrative impact, the administrative impact of
compliance with a regulation, not the tax burden itself.

So you are making this distinction. You are saying well, sure, it
is going to cost a small business a whole lot of money because they
conduct all their business out of that spare room in their house.
But our regulation can be so complex, it can’t comply. So they don’t
go ahead and attempt to get the deduction. But the bottom line for
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them is, yeah, it is their bottom line. It does impact them. But
what you are saying, there is a distinction between the administra-
tive compliance cost and the consequence of the tax burden.

Mr. WAGNER. Right. Because when you look at the actual Code
itself, the law itself, if that is causing the burden, if we make ad-
justments in the regulations that add to the burden that is caused
by the tax law itself, then that is what we would consider. So we
are saying the administrative burden that we add through the reg-
ulations is what we would consider under the reform, the Regula-
tion Flexibility Act.

Chairman GONZALEZ. And I understand that. And I think in the
discussions it may be esoteric. But to the small business, it is that
bottom line. It is a burden because the regulation does not allow
them to take advantage of the deduction which obviously does af-
fect their livelihoods.

Thank you very much for your responses. And thank you, Mr.
Westmoreland, for your patience. And I recognize Mr. Westmore-
land, the ranking member, for his questions.

Mr. WESTMORELAND. Thank you, Mr. Chairman.

Ms. Dudley, in your opening statement, you talked about the
2007 OMB report to Congress. What was the cost between 2001
and 2006? And what was the cost over the previous 20 years? You
mentioned that there was a 47 percent deduction. And you may not
have those figures now. But I think that that would be interesting
to actually have those figures.

Ms. DUDLEY. I will get them to you. I don’t have them right here,
but I will get them to you.

Mr. WESTMORELAND. Also the other question is, you mentioned—
and yet the average yearly net benefits of new regulation has in-
creased substantially. Can you explain what one of those might be?

Ms. DUDLEY. What one of those regulations might be?

Mr. WESTMORELAND. Uh-huh. That has got a positive net benefit
to somebody.

Ms. DUDLEY. Our report to Congress lists the regulations of the
previous years. And so it lists the costs and benefits. For the most
part, we try to make sure every regulation we issue does have net
benefits unless otherwise constrained by law. There are some stat-
utes that say you can’t really consider those factors. But to the ex-
tent that agencies are allowed to consider them, we work with
them to try to make sure they do.

Mr. WESTMORELAND. Okay. But do you have any examples of
what those might be? Could you get some examples? I mean, and
show me kind of how you go through and try to determine what
the net benefit is, and how that is I guess associated with who the
regulation is placed upon.

Ms. DUDLEY. I think that is a very good question because some-
times the benefits accrue to different people than the costs accrue
to. So for example environmental regulations will often have very
large net benefits. And the benefits are social benefits over several
hundred of years whereas the costs may be falling on people, par-
ticularly small businesses today. Others, the benefits and costs are
borne more by the same people. For example our vehicle fuel effi-
ciency regulations. The benefits are expected to accrue to drivers
who will save money in gasoline if they have more fuel-efficient
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cars. One thing I should note is on environmental regulations and
occupational safety and health regulations, Tom’s office under
SBREFA, the Small Business Regulatory Enforcement and Fair-
ness Act, gives Tom’s office and a small business panel the oppor-
tunity to get involved and focus right in on what are the impacts
of this on small businesses, even before I see it for review. So it
provides for an even earlier stage of review, for those two agencies
in particular.

Mr. WESTMORELAND. I am very familiar with both those agen-
cies. And trust me, we will have people wearing bubbles before it
is over and they won’t be able to work.

The other thing I wanted to comment on you to talk about the
flexibility for community drinking water systems. Very familiar
with this. In fact, in one of the counties I represent, they basically
had to run a water line out there, very expensive for the home-
owners because it was a small drinking system. You have in here
that it was started in 1996 when an amendment to the Safe Drink-
ing Water Act came up. You talked about the denominator had
mentioned that there was really no way—or it had never been
found to be unaffordable.

In other words, all the different tests that you had to go through,
it was really impossible to prove to the EPA any of these things.
And you said that this nomination is similar to a reform rec-
ommended by OMB by the public in 2002, which was approxi-
mately 6 years after this came out. And then you say, and we are
also interested in working with advocacy and EPA to see that this
nomination is pursued to completion. It is 2008. It has been 12
years.

Ms. DUDLEY. Yes. And it is a high priority of mine personally
and Tom’s personally. There are different legal interpretations of
how to use the Clean Air Act. And I think it remains to be seen
whether we actually see that finished this year. I would like to
very much.

Mr. WESTMORELAND. Well, you can understand what the concern
might be in trying to look at some of these if it takes you 12 years
and you haven’t done it yet. I am assuming this has gone through
different administrations and so on and so forth. And I think that,
in and of itself, is a problem.

Mr. Sullivan, you and I had a great conversation the other day.
Afrfl_d I am going to ask you the same question I asked you in my
office.

How many regulations have been done away with during your
time at the administration?

Mr. SULLIVAN. Mr. Westmoreland, I will give you the same an-
swer, although with a little bit more research that I have had—

Mr. WESTMORELAND. Good. You found one?

Mr. SULLIVAN. I did. I did. First of all, the Regulatory Flexibility
Act that my office oversees really does put the responsibility on the
Agency to make a final decision. And I think that is important for
the Committee to absorb, is that I tried to lead agencies to the
right place. I tried to give advice on how their actions will impact
small business. And with respect to Section 610, I try to give advice
on how their existing rules may be out of date and how to reform
them to help small business. But ultimately it is their decision.
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And we use every tool possible to convince agencies to do good for
small business.

I would have to say in direct response to that question, we are
not always successful. And because of that, we don’t have very
many rules that we have done away with. However, since I have
been chief counsel for advocacy—or in the last several years there
have been a few notable rules that do show Washington, D.C.’s sen-
sitivity to how regulations impact small business.

The first is one that I worked on extensively when I was with
NFIB and that was the ergonomics regulation that was passed
under the last administration. My predecessor, Jerry Glover, was
courageous in standing up and telling his own administration that
that was not good for small business. And he did not prevail. How-
ever, thanks to Congress and the President, they overturned that
rule. So that is one. But it did take an act of Congress.

One that is a little bit more recently, and I do view as EPA’s re-
sponsiveness to small business concerns, was several years ago
they were considering requiring every pollution report to be filed
electronically. And small businesses were very concerned that this
would cost close to $40,000 to update their computer systems, re-
ceive training, and they pleaded with then-Governor Whitman.
Governor Whitman was the head of EPA at the time. They said,
you know this may be a good idea at some point when the tech-
nology highway is such that every small business has the exact
software, exact computer systems. Maybe this will make sense and
maybe it will be an efficient way to submit pollution reports. But
right now it will devastate us.

And we presented that material to the Environmental Protection
Agency. And because of her leadership, they withdrew the rule. So
that is one that I am very proud of. And with this r3 initiative, we
were looking for other rules that may be duplicative or out of date
that we can also work with the small business community and
agency leaders to say, maybe we don’t need that rule anymore.

Mr. WESTMORELAND. And Mr. Sullivan, that is the NP—the na-
tional—the pollution?

Mr. SULLIVAN. The actual rule that they were thinking of doing,
it has a long acronym that is pronounced CROMERR, but it has
to do with record keeping on a whole slew of different environ-
mental reports that are required. It is not restricted to one par-
ticular Clean Water Act—

Mr. WESTMORELAND. Because there is a national permit that you
now have to get for storm water run-off. Even though cities and
counties and States have a permitting process, you now have to
have a national?

Mr. SULLIVAN. Yes. Yes. Mr. Westmoreland, you and I did talk
about a rule that this administration did take a leadership position
on. And it was the Environmental Protection Agency’s construction
and development rule. And there was a different EPA adminis-
trator at the time. But when small businesses, and in particular
your former livelihood, the home builders and others said, you can-
not require—you should not require another Federal form to be
sent to Washington, D.C. that is basically already required at a
local level.
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The home builders believed that sending that other Federal form
to Washington would not make the rivers and streams cleaner. And
the head of EPA agreed and did not go ahead with the proposed
rule at the time. There was legal action. And now the Environ-
mental Protection Agency is under a court order to come back
again with a similar approach. And my office is working very hard
with EPA, once again, to make sure that the views of small busi-
ness enter into the process so that what comes out of EPA reflects
a sensitivity to small business.

Mr. WESTMORELAND. Thank you, sir. And Mr. Wagner, just a
couple questions for you.

In your statement, you had the burden reduction form 13285A.
Do you know how many of these Burden Reduction Act, I guess,
processes have actually been adopted by the IRS, how many have
been submitted and how many have been adopted? I can imagine
what some of the submissions you have got were. But do you know
how many have been adopted?

Mr. WAGNER. I do not know the exact number of how many have
been adopted. But I know we have had a lot of good suggestions
come through and we have adopted but I don’t have the actual
number.

Mr. WESTMORELAND. One of the things that the Chairman men-
tioned was the home office deduction. And I know a lot of people
that just quit doing it just to keep from being audited or called
upon by the IRS. Does the IRS have any proactive—in other words,
if they see a certain number of things that are being filed wrong
or incorrectly, are they proactive in looking at that administra-
tively to see if there needs to be some type of clarification or
change when so many people are doing something wrong or im-
properly or seem not to understand it?

Mr. WAGNER. We do a lot in the area of outreach and education
on a lot of issues that we have in the IRS. So we are always look-
ing for areas that we see that people are making mistakes on. This
area particularly happens to be one, the office in home deduction.
Looking at the data we have, they get it wrong about half the time.
About half the time they get it correct, the other half they are ei-
ther claiming too much or claiming too little on the office in the
home deduction. Taxpayers let us know if there is an area that we
need to look at to see if we can make some improvements.

First of all, we knew there was a burden in this particular area,
plus we get a lot of feedback through a lot of different organiza-
tions, external stakeholders even people who are claiming the de-
duction are telling us it is difficult to claim this deduction, to cal-
culate it. That is why we looked at it and have spent a lot of time
trying to figure out how can we do a better job at making this less
burdensome. And we have spent much time looking at it exten-
sively. And that is how we came to the conclusion that for this to
really be addressed properly, to really reduce the burden on tax-
payers, it would take a legislative change to do that. That is how
we got the conclusion. That is an example.

Mr. WESTMORELAND. One final question, Mr. Chairman. I will
make it quick. And this is to all of you. What brings about a rule
or regulation change? Does somebody in your office just think of it?
Does it come from suggestions? Does it come from a legislative ac-
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tion? And I guess it could do all of the above. If it comes from legis-
lative action, is there any consultation with the legislative branch
to find out exactly what the legislative intent of the law was versus
what some person in your office may think it should be? And I
know that is a multipart question. But I would love to hear from
each one of you about it.

Ms. DUuDLEY. I will start with a quick answer. I think it does
come from all three. I would say in order or frequency, it would be
legislative change, discussions with the public. And that is largely
through the nomination process that OMB has conducted and the
r3 process that Office of Advocacy is doing. And then I would say
a distant third would be initiatives from within our offices.

Mr. WESTMORELAND. Do you check to see what the real legisla-
tive intent was from the legislator or from the Committee, from
which it came before you start enacting rules?

Ms. DUDLEY. The agencies that are given the authority from
Congress, they would take the lead on that. So our role is to review
theirs. So I am not sure of the extent to which that is done. I as-
sume it is done but I don’t know.

Mr. SuLLIVAN. Congressman Westmoreland, I also agree with
Susan Dudley that changes to regulation do come from all three
places, legislative agency activity and from small businesses and
their association representations here in Washington, D.C.

But I believe and it has been my experience as the chief counsel
that the more agencies rely on small businesses to help them get
it right, the better off they are. I see time and time again when
a small business owner who is also the plant manager, who is also
the accountant, who is also the H.R. manager, when they sit down
with OSHA, when they sit down with Department of Labor, when
they sit down with EPA and say, you know you may have gotten
this proposal wrong, here is how I would do it. The discussion that
is not adversarial at that point makes remarkable changes to the
outcome. And I will give you one example of how a regulatory
change does happen.

Bill Farren was a small business owner, very successful gas sta-
tion owner from Pine Bluff, Arkansas, and in the 1980s he got very
upset that he had to fill out a Federal form that told his local fire
chief that he had gas on the premises.

Now because Mr. Farren was so aggravated by this, he decided
to tell his Members of Congress, he told my predecessor, he told the
Chair and ranking members of the Small Business Committee, he
told the head of the Environmental Protection Agency, Carol
Browner, that this rule should be done away with. And because of
the tenacity of that small business owner, the rule was eventually
changed and done away with. And many times, Congressman
Westmoreland, that is what it takes.

Mr. WESTMORELAND. Sure.

Mr. WAGNER. I am not the expert to speak on this for the IRS.
Our Chief Counsel is the one who really should be talking about
this. But I would say that we definitely do get recommendations
from all three areas that you just talked about.

Mr. WAGNER. But also, we do look at the legislative intent. As
a matter of fact, that is one of the discussions we had about this
particular issue for the office in the home deduction. We came to
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the conclusion it would take legislation to correct this. We looked
at the legislative intent of Congress when they created the excep-
tion in 280A. And that is how we came to that conclusion. That is
definitely something we consider in our regulations.

Mr. WESTMORELAND. Thank you, Mr. Chairman.

Mr. GONZALEZ. Thank you very much, Mr. Westmoreland. And
just one last observation. And that is, I think, Mr. Wagner, when
you pointed out that on the home office deduction, that half of the
time people get it wrong or something. If that is not a huge red
flag. I mean, you can understand people’s reluctance. And in my
discussion with a dear friend of mine, who is actually a tax court
judge, he was explaining to me about exclusive use, the very re-
strictive standard and how people get tripped up. You know, did
you ever, you know, do anything on that computer or that tele-
vision for one second? Did you watch ESPN for 5 minutes? And
boom, you are in trouble.

I think there are some—and I know there is going to be a dis-
agreement whether we can do it through regulation or a legislative
act, we need to be providing that. I mean, with the Internet out
there, we are really talking about micro-businesses now. Small
businesses we understand, but within that definition are just thou-
sands and thousands of micro-businesses. And which lends itself,
obviously, to operating out of someone’s home. We have to accom-
modate at that or else we shouldn’t have that deduction. But I
think it is a fair deduction for, again, proper use, when properly
used.

But I want to thank all three witnesses. And at this time you are
dismissed. And hopefully, we will see you again. And thank each
of you for your service, and we will go ahead and set up for the
next panel. We are going to resume the hearing. And I am going
to make an assumption, Mr. Sullivan is here, and I realize the
other witnesses may not be able to—from the previous panel, be-
cause of scheduling, may not be able to stay and listen to the testi-
mony. I assure the witnesses of the second panel we have rep-
resentatives from those agencies.

So your testimony is very important not just for the information
you provide members of the committee, but also those very agen-
cies that we have been discussing and their actions. Again, I will
be introducing the witnesses right before they testify. Instructions
to the witnesses again, green light means you have the 5 minutes.
When the yellow light comes on, that is 1 minute. And then red,
that is the end of your 5 minutes. But please understand your full
statements are made part of the record. And further, we will have
time for questions and answers.
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PANEL II - PARTICIPANTS IN ORDER ARE: MR. PAUL RENKER,
PRINCIPAL, RENKER EICH PARKS ARCHITECTS, ON BEHALF
OF THE AMERICAN INSTITUTE OF ARCHITECTS; MR. PETE
VAN DE PUTTE, DIXIE FLAG MANUFACTURING COMPANY, ON
BEHALF OF THE NATIONAL FEDERATION OF INDEPENDENT
BUSINESS; MR. SCOTT SCRIBNER, PLANO, TEXAS, ON BE-
HALF OF THE NATIONAL ASSOCIATION FOR THE SELF-EM-
PLOYED; AND MR. LON SANTIS, MANAGER TECHNICAL SERV-
ICES, INSTITUTE OF MAKERS OF EXPLOSIVES

Chairman GONZALEZ. And again, just like the other witnesses,
you may be able to elaborate on some of the information you wish
to provide us. The first witness is Mr. Paul Renker. Mr. Paul
Renker is the principal of Renker Eich Parks Architects in St. Pe-
tersburg, Florida. His firm specializes in educational facilities and
historic restoration. Mr. Renker is testifying on behalf of the Amer-
ican Institute of Architects. Founded in 1857, AIA is the leading
association for licensed architects, with more than 83,000 members.
Welcome, Mr. Renker.

STATEMENT OF PAUL RENKER

Mr. RENKER. Good morning, Mr. Chairman and Ranking Member
Westmoreland and members of the Subcommittee. I am Paul
Renker. I am an architect, small business owner, and a member of
the American Institute of Architects. Thank you for inviting me to
discuss the Federal procurement regulation that has been identi-
fied under the SBA’s r3 initiative as being burdensome on small
businesses that contract with the Federal Government. Commonly
referred to as the retainage clause, the Federal Acquisition Regula-
tion rule for fixed-price architectural-engineering services allows
Federal agencies to impose a 10 percent withholding, or retainage,
on fees. This 10 percent can be hell until the full construction of
a project.

This retainage clause presents an unnecessary burden to nearly
230,000 small A/E firms who contract with the Federal Govern-
ment. It is a strong deterrent for small firms for three reasons.
First, 10 percent is higher than the amount withheld under many
other types of service contracts. For small design firms with a very
small profit margin, having 10 percent of their fee held back for
what could be years greatly restricts their cash flow.

Secondly, A/E firms typically complete the major portion of their
work in the design phase, long before construction is complete. This
leaves design firms short of 10 percent of the payment amount for
a substantial period of time. The result, as the chairman of the
American Council of Engineering Companies Small Firms Council
recently said, is an interest free loan to the Federal agencies at the
small firms’ expense.

Third, a 10 percent retainage requirement is not necessary in
order to protect the taxpayers. There are common methods of deter-
mining whether performance of A/E services has been satisfactory
long before payment of services or completion of construction. Fur-
thermore, the withholding is counter to the Brooks Act, which es-
tablishes the qualifications-based selection process, or QBS, for A/
E firms.
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QBS ensures that only the most competent and capable firms,
those with a proven track record of good performance, are selected
for design contracts with Federal agencies, even before they nego-
tiate potential fees. I would like to take a few moments to relate
our firm’s first experience with a Federal project. Through the QBS
process, our firm was chosen and awarded a contract to design a
new Job Corps Center for the Department of Labor in St. Peters-
burg, Florida.

This was a small business award, and we are very happy and
proud to be selected. We started fee negotiations in June of 2006.
We received our first payment for services approximately 220 days
from the start of fee negotiations. I mention this because our firm,
as a small business, has to staff and plan for large projects such
as this. This resulted in our firm incurring costs and expenses for
salaries and overhead for 220 days without compensation. We were
forced to borrow money to maintain our salaries and expenses.
When compensation was received, 10 percent was withheld, further
impacting our cash flow. We understand that the intent of the 10
percent retainage is to protect the interests of the government and
the taxpayers and to help ensure they receive services equal to or
greater for what they paid.

However, this is already addressed under the system in which
architects and engineers provide services. The Department of Labor
contract we signed includes a handbook and detailed description of
services and deliverables required for payment. We are required to
submit progress documentation of our work at four key milestones.
In each case, professionals hired by the Department of Labor re-
view our work in great detail for compliance with submittal re-
quirements, as well as the design program intent. Only after our
submittal is reviewed and approved is our invoice for services ac-
cepted and processed for payment.

The 10 percent retainage of our fees was held in increasing
amounts over the entire period of our design services. It should be
noted that 10 percent is not retained from the contractor’s pay re-
quests during construction. We were told we could write a letter re-
questing the Department of Labor release our retainage for design
services. We received our 10 percent retainage approximately 500
days after our contract notice to proceed. As the Small Business
Committee is dedicated to opening the Federal marketplace to
small businesses, we strongly encourage it to support eliminating
the retainage. This will ensure that small A/E firms are able to de-
sign the buildings that represent the Federal Government without
placing their solvency in jeopardy.

Thank you, Mr. Chairman, and members of the subcommittee for
giving me the opportunity to testify today. I would be pleased to
answer any questions you may have.

Chairman GONzALEZ. Thank you very much, Mr. Renker.

[The statement of Mr. Renker can be found in the appendix at
page 77.]

Chairman GONZALEZ. The next witness is Mr. Pete Van De
Putte. Mr. Pete Van De Putte is President and CEO of the Dixie
Flag Manufacturing Company in San Antonio, Texas. I have known
Pete and his family for a number of years. He is my constituent.
And he will be voting on November 4th. I have no idea, and I don’t
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want to influence at this time. He currently serves on the NFIB
Texas Leadership Council. Mr. Van De Putte is here to testify on
behalf of NFIB. Founded in 1943, NFIB represents small busi-
nesses in Washington and in all 50 State capitals. And I do want
to point out that Mr. Van De Putte is married to my wonderful
state senator, Leticia Van De Putte. Welcome, Pete.

STATEMENT OF PETE VAN DE PUTTE

Mr. VAN DE PUTTE. Good morning, Chairman Gonzalez, Ranking
Member Westmoreland. I am Pete Van De Putte from San Antonio,
and I really appreciate the opportunity to be here today. As a mem-
ber of the NFIB since 1980, I am pleased to offer my testimony.
My business, Dixie Flag Manufacturing Company, is a small family
business in San Antonio. This year we are proud to be celebrating
our 50th year in business. In that 50 years, we have had the privi-
lege to provide jobs to some terrific men and women, and to be the
glrst employment experience for a number of our employees’ chil-

ren.

I come here today not only representing small business owners,
but the millions of people who depend on small businesses for their
livelihood. At the outset, I want to commend the committee for
holding this hearing on the Office of Advocacy’s Regulatory, Review
and Reform Initiative, or r3, an effort to identify outdated and inef-
fective Federal regulations. The complexities of Federal regulations
are especially onerous to small businesses, so I appreciate the com-
mittee’s interests in addressing this important topic. NFIB’s na-
tional membership spans a wide range of small business oper-
ations, from one-person enterprises to firms with hundreds of em-
ployees.

While there is no one definition of small business, all NFIB mem-
bers have one thing in common: Their businesses are independ-
ently owned. Clearly, we are talking about the truly small busi-
nesses in America, businesses whose priorities and abilities to han-
dle regulatory challenges are greatly different from their larger
counterparts. Earlier this year, the SBA Office of Advocacy re-
leased the 2008 top 10 rules for review and reform. The r3 program
strikes right at the heart of one of the major burdens facing Amer-
ica’s small business, the cumulative Federal regulatory burden.

Being a small business owner means more times than not you
are responsible for everything from ordering inventory to cleaning
the toilets and hiring employees to dealing with mandates imposed
by Federal, State, and local governments. That is why government
regulations and the paperwork they generate should be as simple
as possible. The less time a small business spends with government
overhead, the more they can spend improving their business, em-
ploying more people, and growing the American economy. Unrea-
sonable government regulation, especially paperwork burdens, con-
tinues to be a top concern for small business owners like me.

Regulatory costs per employees are the highest for small firms,
and our members consistently rank those costs as one of their most
important issues. The r3 program plays an important role in regu-
latory reform, urging agencies to write regulations that are easy to
read and understand, and to review the impact each regulation has
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on small business. For its part, Congress plays an important over-
sight role by looking at both new Federal regulations and changing
those already on the books.

To keep up with the changing environment, regular evaluation is
imperative to find outdated, ineffective, and onerous regulations.
With respect to the specific recommendations of the r3 program,
one particular provision of particular interest to NFIB members is
the standard home office deduction. This issue is of particular in-
terest to me, because my parents started Dixie Flag Manufacturing
Company in my bedroom in 1958. Dixie Flag now employs 45 peo-
ple, but then it was just my dad, my mom, and my grandmother.
While the rate of new home-based businesses continues to grow,
the existing home office deduction remains burdensome and com-
plicated. It requires a small business owner to determine how
much of their house is used for business, and to keep detailed
records that substantiate that deduction.

The complicated recordkeeping now required by the IRS to qual-
ify for a home office deduction is a barrier to many who would
qualify, but do not have the time and the staff to do the paperwork.
That barrier would be removed if a standard deduction for home-
based businesses was allowed. NFIB members believe that small
home-based businesses should have the option of either a standard
home office deduction or using the current system. The standard
deduction would allow business owners to claim a deduction he or
she is entitled to, reduce the filing burden, and ultimately improve
tax compliance.

In conclusion, I appreciate the opportunity to comment on the r3
program and the impact of Federal regulations on small busi-
nesses. Along with the other small, independent business owners
who make up the membership of the NFIB, I hope that Congress
will continue to take significant steps to reduce this burden, and
that Federal agencies will adopt the r3 recommendations suggested
by SBA’s Office of Advocacy. Thank you again for the opportunity
1}:10 testify. I look forward to answering any questions you might

ave.

Chairman GONZALEZ. Thank you very much, Mr. Van de Putte.

[The statement of Mr. Van de Putte can be found in the appendix
at page 86.]

Chairman GONZALEZ. Our next witness is Mr. Scott Scribner. Mr.
Scribner is a realtor from Plano, Texas. He is currently affiliated
with Keller Williams Realty. Mr. Scribner is here to testify on be-
half of the National Association for the Self-Employed. The NASE
represents hundreds of thousands of entrepreneurs and micro-busi-
nesses, and it is the largest nonprofit, nonpartisan association of its
kind in the United States. And welcome, Mr. Scribner.

STATEMENT OF SCOTT SCRIBNER

Mr. ScRIBNER. Thank you. Chairman Gonzalez, Ranking Member
Westmoreland, and members of the subcommittee, I would like to
thank you for giving me a chance to speak to you this morning. I
applaud the time and energy you spend helping small businesses
around the country. Your efforts are appreciated. My name is Scott
Scribner, and I have been a member of the National Association for
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the Self-Employed for a number of years. Along with my wife Bar-
bara, I own a real estate sales business in Plano, Texas. We have
operated the business, primarily from home, for almost 14 years.
Before that, I was a commercial banker and president of a small
East Texas bank. Our business currently has one full-time em-
ployee, but we plan to expand our team in the near future.

My purpose today is to comment on the IRS home office deduc-
tion. Since we run the business from our home, we are allowed to
deduct expenses related to our home office. The problem we face is
the time and complexity in figuring the deduction. And I know that
we are not alone. I have talked with many of my peers about this
issue, and most everyone agrees either they don’t understand the
deduction or are afraid that if they take it they increase their
chances of an audit.

By way of illustration, this is the home office deduction form
8829. It is only one page, and it looks simple enough until you ac-
tually read it. There are 43 line items required just to complete the
form. Most of the information needed requires time-consuming ef-
fort to complete. For example, line 30 says carryover of casualty
losses, while line 32 says allowable excess casualty losses. So I
have to know the difference between carryover, excess, and allow-
able. And I am not even sure I have any casualty losses. There is
more, but I think you get the point. I am told on the form 14 dif-
ferent times to see instructions.

Now my wife would be shocked to hear this, but even I read in-
structions occasionally. And believe me, there are plenty of instruc-
tions for the home office deduction. In fact, these are the instruc-
tions, all 31 pages worth. So it seems to me that I face a choice.
One, spend hundreds of dollars and lost time collecting data, read-
ing 31 pages of instructions and completing the form; two, pay a
CPA hundreds of dollars to do it for me; or three, forego the deduc-
tion altogether. In my case, I wanted to make sure that my CPA
had a great vacation in Hawaii last year, so I chose option two.

Unfortunately, the majority of my fellow self-employed business
owners prepare their taxes without professional help. Thus, the
time burden and complexity of the home office deduction causes
many of them to choose option three and not utilize this tax benefit
at all. Like most business owners, I would rather be providing good
service to my clients, growing my business, and creating new jobs,
not spending time trying to comprehend tax forms and instructions.
On the other hand, it seems unfair not to deduct home office ex-
penses. It seems to me there should be a better way. Small busi-
ness should have a choice. If time and resources allow, let home-
based businesses take the traditional deduction, or, if they prefer,
how about a standard home office deduction. This provides a way
for small business owners to take the home office deduction with-
out negatively impacting their business.

For me, I would choose to take the standard deduction and then
get back to work in my business. I am sure many other people feel
the same way. The NASE is supporting the Home Office Deduction
Simplification Act, H.R. 6214, which would provide a $1,500 stand-
ard deduction option for home-based businesses. In addition, House
Small Business Committee Chairwoman Velazquez is preparing
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legislation that would also include a standard home office deduc-
tion.

I encourage Congress to support these bills and help the 52 per-
cent of small businesses who work from their home. Again, I appre-
ciate the chance to be here and to speak about this important topic.
Thank you for the passion and energy you put into helping small
businesses.

Chairman GONZALEZ. Thank you very much, Mr. Scribner.

[The statement of Mr. Scribner can be found in the appendix at
page 90.]

Chairman GONZALEZ. And our next witness, and I hope I get this
last name right, is Lon D. Santis. Is that correct? Mr. Santis is
Manager of Technical Services of the Institute of Makers of Explo-
sives. He interacts with Federal agencies on issues involving com-
mercial explosives and oversees IME’s safety library. The IME was
founded in 1913 to provide accurate information and comprehen-
sive recommendations concerning commercial explosive materials.
And welcome, Mr. Santis.

STATEMENT OF LON D. SANTIS

Mr. SANTIS. Thank you, Chairman Gonzalez and Ranking Mem-
ber Westmoreland, for the opportunity to appear before you today.
Your interest in MSHA’s regulation of explosives is greatly appre-
ciated. MSHA’s explosives regulations are inconsistent with na-
tional consensus standards and other agencies’ regulations. This
exposes miners to undue risk and wastes the resources of mining
operators and contractors, the vast majority of whom are small
businesses.

87 percent of the United States’ commercial explosives are con-
sumed in mines, 65 percent in surface coal mines alone. Yet
MSHA'’s surface coal regulations have never been updated since
their inception in 1971. In comparison, the National Fire Protection
Association’s national consensus standard on explosive safety,
NFPA 495, has been updated 10 times since 1971. In the last 10
years, I have been in many meetings and discussions with MSHA
officials, labor representatives, and mine operators regarding up-
dating these regulations. Despite universal agreement that the reg-
ulations need to be updated, MSHA has not been able to get this
done.

For the remainder of my testimony, I will touch on the most sig-
nificant vulnerabilities and burdens created by MSHA’s lack of at-
tention to explosives in recent years. First, many of MSHA’s explo-
sives regulations are inconsistent with current best practices. Even
MSHA'’s own regulations for coal and metal/nonmetal mines are in-
consistent with each other. For example, the surface coal regula-
tions are inconsistent with nearly every other standard with regard
to the fundamental concepts of blast site and blast area. These
terms should be crystal clear. The blast site is the immediate area
around the explosives, where only authorized personnel and equip-
ment should be present during the loading process. Failure to clear
the blast area when a blast occurs causes half of the explosive acci-
dents in mines according to MSHA.

Second, MSHA explosive regulations contain outdated and inap-
propriate references. The definitions for explosives in their regula-
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tions are incredibly flawed. The metal/nonmetal regulations refer to
nonexistent sections of the U.S. Department of Transportation’s
DOT regulatory code for definitions of critical terms like detonator,
blasting agent and explosive. Likewise, the surface coal regulations
refer to different definitions of these terms than DOT. All of
MSHA’s regulations still use the explosives classification system,
class A, B, and C, that was abandoned by DOT in 1992. The regu-
lations also refer to nonexistent sections of the Bureau of Alcohol,
Tobacco, Firearms and Explosives (ATF) regulations. They refer to
technical standards for blasting agents that were written in 1963.

Third, MSHA’s explosives regulations are a barrier to improved
technologies, technologies like electronic detonators. Electronic det-
onators actually represent the second revolution of initiation tech-
nology that was missed by the surface coal regulations. To legally
and safely use electronic detonators in mines, manufacturers must
get MSHA to exempt their brand name product from the regula-
tions. This is a cumbersome process that can take months even for
the next generation of a previously approved system. Such a proc-
ess disadvantages small businesses from entering the electronic
detonator market.

Fourth, MSHA’s explosives regulations and policy create security
vulnerabilities. Through a memorandum of understanding with the
ATF, MSHA agrees to enforce Federal explosives laws in under-
ground mines. MSHA’s regulations for underground mines have
significant security gaps. And to the best of my knowledge, MSHA
is not enforcing more stringent ATF rules like those ensuring that
only personnel with ATF background checks have possession of ex-
plosives underground.

Finally, and very briefly, MSHA has lost its ability to ensure a
safe supply of explosives for the Nation’s underground coal miners.
Mining coal with explosives has become an exclusive niche for
small businesses in the underground coal mine community. This
loss adversely affects MSHA’s ability to conduct accident investiga-
tions, field audit quality control testing, and approvals of new and
improved explosives. While I have only been able to scratch the
surface of the problems with MSHA’s explosives regulations here,
my written statement and the Small Business Administration’s r3
nomination describe to a greater extent each of the points above.

MSHA’s failure to update their regulations creates risk where
none need exist, and wastes the resources of small businesses.
Thank you for this opportunity, and I look forward to answering
your questions.

Chairman GONZALEZ. Thank you very much, Mr. Santis.

[The statement of Mr. Santis can be found in the appendix at
page 95:]

Chairman GONZALEZ. You are the beneficiary of that initiative,
obviously, by Mr. Sullivan. It gave you a vehicle in which to voice
those concerns. Mr. Renker, I am going to start off with the ques-
tions, obviously, in the order of the witnesses as you all testified.
Why the difference on the retainage? And I will tell you now my
Association of Building Contractors always complain about, you
know, the 5 percent and such. I can only imagine if it was 10 per-
cent. But they are a pretty vocal group. What is the reason for the
difference, doubling it?
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Mr. RENKER. I wish I knew. I have been an architect for 34
years, and this is the first contract I have ever had retainage on
my fees. In every other case we present a product, that product is
reviewed and approved, and then we invoice for our services. So,
you know, to have a 10 percent retainage was a big surprise to me.

Chairman GONZALEZ. And I am sure it has been asked, I am sure
there is an answer out there. What we will do is we will pose the
question for you and see if we get a response. Now you would be
surprised, we are Members of Congress, right, Mr. Westmoreland,
but many times it is the old thing about, you know, they don’t wait
you out, they will wear you out. So we are familiar with some of
that, but we will try to get that response. I just was wondering why
the difference. I do want to talk to you about something you may
not have touched on completely, and that is the reverse auction,
and the fact that it might conflict with the qualifications-based se-
lection process. Can you give me some information from your per-
spective?

Mr. RENKER. Well, from my perspective, architects and engineers
are selected on the QBS system, where we submit our qualifica-
tions and the agencies review in depth our qualifications as past
performance and select us on the basis of who they feel can do the
best job. And at that point we negotiate our fees. The reverse auc-
tion process is contrary to that Brooks Act in that they are asking
for fees up front, I understand, and then they post them, and who-
ever is the last one to, you know, the one who is willing to go the
lowest, I guess, gets the contract. But I honestly am not personally
familiar completely with the reverse auction system.

Chairman GONZALEZ. I think that bears looking into. You know,
at what cost? I understand the motivation on a reverse auction. It
kind of makes sense in the most simplest of concepts. But in prac-
tice, you may not end up accomplishing what you really want to
accomplish. There is a lot more than everybody racing to see who
is the lowest bidder on this thing.

Mr. RENKER. From an architect/engineer’s standpoint, where we
provide services that involve health, safety, and welfare of individ-
uals, going on—and I think that is the reason for the QBS sys-
tem—going on the low price and trying to remove services on that
basis just doesn’t seem wise.

Chairman GONZALEZ. I sure do thank you, Mr. Renker. Mr. Van
De Putte, I know you are going to be in total agreement with Mr.
Scribner here regarding the home office deduction and what that
means. And I think we have legislation out there that is addressing
it. We may have some other legislation that may be spearheaded
by the Chair of this full committee, which is, of course, Nydia
Velazquez, to whom I referred earlier, and I can tell you you don’t
have a stronger advocate for small businesses than Chairwoman
Velazquez.

And so that is a good sign. And I am hoping that we are going
to be able to do something, especially with the tremendous support
that we have from Mr. Sullivan’s office. Can you think of any other
regulation that impacts you that you would say, well, this is on my
mind, I think there is ways of streamlining it? And what is the best
vehicle for you to make your opinion known as to what is detri-
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mental to you in the operation of your business that is not truly
necessary in any regulatory scheme?

Mr. VAN DE PUTTE. Yeah, I think there is probably more than
we would have time to talk about. I think one of the things that
I have come upon, it seems that when you are looking at Federal
wage and hour, when you look under the reality of how business
operates today and what goes on, their definitions of what is ex-
empt employee, nonexempt employee I don’t think necessarily re-
flects reality.

I once had a run-in with them where I had five employees doing
the same thing, and they said because one of those employees had
a degree they were a professional, the other four weren’t. Which
doesn’t make an awful lot of sense to me under all sorts of concepts
of fairness and equal pay and equal this and that. The fact that
the Federal Government would discriminate against somebody be-
cause they did or didn’t have a degree was surprise to me. But I
was told that is the way the regulations run.

And I think that would be one area where the rules are very
complicated. And when you are a business owner trying to do
things right, and trying to be careful when you are employing peo-
ple, and you are being fair, again, as a small business owner, when
every time I want to do something, the first call I have to make
is to the attorney, my attorney, to interpret this rule, and of course,
as soon as they pick up the phone the meter starts running. And
as small businesses, we don’t have staff attorneys. We don’t have
staff accountants. We have to go out into the marketplace and pay
retail.

Chairman GONZALEZ. And again, thank you very much. Mr.
Scribner, you have come out with basically, and I wanted to make
sure that I touched on this, because we have been able to identify,
obviously, problem areas that have come up to the forefront, again,
because of what Mr. Sullivan was able to initiate in his own office.
The big thing is this thing about this home office deduction. And
like I said, just in my over-dinner discussion with a tax judge, he
seemed to agree. I mean, you are truly at risk. So we have legisla-
tion out there. And I can ask Mr. Van De Putte, too, and I think
you also agree in your testimony, Pete, that maybe it would just
be a standard deduction. Maybe cut through all this. And if you are
audited you are audited, I mean, there is not much anybody can
do about things like that. But nevertheless, rather than the strict-
ness of it, that just basically disallows you.

Mr. SCRIBNER. Mr. Chairman, I can speak for myself. I am in a
very, what I call a perpetual business, constantly in motion with
buyers and sellers and contracts and accounting and legal aspects.
And the biggest challenge that I face as a small business person
is the ability to try to hold it all together, so to speak. In other
words, to have the time to address all of the issues and concerns
I need to address to run my business. And that, I think, is the big
issue and would be the advantage of the standardized home office
deduction. It just is very unwieldy and very time-consuming for me
as a small business person to keep up with tracking the various
home office expenses and trying to understand those rules. So I
think that is the perfect advantage of the standard home office de-
duction.
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And I think that—it is my understanding that 27 percent—only
27 percent of small businesses actually take the deduction. And I
think that is because of, you know, a few of the things that I ad-
dressed in my comments, the fears that they have about IRS audit
and just the overall complication and the time involved in taking
the deduction.

Chairman GONZALEZ. The other thing that may not be related to
today’s hearing, but I wanted to touch on it quickly because of your
own background, before you were with Keller Williams, you said
you were—was it with a community bank?

Mr. SCRIBNER. Yes, I was in commercial banking for 12 years. I
was the CEO of a small East Texas bank.

Chairman GONZALEZ. Because Mr. Westmoreland and I, for a fu-
ture hearing, we were considering actually bringing in our inde-
pendent community bankers and seeing what is going on out there
in the credit markets, the impact of the regulatory scheme. Be-
cause first and foremost, we always think that they truly represent
the access to capital within the community.

So again your own experience, we may draw on that, we may call
you back and just—there is a reason that you are in real estate
today, and I am not saying that you weren’t happy as a banker.

Mr. SCRIBNER. I welcome the opportunity.

Chairman GONZALEZ. Mr. Santis, it is very interesting, because
you are talking about, obviously, an activity that is very specific to
different areas of the country when we are talking about the explo-
sives, the use of them and such. And it is amazing, though, that
you pointed out that you haven’t had any real updates on regula-
tions and such for a period in excess of 30 years. And technology
does move forward. Practices, best practices change and such.
What would be the reason for this inactivity? It seems like—and
I know there is always staffing. There is always budgetary con-
straints and such.

But why haven’t we moved forward? And the reason for that is
that, you know, I believe in regulation. I think we all understand
for safety reasons and leveling playing field and all that and stand-
ards, reasonable, effective regulation. And these are outdated that
we are talking about, these are burdensome, onerous and such. But
why do you believe you would have in your particular field such ne-
glect over such an extended period of time?

Mr. SANTIS. Well, I think only MSHA could really give you a full
answer. My opinion is that in some respects, we are a victim of our
own success in the explosives industry. We have improved tech-
nology and products immensely over the years. And explosives acci-
dents are a fairly rare occurrence in mining. But I think as recent
experience in mining has shown us, we can go a long period of time
without accidents and fatalities, and then suffer mine inundations,
mine explosions, massive failures of the mine roof, and then scram-
ble about with how are we going to deal now with this problem
that has been thrust in front of us.

And I feel that the explosives area is another potential catas-
trophe waiting to happen. And the Agency just doesn’t seem to rec-
ognize that. I think that the Agency may not have as much tech-
nical expertise in house to comprehend the problems. And hope-
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fully, the r3 initiative will provide some impetus for the Agency to
address this critical issue.

Chairman GONZALEZ. Because as Mr. Sullivan pointed out, the
follow through with r3, of course, is the response from that par-
ticular agency or department. And then looking at it. Again, it is
the credibility and legitimacy of the response. Again, thank all the
witnesses, and at this time I am going to recognize the ranking
member for his questions.

Mr. WESTMORELAND. Thank you, Mr. Chairman. This is a target
rich environment. Mr. Renker, talk about the 10 percent retainage.
You know, the P word up here sometimes to some people is a bad
word. And that would be profit. With the 10 percent retainage, it
almost causes not so much of a competitiveness with bidding be-
cause when you are bidding and you understand that they are
going to have a 10 percent retainage, and I know in a lot of jobs
that I have had people that I know that bid, you know, they make
three, four, five percent on some of these government contracts.
And having a 10 percent retainage, as you spoke before, you know,
just kind of—it really hurts your cash flow. And really and truly,
it really keeps some people in small businesses from being able to
bid on some of these Federal contracts that they would like to bid
on, but they cannot suffer that kind of cash flow shortage. Would
you say that is a true statement?

Mr. RENKER. Yes, sir.

Mr. WESTMORELAND. Are you aware that I believe starting in
2011, there is going to be an additional 3 percent retainage on Fed-
eral contracts?

Mr. RENKER. No, sir, I am not aware of that.

Mr. WESTMORELAND. There is going to be an additional 3 percent
withholding for your Federal taxes that will be done on Federal
contracts. And so we are only complicating our situation by this.
There is several people in the House, I believe Mr. Meek, Mr.
Kendrick Meek and myself and others are on a bill to repeal that,
to make that not go into effect. And I would hope that the chair-
man, at some point in time, when we are looking at some regula-
tions, we can look at what that will really do to the cost of how
the Federal Government does business.

Also having dealt with architects for a long time, typically on a
retainage issue, my experience has been, especially on a govern-
ment contract, that you cannot get your draw until the architect
has actually gone out and inspected and made sure that what he
had intended to go in place had actually gone in place, and that
the right materials, grades, and so forth were put into place. Is
that typically your experience?

Mr. RENKER. Yes, to some degree. In a sense as architects we are
not providing the construction product. We provide the design prod-
uct. And in each case, the Agency that we work for reviews our
product, and in great depth and in detail, and only after they re-
view and approve our product, then we are allowed to invoice. And
usually with the Federal Government they have been good, once
they accept our invoice, they pay us electronically in 30 days. But
it is getting that invoice accepted and doing all the work that cre-
ates the time lag for us.
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Mr. WESTMORELAND. Sure. That is kind of like Mr. Scribner had
the instructions for the home deduction.

Mr. RENKER. Yes.

Mr. WESTMORELAND. Mr. Van De Putte, I know Mr. Santis han-
dling explosives is probably under tremendous government regula-
tions. You are in the flag business. How many regulations do you
find that are on a flag business? And I am assuming that you make
flags. And what type of regulations do you have that causes you
the most trouble other than the home deduction?

Mr. VAN DE PUTTE. Well, because we purposely don’t use chemi-
cals, we are a sewing operation, we have actually kind of con-
structed our business so we are not having to deal with some of
this. Because the people that I know that are in the business of
doing printing, for example, have got all sorts of these EPA hoops
they have got to jump through to make that happen.

In our case, it is just the normal course of a business doing busi-
ness. It is dealing with OSHA and dealing with EPA. Even though
we don’t use any chemicals, we still have to spend time filling out
forms to report the fact that we don’t use any chemicals. And wage
and hour and IRS. It is just the cumulative burden of everything.
I have got one of my highest paid people on my staff spends most
of his time dealing with not how to make my business run better,
but how to make sure that we are filling out all the forms and
doing all of the reporting to the Federal Government just in the
normal course of doing business. Whereas the smartest financial
guy I have got in my building, if I could turn him loose on helping
me to be a more successful business in making and selling flags,
we would be a more successful business. But I go in and talk to
him about that and he is busy because he has a form he has got
to turn in.

Mr. WESTMORELAND. So what you are saying is basically out of
fear of more regulations, you haven’t expanded your business into
some other areas—

Mr. VAN DE PUTTE. Absolutely.

Mr. WESTMORELAND. —that might require you to do chemicals
and so forth?

Mr. VAN DE PUTTE. Absolutely.

Mr. WESTMORELAND. And that is pitiful. But the other thing is
I notice you have 45 employees.

Mr. VaN DE PuTTE. Uh-huh.

Mr. WESTMORELAND. Don'’t get to 50.

Mr. VAN DE PuUTTE. I am actively working not to.

Mr. WESTMORELAND. If you get to 50 you are going to be under
that Family Medical Leave Act, and you are going to have start
keeping up with the minutes that your employees take off. So that
is a shame that we limit you, because it sounds like starting with
your grandmother that business has been very successful. And you
certainly have the opportunity to employ more people in San Anto-
nio, Texas, but unfortunately, because of your fear of the regula-
tions and stuff, you are just not going to expand that business. So
my apologies to you that we have that kind of effect. Mr. Scribner,
you are way too common sense. But Mr. Chairman, I would like
unanimous consent that Mr. Scribner be able to submit that IRS
form and those 37 pages of instruction—
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Chairman GoNzALEZ. Without objection.

Mr. WESTMORELAND. —into the record, if you wouldn’t mind
doing that, because I would like a copy of it. I think I can use that
at some later time.

[The information can be found in the appendix at pages 101 and
102.]

Mr. WESTMORELAND. So thank you for coming and for testifying
and for standing up for all the self-employed people. Because I
think it is in all of us that we all want to be entrepreneurs and
want to be self-employed. But one other question I wanted to ask
you, you talked about your banking experience and being with a
small community bank. And as I go back and look at regulations
that this body has passed with unintended consequences, I think
Sarbanes-Oxley is one of those unintended consequences about the
amount of money that it has cost small banks that are owned by
community stockholders that are already audited by the State
banking agencies and Federal banking agencies, and yet they have
to pay for a third independent completely outside audit.

Mr. SCRIBNER. I think that is exactly right. As a matter of fact,
both from my banking perspective and even as a realtor, I see the
effects of some of the concerns with a regulation like Sarbanes-
Oxley in terms of the requirement to actually have people on staff
just to deal with regulations, which again, I think, takes away from
the intent of the business, and that is to have as much profit as
they possibly can, creating jobs, and stimulating the economy. And
having been a banker, it is interesting, my perspective is I was a
banker for a long time, and so I saw a lot of small business clients,
but it is interesting when you change hats and all of a sudden in-
stead of being the guy giving the money you are the guy trying to
make the money. And all of the challenges with respect to addi-
tiorilal regulation are hard for a small business person to keep up
with.

Mr. WESTMORELAND. Sure. Absolutely. I am looking forward to
that hearing that we are going to have on the small banking and
small business and how banking affects their business. But thank
you for being here.

Mr. SCRIBNER. Thank you.

Mr. WESTMORELAND. Mr. Santis, I know that since I have been
in Congress, we have had several terrible accidents that has in-
volved mining and explosions and other things. And sometimes
Congress tends to have a knee-jerk reaction rather than sitting
down and looking at facts and details and talking to the people
that are involved in the business. Do you know of anybody that
handles explosives that aren’t careful?

Mr. SANTIS. Unfortunately, yes. Aside from accidents that are
caused by flying material when the button is pushed, the second
most frequent cause of accidents is misuse of the product, someone
doing something—

M;" WESTMORELAND. Would education solve that or more regula-
tion?

Mr. SANTIS. Education helps. But education only reaches a small
proportion of our community. The ones that attend seminars and
get training are probably not the ones making mistakes. What we
see, and especially in the small business community, is that they
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rely on the regulation as the ceiling of performance. And that is
where they feel they need to operate. So they reach that level and
they feel that they are good. Unfortunately, this is not good
enough.

Mr. WESTMORELAND. Well, I understand, but I thought you men-
tioned that the regulations didn’t really conform with your best
practices of handling explosives.

Mr. SANTIS. That is true. That is true. And fortunately, the vast
majority of people in mining operate above the level set by the reg-
ulations, demanded by the mine operators, the suppliers of the
products and the employees themselves, because there is a consid-
erable self-preservation interest.

Mr. WESTMORELAND. So you are thinking there needs to be more
regulation on the mining industry?

Mr. SANTIS. We think the regulations need to be consistent, not
necessarily more. The problem comes about through inconsistency
and confusion and wasting of resources. Citations for things that
are simply not an issue. Those should go away. Those issues, regu-
lations that were written for the use of black powder, for example,
which is something we don’t do today. They are still on the books.

Mr. WESTMORELAND. I am kind of confused about your statement
that education doesn’t get to everybody. I am assuming you are
saying that regulations do?

Mr. SANTIS. Well, yes.

Mr. WESTMORELAND. And the regulations aren’t up to the best
practices, so I am confused. If they are not up to the best practices
and your people don’t get education, then how do they know what
the regulations are?

Mr. SanTIS. Oh, the MSHA enforces the regulation. They are
aware of what the regulation is. MSHA has training requirements,
for example, that the employees must be trained on the regulation.
We think that there needs to be consistency in the regulation,
which would elevate the level of safety in those operations that op-
erate right at that ceiling.

Mr. WESTMORELAND. And when you say consistency in the regu-
lations, are you talking about the different types of explosive busi-
nesses, or what are you talking about consistency?

Mr. SANTIS. Practices. I am talking about practices, differences
in practices. For example, a small blasting contractor may blast in
a construction site one day, a quarry the next, and a coal mine the
next. All three of those performance regulations would be different.
And he must adjust his practices and procedures at each one of
those sites. And that is a very difficult process. As you pointed out,
we are regulated by up to 3,000 entities. And consistency is para-
mount.

Mr. WESTMORELAND. Yes. So what you are saying is the incon-
sistency could bring about confusion?

Mr. SANTIS. That is right.

Mr. WESTMORELAND. And more area for something to happen.

Mr. SANTIS. Right. And leaves gaps. When you let something sit
since "71, gaps develop.

Mr. WESTMORELAND. Well, Mr. Chairman, that is all the ques-
tions I have. I want to thank you for doing this. I look forward to
us having some more of these. And as most small businesses, we
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ari} result-oriented. And hopefully, these hearings will have a re-
sult.

Chairman GONZALEZ. Well, the follow through is important.
Thank you for your participation, as always, Mr. Westmoreland.
We are not going to have a regulation-free environment. I think we
all understand that. And we probably should not for a lot of the
obvious reasons. The importance is the time, the place, the manner
of the regulation that doesn’t impede, is not a detriment to our citi-
zens. And that is the goal that we all share, whether they be Re-
publican, Democrat, whatever. But we have some really good peo-
ple that are really invested in this particular endeavor, and we are
going to need your help.

So I would like to end the hearing with giving each of the mem-
bers of the last panel one minute to tell us anything that you think
we haven’t heard, or that you believe we should walk away with
as maybe this one very important message. What would you like
us to do? Anything that is on your mind. You have got one minute.
And we will start with Mr. Renker.

Mr. RENKER. Okay. I, certainly in my testimony, I mentioned a
period of time during negotiations with the government with re-
gard to our fees. Again, we are selected on qualifications and then
we negotiate our fees with the government. If you noticed, it took
us over a hundred days, almost 115 days to negotiate our contract
with the Federal Government, and 200 hours on my part, which
are uncompensated hours. And the negotiation process is extremely
onerous, and almost caused me to walk away from the contract,
quite frankly. They negotiate hourly rates and overhead as if we
were a large company, you know, the Bechtels or whatever.

And you know, when we look at my firm, the person who keeps
the books on a day-to-day basis is me. And during negotiations,
they asked for accounting information that is just not available.
And I had to tell them, look, I am sorry, but you can’t get blood
from a stone. And it dragged on the negotiations for quite a bit.
And it made it very, very difficult even to negotiate the contract.

And I would hope that—and we were talking about this maybe
for another year or another time, that we look into how the Federal
Government negotiates with a small business versus a large busi-
ness, and maybe make some allowances for that. Thank you very
much.

Chairman GONZALEZ. Thank you. Mr. Van De Putte.

Mr. VAN DE PUTTE. I think if there is one thing I would like you
to take away, I would like the committee to take away from this
is, first of all, something that seems self-evident to us, but doesn’t
seem to be to the government, is that small business is different
from big business.

Small business owners, unless their business happens to be a law
office or an accounting office, are usually not lawyers or account-
ants. They are bakers or they are mechanics or flag makers or they
are crafts people who have a passion for what they do and they
want to do it and be able to turn that into the ability to make a
living and be an entrepreneur.

Unfortunately, we live in a world where, yes, you need regula-
tion, but it is the onerous and the burdensome, redundant regula-
tions that end up making those crafts people and these people who
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are artisans and skilled people who want to use their hands, use
their ability to make a living and employ people have to become
lawyers and accountants or pay gobs of money to lawyers and ac-
countants just to be able to survive. And I think that is where I
would hope that the government would understand big business
has an incredible advantage because they have, you know, a lineup
of lawyers and accountants and lobbyists and everything that they
have got to look out for them that are on salary and they are pay-
ing all the time. When a small business has to go to this, again,
we are having to go out and pay full retail. And it is a very expen-
sive proposition. And so simple rules that a layman can understand
would just go a long way. And maybe not 31 pages of instructions.

Chairman GONZALEZ. Thank you very much. Mr. Scribner.

Mr. SCRIBNER. I would like to echo what Mr. Van De Putte says
regarding business size. You know, I think as a business gets larg-
er it affords a greater opportunity for specialization within the or-
ganization. Micro-business tends not to have that ability. Give you
an example, my Keller Williams office, there are 250-plus agents
in my office, so there are 250 small businesses generating revenue,
paying expenses, helping their clients. And anything that can be
done to support simplifying the regulations on these small business
people I think is an advantage. Because I observe every day—
again, I am in a very perpetual business. And it is all we can do
to keep up. Which, you know, we are happy about that.

We have a good business. But I just see the challenges that my
colleagues face every day in trying to keep up with regulations,
keep up with all of the processes that need to occur in their busi-
ness. So I think anything that can be done to simplify regulations
and help support small business is going to be an advantage.

Chairman GONZALEZ. Mr. Santis.

Mr. SANTIS. Thank you. I would like to commend the Office of
Advocacy for this r3 initiative, because I don’t think that without
it we would have a prayer in getting MSHA to act on this matter.
This is a very solvable problem. And one of the things that Mr. Sul-
livan mentioned in the nomination and selection process were solv-
able issues. We are dealing with outdated references that could be
dealt with in a direct final rule. There is no controversy there. We
are dealing with inconsistency within the Agency itself. Certainly
the Agency can harmonize within its own departments.

And finally, we have consensus standards that have been estab-
lished that—the hard work is done. The standards are out there.
They just simply need to be incorporated into the regulation. I
would encourage this committee to continue to support the Office
of Advocacy. And in fact, I think one of the weaknesses that they
suffer from is enforceability. From my understanding, Tom can ba-
sically cajole agencies into acting. And I hope that we can be suc-
cessful here, but certainly a bigger stick would be helpful for Mr.
Sullivan, I am sure.

Chairman GONZALEZ. Thank you one and all. And I now ask
unanimous consent that members will have 5 days to submit a
statement and supporting materials for the record. And without ob-
jection, it is so ordered. And this hearing is now adjourned.

[Whereupon, at 12:01 p.m., the subcommittee was adjourned.]
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1 am very interested in the results of a recent survey of small business owners conducted
by Suffolk University and released by American Management Services. The poll found
that 63 percent of respondents believe that the federal government is doing nothing to
help small businesses. 64 percent believe that the Administration and the SBA,
specifically, aren’t doing enough for small businesses.

This poll reflects the current, challenging climate, in which many small business owners
are struggling just to stay-afloat. The volatile cost of gasoline, the ever-increasing cost
for healthcare, and the crumbling housing market are negatively impacting small
businesses. Tough times like these highlight the federal government’s responsibility to
make sure we are not placing undue burdens on the small business community.

Under the best of circumstances, operating a small business is an enormous undertaking.
For many entrepreneurs, business begins and ends at their desk, and there are never
enough hours in the day. The last thing these men and women need is to be bogged down
by excessive paperwork. But, unfortunately, complex federal regulations have already
created a time consuming, logistical nightmare for countless small businesses owners.

Many government regulations use one-size-fits-all policies, policies that often fail to
account for small business needs. Consequently, small firms end up bearing a
disproportionate share of the federal regulatory burden. Despite having tighter profit
margins, they are forced to pay more to comply with government rules than their
corporate counterparts. This discrepancy is so great, in fact, that small enterprises spend
45 percent more on regulatory compliance than big businesses. That adds up to 2,400
dollars in additional fees, per employee. And when it comes to various other regulations,
the differences are greater still.
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Some of these rules can cost small businesses as much as 364 percent more to comply.
One specific regulation--tax reporting-- is 67 percent more expensive. In other words, we
are forcing small businesses with limited capital to pay more than big businesses with
deep pockets.

In an attempt to address this inequity, Congress passed the Regulatory Flexibility Act, or
RegFlex, in 1980. RegFlex requires government agencies to consider the effects of their
policies on small businesses. But after nearly three decades, it has fallen short of
accomplishing its original goal. This is because RegFlex tends to be inconsistent in its
application. For example, there is no uniform method of practicing Section 610, which--if
properly employed--would stem the inequities currently facing small firms.

Section 610 requires federal agencies to periodically review rules, and gauge their impact
on small businesses. But while it is a good requirement in its design, it has not been
applied consistently.

Recognizing RegFlex’s shortcomings, this committee has already taken steps to improve
the system. Last December, we passed H.R. 4458, which will significantly overhaul the
regulatory process. Amongst other provisions, the bill-- introduced by Mr. Ellsworth--
provides important clarification to Section 610.

In that same vein, the Small Businesses Administration launched the Regulatory Review
and Reform Initiative, or “r3” last year. This rule promises to improve the RegFlex
system by identifying and addressing its ineffective policies. It will also allow
entrepreneurs to raise their own concerns and suggest targeted reforms.

R3 has the potential to be an invaluable resource for small firms. It will not only give
them a voice in the federal regulation process, but will also address some of their most
significant challenges. For example, SBA’s Office of Advocacy hopes to use this rule to
simplify tax policies for at home businesses. R3 promises to confront this issue, along
with other concerns, head on.

As we will discuss today, many federal compliance policies are outdated and
unnecessarily complex. Small business owners should not have to put hours of their time
towards untangling these regulations. Because as this committee-- and our entrepreneurs-
- well know, such time would be better spent on business as usual.

In today’s hearing, we will look at the effects of regulatory burdens on small firms. We
will also explore potential solutions such as the Small Business Regulatory Improvement
Act and the r3 program.

I want to thank all the witnesses in advance for their testimony. The committee is pleased
they could join us today and we look forward to their insight on this issue.
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Thank you, Mr. Chairman, for holding this hearing today. 1 would also like to thank all of the witnesses for their
participation.

When I was elected to serve in Congress, I was issued a mandate by my constituents to reduce the impact of the
federal government on their daily lives. T am all too aware of the feeling that our own government is working
against us. This us versus them belief is held in small businesses all across this country and, honestly, I cannot
blame anyone for thinking that. Recent government estimates place the cost of complying with federal regulations
at 31.1 trillion. That averages out to more than $10,000 per household! We are here today to constructively
address what we already know: Excessive federal regulations negatively affect America.

I think Washington has made a few good first steps; however, they have been baby steps. President Bush’s
executive order directing federal agencies to place more emphasis on the economic impact of regulatory proposals'
is a good idea. However, I feel that it missed an opportunity by not addressing the loopholes in the Regulatory
Flexibility Act. The executive order also stopped short of preventing agencies from using narrow interpretations
of Reg-Flex in order to ignore their congressionally-imposed responsibilities.

SBA’s Office of Advocacy is to be commended for its proactive approach to reducing this burden on small
businesses. The R3 program is another step towards this goal. Involving stakeholders in the process of
pinpointing rules that merit review makes good sense. However, the combination of federal agencies’ distaste for
transparency and the Office of Advocacy’s lack of authority to force those agencies to consider reforming
unnecessary regulations, creates an environment where very little can be accomplished.

To be clear, [ am not waving the white flag at this issue. Everyone in this room has a vested interest in seeing
small businesses grow and thrive in a global marketplace. In order for that to happen, we must work to increase
American competitiveness by reforming and removing the regulations that restrict growth. This is a top priority
for me and our nation’s businesses. The question is, is it a priority for Washington?

I welcome these distinguished witnesses, and thank you all for your willingness to testify.
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Good morning Chairman Gonzalez, Ranking Member Westmoreland, and distinguished
Members of the Subcommittee. 1am Susan E. Dudley, Administrator of the Office of
Information and Regulatory Affairs (OIRA), in the U.S. Office of Management and Budget
(OMB). Thank you for inviting me to testify about analyzing and improving existing small
business regulations. I appreciate the opportunity to discuss OIRAs efforts to ensure that the
Federal Government takes due account of the impact of regulations on small business, to ensure
that Federal Agencies consider cost-effective regulatory alternatives for small business and
otherwise comply with the requirements of the Regulatory Flexibility Act, and to ensure that the
Government is looking for ways to reform regulations to lower burdens on small business while
maintaining important public protections. I am committed to reducing the regulatory and
paperwork burdens that America’s small businesses confront daily, and I look forward to
exploring new approaches to advancing this critically important goal.

Small entrepreneurs are the engine of economic growth in America. Small businesses
represent over 99 percent of all employers and provide 60 to 80 percent of new jobs. Yet,
research by the Small Business Administration (SBA) Office of Advocacy suggests that small
entities disproportionately shoulder regulatory and paperwork burdens. This research indicates

that firms with fewer than 20 employees spend 45 percent more per employee than do larger
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firms to comply with Federal regulations. OIRA, along with the Office of Advocacy and other
Federal regulatory agencies, is working both to minimize unnecessary burdens, and also to help

America’s small businesses comply with regulatory and reporting requirements.

OIRA and Agency Review of New Regulations

Before discussing OIRA’s role in the regulation of small business, I wanted to give you
an idea of the staggering number of rules with which businesses must comply. Since OMB
began to keep records in 1981, Federal agencies have published over 120,000 final rules in the
Federal Register. OMB coordinated interagency review of over 21,000 of these published rules
prior to publication. Historically, about 6 percent of the OMB-reviewed rules are considered
"major” or "economically significant” rules, primarily because they were estimated to have an
economic impact greater than $100 million in any one year.

OMB reviews regulations pursuant to Executive Order 12866, issued by President
Clinton in 1993. Executive Order 12866 holds that regulations should be based on an analysis of
the costs and benefits of all available alternatives, and that agencies should select from among
alternatives the regulatory approach that maximizes net benefits to society, unless otherwise
constrained by law. Following this Executive Order, this Administration has developed a
principled and transparent regulatory review structure that has achieved results. According to
OMB’s final 2007 Report to Congress on the Costs and Benefits of Federal Regulation, the
average yearly cost of the new major regulations issued between 2001 and 2006 is about 47
percent less than over the previous 20 years, and yet the average yearly net benefits of new

regulation has increased substantially.
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OIRA and Agency Review of Existing Regulation: Solicitations for Regulatory Reform

While we are subjecting new regulations to greater scrutiny, most existing Federal rules
have never been systematically evaluated to determine whether they are working as intended and
what their actual benefits and costs have been. In practice, it is often difficult to know which
regulations are still binding after many years of implementation and adjustment, and which
regulations simply represent “sunk costs” for businesses and would no longer benefit from
reform. Because of this, OMB decided during President Bush's first term to initiate a program to
solicit input from the public as to which existing regulations, guidance documents, and
paperwork requirements were most in need of reform. Our February 2004 request for reform
nominations', with a clear focus on the manufacturing sector of the U.S. economy, was the third
such solicitation of reforms undertaken by this Administration”.

OMB’s 2004 manufacturing initiative elicited 189 reform nominations from 46
commenters’. OMB evaluated these reform nominations and collaborated with Federal agencies
in the development of response plans. OMB also sought evaluations of the recommendations by
the Small Business Administration Office of Advocacy and the Department of Commerce's
Office of the Assistant Secretary for Manufacturing and Services. In March, 2005, the agencies
and OMB determined that 76 of the 189 nominations had potential merit and justified priority
consideration and action by the Administration®. Actions on these priority reform nominations,

which included milestones and deadlines, have ranged from performing a priority investigation

! The 2004 solicitation for reform nominations was part of the 2004 draft Report to Congress on the Costs and
Benefits of Federal Regulation, which is available at
http://www.whitehouse.gov/omb/inforeg/draft_2004_cbreport.pdf

2 The 2001 and 2002 solicitations for reform nominations were also part of our 2001 and 2002 draft Reports to
Congress. More information on all of our reform solicitations, including the 2001 and 2002 reports, and summaries
of the public nominations, is available at http://www.whitehouse.gov/omb/inforeg/regpol-reports_congress.htmi

* hitp//www.whitehouse.gov/omb/inforeg/2004_cb/list_2004cb.html

* http://www.whitehouse.gov/omb/inforeg/reports/manufacturing_initiative.pdf
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and reporting to OMB in order to determine appropriate next steps, to issuing modernized
regulations.

Many of these priority reform candidates were of interest to small entities, and several of
them were also included in SBA Advocacy’s 2008 Regulatory Review and Reform Initiative
(R3) list of “top-10” reforms identified as especially relevant for small business. To date,
agencies have completed approximately 70 percent of the 2004 manufacturing reforms, and we
plan on providing a comprehensive update on the status of these reforms in the draft 2008 Report
to Congress on the Costs and Benefits of Federal Regulation.

Small Business Regulatory Reforms
More information on OMB’s manufacturing initiative is available at

http://www.whitehouse.cov/omb/inforeg/regpol-reports congress.html, but I would like to

illustrate by summarizing three successful small business reforms the Administration has already
accomplished, as well as briefly discuss the reform nominations we have in common with the
Office of Advocacy.

EPA’s National Emission Standards for Hazardous Air Pollutants

In December 2005, EPA issued a final rule’ permanently exempting certain categories of
“non-major” industrial sources that are subject to national emission standards for hazardous air
pollutants (NESHAP) from the requirement to obtain an operating permit under title V of the
Clean Air Act. The five exempted source categories are dry cleaners, halogenated solvent
degreasers, chromium electroplaters, ethylene oxide sterilizers and secondary aluminum
smelters. EPA estimated that this final rule will provide regulatory relief for over 38,000

sources, many of which are small businesses.

* Federal Register, Volume 70, 75319.
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EPA’s Spill Prevention Control and Countermeasure (SPCC) Requirements Rule

This rule, published in December 2006°, revised certain requirements in the existing
SPCC regulations reducing the regulatory and paperwork burden for smaller facilities that
manage or use oil. For example, the revised rules allow these smaller facilities to self-certify
their SPCC plan instead of requiring them to use a professional engineer to prepare a SPCC plan
for their facility. The rule also modified several other provisions to reduce regulatory burden.
EPA estimated that this rule would reduce costs by over $100 million and reduce the associated
paperwork burden by roughly 500,000 hours per year. EPA has also proposed further
amendments to the SPCC program and expects to complete this rulemaking by the end of the
year. '

EPA's Toxics Release Inventory (TRI) Burden Reduction Rule

This rule, finalized in December 2006, reduces reporting burden on small businesses
while still maintaining the practical utility of the TRI data. By raising the release threshold for
use of the short Form A from 500 to 2000 pounds, it allows more reporters to use the streamlined
form while still retaining full Form R reporting on over 99 percent of releases and other wasteA
management nation wide. In addition, it provides incentives for firms that are slightly above the
eligibility threshold to reduce their emissions in order to qualify for the short form.

SBA Advocacy’s Regulatory Review and Reform Initiative

As you are no doubt aware, in February of 2008, after significant review and analysis of
the 82 nominations received in a public solicitation process similar to the process OMB
undertook in 2004, SBA’s Chief Counsel for Advocacy selected the top 10 rules for review and

potential reform.

i’ Federal Register, Volume 71, 77266.
* Federal Register, Volume 71, 76932.
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In particular, four of the reforms are similar to nominations we received in 2004 and
previous reform nomination cycles. Note that Advocacy’s approach to these reforms is also
similar to OMB’s manufacturing reform initiative in that they are not intended to short-circuit the
normal notice and comment rulemaking process. In all cases, agencies are asked to reconsider,
but not necessarily reform, their regulations in the way suggested by the nomination. If the
agency conducts an analysis of the reform idea and concludes the reform cannot be justified, then
“completion” of the reform may mean the Administration has decided not to pursue it. We
believe, however, that these reforms have potential merit and justify further analysis and review:

Update Mine Safety and Health Administration (MSHA) Rules on the Use of Explosives
in Mines to Reflect Modern Industry Standards: The nominator recommended that MSHA
update its explosives regulations consistent with current industry standards. The submitter
believes the change would both reduce compliance costs and improve safety by providing greater
clarity and consistency. This nomination is similar to a reform recommended to OMB as part of
the 2002 public nomination process, and we are interested in working with Advocacy and
MSHA on this nomination.

Flexibility for Community Drinking Water Systems: The 1996 Amendments to the Safe
Drinking Water Act established a process to allow small drinking water systems that cannot
afford the treatment technology required to comply with a national primary drinking water
standard to use an affordable variance technology instead. For these small system variances to
be available for States to issue to small systems, EPA must find that there are no affordable
compliance technologies for small systems nationally. EPA must also identify affordable
variance technologies that are protective of public health, which may include treatment

technologies, treatment techniques, or other means. The drinking water system must then
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demonstrate to the State that its specific system cannot afford to comply with the new standard,
and that a variance technology will ensure adequate protection of human health. The nominator
stated that under EPA’s existing guidelines for determining national affordability, no regulation
has ever been found to be unaffordable and no small drinking water system has ever been
permitted to apply for use of a variance technology. The nominator suggested that EPA consider
alternative methods for determining affordability, including using different percentages of
median household income in the community. This nomination is similar to a reform
recommended to OMB by the public in 2002, and we are also interested in working with
Advocacy and EPA to see that this nomination is pursued to completion.

Simplify the Rules for Recycling Solid Waste: The nominator suggested that EPA adopt a
definition of solid waste that would eliminate certain forms of recycled materials from being
considered “hazardous wastes,” allowing them to be recycled more easily. This nomination is
similar to a reform identified in 2004 as a priority in the OMB-initiated, government-wide effort
to reform regulation in the U.S. manufacturing sector. A final rule on Revisions to the Definition
of Solid Waste is currently under OMB review under Executive Order 12866, thus I am not able
to discuss the details of the final rulemaking before we conclude review.

EPA Should Clearly Define *Oil” in its Oil Spill Rules: The nominator suggested that
EPA adopt a procedure that supports a distinction between materials thought to be oil generated
at petroleum refineries, and agricultural product processing materials and chemicals created
through processing in chemical production and related industries. Although not directly related
to this particular reform, several reforms to the SPCC regulations were identified in 2004 as

priorities in the OMB-initiated, government-wide effort to reform regulation in the U.S.
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manufacturing sector. OIRA is interest in working with Advocacy and EPA to see that this
nomination is pursued to completion.
OIRA and Agency Review of Existing Regulation: Retrospective Regulatory Review

An additional potentially powerful tool for the reform of regulations affecting small
businesses is a requirement for agencies to review, within 10 years of issuance, all regulations
that have a “significant impact on a substantial number of small entities.” This is commonly
known as a Regulatory Flexibility Act (RFA) Section 610 review. This requirement applies
both to rules that agencies determined at the time of issuance had a significant impact on small
entities, as well as to rules where reasonable evidence has surfaced that the rule had a significant
impact. The second tier of SBA Advocacy’s Regulatory Review and Reform Initiative is to help
agencies with their analytical obligations under Section 610, and to this end they released what
OIRA considers is excellent guidance on this analysis in the fall of 2007. OIRA also plays a
direct role in ensuring that agencies meet their obligation to publish their scheduled 610 reviews
in their semi-annual Unified Regulatory Agenda. Last fall, for the first time, all such agenda
entries became available in an electronic format that offers users an enhanced ability to obtain
and search for information on upcoming regulations.
Other OIRA Activities That Help Small Businesses

The Paperwork Reduction Act of 1980 (PRA) established OIRA within the Office of
Management and Budget. The PRA is premised on the principle that the Federal government
should not require, or ask, citizens, businesses, organizations, State and local governments, and
other public entities to comply with paperwork requirements that are unnecessary, duplicative, or
unduly burdensome. Reauthorizations of the Act in 1985 and 1995, and the Small Business

Paperwork Relief Act (SBPRA) of 2002, have further enhanced OIRA’s role in eliminating
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unnecessary, duplicative, and unjustified paperwork burdens, particularly on small entities, and
these goals remain high priorities for my office.

The PRA applies very broadly to agency collections of information, which can include
reporting, recordkeeping, and third-party disclosure requirements that apply to ten or more
persons, businesses, or State, local, or Tribal governments. Currently, there are over 8,500
information collections that have an active OMB approval. Without such OMB approval,
agencies cannot implement an information collection. The PRA process for obtaining OMB
approval includes public notice and comment procedures that provide an opportunity for the
public to suggest ways that agencies can reduce burden {or estimate it more accurately) and
improve the usefulness and timeliness of the information collected. After OMB’s initial
approval of an information collection, agencies must seek and obtain extensions of OMB
approval at least once every three years. Consistent with the PRA’s goals, OIRA’s reviews of
agency information collection requests involve an assessment of the “practical utility” of the
information to the agency and the associated burden that collecting this information imposes on

the public.

The Paperwork Reduction Act and Small Businesses

In conducting our reviews of agency information collection requests, OIRA is
particularly sensitive to collections that affect small businesses. Indeed, the PRA’s statement of
“purposes” identifies as a key PRA goal minimizing the “paperwork burden” on “small
businesses.”

The PRA also provides specific direction to agencies on how they can minimize the
burdens that they impose on small businesses, using approaches such as “(i) establishing

differing compliance or reporting requirements or timetables that take into account the resources
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available to those who are to respond; (ii) the clarification, consolidation, or simplification of
compliance and reporting requirements; or (iii) an exemption from coverage of the collection of
information, or any part thereof.”

‘When the PRA was reauthorized in 1995, Congress added a requirement that agencies
certify, as part of their requests for OMB approval of an information collection, that the
collection “reduces to the extent practicable and appropriate the burden” on small businesses and
other small entities. OMB added this certification requirement to the OMB PRA implementing
regulations (5 C.F.R. 1320.9(c)). In addition, agency information collection requests submitted
to OMB must indicate whether the information collection will have a “significant economic
impact on a substantial number of small entities.”

The 2002 SBPRA further reinforced the PRA’s focus on minimizing small business
paperwork burdens by establishing a multi-agency Task Force to address this issue. On June 28,
2003, the SBPRA Task Force submitted its first report to Congress, which included a number of
recommendations to streamline the Federal information submission process and reduce small
business paperwork burdens. Specifically, the report outlined steps to consolidate information
collections, develop a listing of these collections, and allow for electronic submission of forms.
One year later, the SBPRA Task Force submitted a second report to Congress that made
recommendations concerning the dissemination of information by agencies to facilitate
compliance with Federal paperwork requirements. The SBPRA also amended the PRA to
require agencies to “make efforts to further reduce the information collection burden for small

business concerns with fewer than 25 employees.”

10
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Ongoing Efforts to Reduce Small Business Paperwork and Compliance Burdens

Motivated by these statutory requirements, Federal agencies have taken a number of steps
over the past several years to reduce the amount of information they collect from small
businesses and to ease their compliance burdens, often through the innovative use of information
technology. Nonetheless, we have seen government-wide paperwork burdens increase over
time, as OMB has documented in its annual Information Collection Budget report (ICB)
submitted to Congress pursuant to the PRA. Government-wide PRA burden increased from 8.24
billion hours in FY 2005 to 8.92 billion hours in FY 2006, an increase of more than 8 percent.

A recurring theme of the ICB in recent years has been the very large role played by the
Internal Revenue Service (IRS) in the Federal government’s information collection activities.
Because of the Federal income tax system, the IRS is an important part of the lives of all
taxpayers, including businesses large and small. This fact was again reflected in last year’s ICB,
when OMB reported that IRS was responsible for about 78 percent of the Federal government’s
total reporting burden on the public in FY 2006.

Despite these broader trends of aggregate burden increases, agencies have been able to
achieve some notable burden reduction successes. Let me highlight just a few examples.
Internal Revenue Service: Employer’s Annual Federal Tax Program

As reported in last year's [CB, the IRS Office of Taxpayer Burden Reduction recently
launched an initiative to reduce burden on small business taxpayers who owe $1,000 or less in
Employment Tax (ET) by establishing new rules and processes that will allow them to file their
ET returns, as well as pay the ET tax due, on an annual rather than a quarterly basis. As long as
these filers remain at $1,000 or less in total Employment Tax they will remain filers of Form

944, the Employer's Annual Employment Tax Return. Those businesses that exceed this

11
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threshold will be subject to the requirement to file Form 941, the Employer's Quarterly
Employment Tax Return. By allowing smaller businesses to file annually instead of quarterly,
IRS estimated that reporting burdens would drop by almost 30 million hours.

Small Business Administration: The Business Gateway Initiative

SBA’s Business Gateway Initiative offers businesses a single access point to Federal
regulatory and paperwork compliance resources, including forms and tools. The initiative,
which includes Business.gov, Forms.gov, and data harmonization activities, reduces the amount
of time and money business owners spend on complying with Federal regulations and associated
paperwork so that they can spend more time running their business. Specifically, Business.gov
simplifies and improves businesses’ ability to locate government compliance guides and forms
they deal with on a regular basis, thereby reducing the effort needed to comply with government
regulations. Using a voluntary customer satisfaction survey on Business.gov, business owners
have self-reported saving over 2.9 million hours (YTD in FY 2008) by using the portal. Since
the re-launch of Business.gov in October 2006, business owners have self-reported a total of
almost 6.2 million hours saved.

Business.gov is an innovative and search-focused web site where businesses can access
up-to-date regulatory and paperwork compliance information and save time doing so. The
information available through Business.gov was assembled by reaching across agency silos to
make content accessible and relevant to the business community. Business Gateway epitomizes
the spirit and intent of the PRA by helping businesses save time getting answers to important
questions including: (1) What laws and regulations apply to me?; (2) How do I comply?; and (3)

How do [ stay in compliance?
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The Business Gateway Initiative also promotes “data harmonization,” which is defined as
the reduction of regulatory reporting burden on citizens and business by reducing the complexity
of reporting processes and improving the reuse and distribution of information across Federal,
State, and local agencies. Business Gateway supports data harmonization by advocating for and
supporting data harmonization solutions.

Business Gateway’s seminal data harmonization project is called Single Source Coal
Reporting (SSCR). Previously, the coal mining industry submitted highly redundant, paper-based
forms to regulators. As of April 2006, they can submit data and pay fees using a single online
form, and have it automatically sent to appropriate regulators. Currently, the Federal partners are
IRS and the Departments of Labor and Interior; the State partners are Pennsylvania and Virginia.
Business Gateway will release a comprehensive analysis on data harmonization by mid-August.
The analysis will include five case studies to depict various levels of Federal, State, agency, and
industry participation.

OMB and SBA: Compliance Assistance for Small Businesses

Finally, once all these regulatory reforms and paperwork burdens have been vetted and
put in place, both OMB and SBA play a key role in helping small businesses simply to
understand and comply with their obligations. Specifically, the SBPRA requires Federal
agencies to designate one point of contact to act as a liaison between the agency and small
business concerns. SBPRA also requires OMB, in conjunction with SBA, to publish on the
Internet a list of compliance assistance resources available at Federal agencies for small
businesses. In accordance with the SBPRA, Business.gov published a “Federal Compliance
Contacts” page which gives the names, phone numbers and e-mail addresses of individuals at

Federal agencies that can help small business answer regulatory and legal questions.

13
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Business.gov also publishes Small Business Guides that include links to Federal, State and local
agency resources that help small businesses meet their regulatory requirements. This
information is presented together so that if a small business owner does not find the information
they are seeking, a “live” person to assist them is readily identifiable.
Conclusion

Let me conclude by reiterating my office’s commitment to ensuring that small business,
the engine of economic growth in the United States, is not unduly burdened by unnecessary
regulation and paperwork. Thank you very much for the opportunity to testify in today’s

hearing. I would be happy to answer any questions you may have.
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Created by Congress in 1976, the Office of Advocacy of the U.S.
Small Business Administration (SBA) is an independent voice for
small business within the federal government. The Chief
Counsel for Advocacy, who is appointed by the President and
confirmed by the U.S. Senate, directs the office. The Chief
Counsel advances the views, concerns, and interests of small
business before Congress, the White House, federal agencies,
federal courts, and state policy makers. Issues are identified
through economic research, policy analyses, and small business
outreach.. The Chief Counsel’s efforts are supported by offices
in Washington, D.C., and by Regional Advocates. For more
information about the Office of Advocacy, visit
hitp:/imww.sba.gov/advo, or call (202) 205-6533.
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Chairman Gonzalez and Members of the Subcommittee, good morning and thank
you for giving me the opportunity to appear before you today. My name is Thomas M.
Sullivan and I am the Chief Counsel for Advocacy at the U.S. Small Business
Administration (SBA). Congress established the Office of Advocacy (Advocacy) in 1976
under Pub. L. No. 94-305 to advocate the views of small business before federal agencies
and Congress. Because Advocacy is an independent entity within the U.S. Small
Business Administration, the views expressed by Advocacy here do not necessarily
reflect the position of the Administration or the SBA. This testimony was not circulated
for comment through the Office of Management and Budget (OMB).

To address the cumulative regulatory burden borne by small business, agencies
need to periodically review their existing rules to see how they impact small businesses.
Section 610 of the Regulatory Flexibility Act' directs federal agencies to review their
current rules periodically and consider whether changing circumstances — such as altered
market conditions, improved technologies, and new industry practices — have made
revisions to the rules necessary. Historically, federal agency compliance with section 610
has been limited. A July 2007 report issued by the Government Accountability Office
(GAQ) found that federal agencies’ reviews of their current rules, including the periodic
reviews required under section 610, are neither as useful nor as open to public
involvement as they should be 2

Accordingly, on August 16, 2007, Advocacy launched the Small Business
Regulatory Review and Reform (r3) initiative, designed in part to improve compliance
with section 610 and further the goals of periodic reviews. The r3 initiative is a long-
term project to help agencies pinpoint existing federal rules that warrant review — and to
revise those rules if they are found to be ineffective, duplicative, out of date, or otherwise
deficient. Through r3’s public rule reform nomination process, small businesses and their
representatives can point out existing agency rules that they feel should be reviewed and

revised. In the first year since Advocacy began the r3 initiative, small business

!5 U.8.C. § 610. The Regulatory Flexibility Act, Pub. L. 96-354, was enacted in 1980, and was amended
by the Small Business Regulatory Enforcement Faimess Act of 1996, Pub. L. 104-121. The section 610
periodic review requirement has been law since 1980.

* Government Accountability Office, Reexamining Regulations: Opportunities Exist fo Improve
Effectiveness and Transparency of Retrospective Reviews (GAO-87-791), pages 35, 43-44 (July 2007).

-1-
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stakeholders have nominated over 80 rules for review and reform. Ten of those
nominations were chosen in February 2008 to be priority rules for review and possible
reform. Since February 2008, we have been working with our counterpart agencies to
conduct reviews of the ten rules and, where necessary, begin the process of revising those
rules. Advocacy is currently accepting additional public nominations from now until
December 31, 2008, to be considered as Top 10 candidates for 2009.

Going forward, Advocacy believes that the r3 program will be an important tool
for keeping agencies’ attention focused on section 610 of the RFA and improving the
quality of reviews of existing regulations. For this reason, Congress, the Office of
Advocacy, and small business have a common interest in ensuring the long-term success

of the 13 program.

Background. Small businesses are extremely important to the U.S. economy. Economic
data shows that 99.7% of firms that have employees are small businesses.” Small
businesses employ over half of the more than 145 million American workers.* The small
business sector is the primary engine of job creation, growth and innovation.” Despite the
importance of small business to our country’s economic strength, the 2005 Advocacy-
funded study by W. Mark Crain, The Impact of Regulatory Costs on Small F; irms,® found
that, in general, small businesses are disproportionately impacted by the total federal
regulatory burden. The overall regulatory burden was estimated by Crain to exceed $1.1
trillion in 2004.” For small firms, employing fewer than 20 employees, the annual

regulatory burden in 2004 was estimated to be $7,647 per employee — which is 45 percent

* See Office of Advocacy, Small Business Frequently Asked Questions available at
hitp:/fwww.sba.gov/advo/stats/sbfaq.pdf.
* Small business share of total employment from Office of Advocacy, Small Business Frequently Asked
Questions available at http://www.sba.gov/advo/stats/sbfaq.pdf. Total employment figure from Bureau of
Labor Statistics, June 2008, Employment Situation Summary (www.bls/eov/news. release/empsit.nrQ.htm).
® See Office of Advocacy, Small Business Frequently Asked Questions available at
http://www.sba.gov/advo/stats/sbfaq.pdf and Smail Serial Innovators: The Small Firm Contribution to
Technical Change (February 2003) available at http://www.sba.gov/advo/research/rs225tot.pdf.
¢ The Impact of Regulatory Costs on Smail Firms (September 2005) available at
http://www.sba.gov/advo/research/rs264tot.pdf. The 2005 Crain study is the most timely and
comprehensive measure of the total cost of regulations on the U.S. economy, reflecting the state of the
economy in 2004 and covering virtually every category of regulations impacting small business. The
report uses data gathered from numerous sources, including the Office of Management and Budget (OMB),
the Organization for Economic Cooperation and Development (OECD), the Council of Economic
f;dvisors, the Census Bureay, and various resource organizations.

Id :
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greater than the $5,282 per employee burden estimated for firms with more than 500
employees.®

For over thirty years, the Office of Advocacy has voiced the concerns of small
business over the ever-increasing cumulative federal regulatory burden. During that
time, Advocacy has had success in working with federal agencies to evaluate their
planned rules and reduce the impacts of these new rules on small businesses while stiil
accomplishing their regulatory objectives.’

Unfortunately, persuading federal agencies to periodically evaluate the impacts of
their existing regulations on small business has proven to be a greater challenge. Section
610 of the RFA, enacted in 1980, requires agencies to look at their existing regulations
after 10 years to see if they are outdated, ineffective, or duplicative. Agency compliance
with section 610°s periodic review requirement has varied substantially from agency to
agency, with some agencies reviewing few of their current rules. The Government
Accountability Office (GAO) released a report in July 2007 which highlighted the need
for clearer standards and enhanced public participation in the section 610 review process.
The report, Reexamining Regulations: Opportunities Exist to Improve Effectiveness and
Transparency of Retrospective Reviews is available at:

www.gao.gov/new.items/d07791 .pdf.

The r3 Initiative. In response to the GAO’s findings, the Office of Advocacy developed
the r3 initiative to (1) assist agencies and small business stakeholders to better understand
and benefit from section 610 reviews of existing rules, and (2) give interested small
entities the opportunity to nominate existing agency rules for review and potential
reform. The r3 program is meant to encourage agencies to undertake more meaningful
section 610 reviews, and to consider tailoring the reviews of existing rules they conduct
for other reasons to satisfy the section 610 criteria. Small business stakeholders would
also be encouraged to suggest rules that should be reviewed, and reformed if they are
found to be outdated, ineffective, or duplicative. The r3 initiative was officially launched

on August 16, 2007. Advocacy developed and released a section 610 “best practices”

*1d.
% See Keith Holman, The Regulatory Flexibility Act at 25: Is the Law Achieving its Goal?, 33 Fordham
Urb. L. J. 1119 (2006).
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document in October 2007 to assist agencies in meeting their periodic review obligations
under the RFA. This best practices document is included as Attachment A and can also

be found at: www.sba.gov/advo/r3. On October 16, 2007, the Office of Advocacy hosted

a roundtable to provide representatives from small business associations, government,

and academia with the opportunity to learn about r3. We also met with numerous small
business groups to inform them about the Initiative and about the process for submitting
13 review nominations. By December 31, 2007, the close of the period for nominations

for 2008, Advocacy received a total of 82 nominations for review and potential reform.

The 2008 Top 10 r3 Rules for Review/Reform. After review and analysis of the 82
nominations received, the Chief Counsel for Advocacy selected the following
nominations to be the 2008 Top 10 rules for review and reform, listed here in alphabetical

order by agency:

Environmental Protection Agency — Update Air Monitoring Rules for
Dry Cleaners to Reflect Current Technology. EPA should revise outdated
or inaccurate testing requirements so that dry cleaners can have a valid
method for demonstrating compliance;

Environmental Protection Agency — Flexibility for Community Drinking
Water Systems. EPA should consider expanding the ways for small
communities to qualify to meet alternative drinking water standards, provided
that the alternative standards are protective of human health and are approved
by State authorities;

Environmental Protection Agency — Simplify the Rules for Recycling
Solid Wastes. EPA should simplify the rules for recycling useful materials
that, because of their current classification, must be handled, transported, and
disposed of as hazardous wastes;

Environmental Protection Agency — EPA Should Clearly Define “Oil” in
its Oil Spill Rules. EPA should clarify the definition of “oil” in its oil spill
program, so that small facilities that store non-petroleum based products are
not unintentionally captured by spill program requirements

Federal Aviation Administration — Update Flight Rules for the
Washington D.C. Regional Area. FAA and other agencies should review
the flight restriction rule for the region surrounding Washington, D.C. to
determine whether the rule could be revised to avoid harming small airports
within the region;
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Federal Acquisition Regulation (FAR) Council - Reduce Duplicative
Financial Requirements for Architect-Engineering Services Firms in
Government Contracting. The duplicative retainage requirement should be
removed or reduced in Architect-Engineering services contracts, as has been
done for other services.

Internal Revenue Service — Simplify the Home Office Business Deduction.
The IRS should revise their rules to permit a standard deduction for home-
" based businesses, which constitute 53% of all small businesses;

Mine Safety and Health Administration -- Update MSHA Rules on the

Use of Explosives in Mines to Reflect Modern Industry Standards.

MSHA should update its current rules to be consistent with modern mining

industry explosives standards;

Occupational Safety and Health Administration — Update OSHA’s

Medical/Laboratory Worker Rule. The current rule should be reviewed to

determine whether it can be made more flexible in situations where workers

do not have potential exposure to bloodborne pathogens; and

Office of Federal Procurement Policy — Update Reverse Auction

Techniques for Ounline Procurement. The current reverse auction

techniques should be reviewed to determine whether a government-wide rule

is necessary to create a more consistent and predictable online process.
The 2008 Top 10 rules were evaluated on the basis of several factors: (1) whether the
rule being nominated has ever been reviewed for its impact on small business, (2)
whether technology, economic conditions, or other factors have changed since the rule
was originally written, (3) whether the rule imposes duplicative requirements, (4)
whether the rule could reasonably be tailored to accomplish its intended objectives
without adversely impacting so many small businesses or small communities, and (5) the
overall importance of the rule to small business and small communities. Each of the Top
10 rules were chosen on the basis of one or more of these factors. Some of the 82

nominations were rejected because they did not meet Advocacy’s nomination criteria

(e.g., they would require new legislation or other Congressional action, or the nominator
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did not offer any viable alternative to the current rule). Other nominations were not
selected as Top 10 rules because Advocacy is already working with agencies to
implement the suggested reform or the agency has indicated that the suggested reform is
already underway. The nominations that were not chosen as 2008 Top 10 rules have
nonetheless given us valuable insight into the regulatory issues of concern to small
business, which has helped Advocacy prioritize its current regulatory agenda.

Since February 2008, Advocacy has met with small business stakeholders and
agency representatives to underscore the importance of reviewing and reforming the 2008
Top 10 rules. Based on Advocacy’s previous experience with similar regulatory reforms,
we know that it can take an agency several years to complete the required rulemaking
procedures to revise a regulation. We anticipate that some of the 2008 13 Top 10 rules
for review/reform will not be revised within one or even two years. Therefore, it is
important that small business stakeholders understand what is happening with their
recommended reforms and stay active in the process.

In order to track agencies’ progress, the current status of each year’s Top 10 rules
for review/reform will be tracked and posted on Advocacy’s website,

www.sba.gov/advo/r3. The updated status of the Top 10 rules will be published on

Advocacy’s website twice a year. The first status update on the 2008 Top 10 rules will
be available this August. Advocacy encourages small businesses and their

representatives to follow the progress of the reviews/reforms.
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Looking Ahead. On July 7, 2008, Advocacy announced that we are accepting
nominations for the next group of rules to be reviewed/reformed. Nominations will be
accepted until December 31, 2008. Those nominations will eventually form the basis for
the 2009 Top Ten rules for review/reform. The process will continue each year, with
nominated rules being selected as Top Ten rules for review and reform.

Going forward, Advocacy believes that the 3 program will be an important tool
for keeping agencies’ attention focused on section 610 of the RFA and improving the
quality of reviews of existing regulations. Given the importance of periodic reviews of
current rules, Congress, the Office of Advocacy, and small business have a common

interest in the long-term success of 3.
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Attachment A

Office of AcVOCCICY .
Advocacy: the voice of small business in government

Section 610 of the Regulatory Flexibility Act: Best
Practices for Federal Agencies

Introduction

Section 610 of the Regulatory Flexibility Act (RFA) requires federal agencies to review
regulations that have a significant economic impact on a substantial number of small
entities” within 10 years of their adoption as final rules. These periodic rule reviews are a
mechanism for agencies to assess the impact of existing rules on small entities and to
determine whether the rules should be continued without change, or should be amended
or rescinded, consistent with the objectives of applicable statutes. Agency compliance
with section 6§10°s geriodic review requirement has varied substantially from agency to
agency since 19807 While some agencies systematically review all of their existing
rules, other agencies review few, if any, of their current rules. Agencies also vary
considerably in the amount of public involvement they allow, and the amount of
information they provide to the public about their reviews.

The Office of Advocacy, an independent office within the U.S. Small Business
Administration (Advocacy), has previously given relatively hittle guidance to agencies on
section 610. In 2003, pursuant to the requirements of Executive Order 13,272,

Advocacy issued a general guide on how to comply with the RFA, including section
610.> The 2003 guide did not, however, address commonly asked questions about
section 610, such as the timing and scope of reviews, how the public can be involved, and
how agencies should communicate with the public about their reviews. The 2003 guide
also did not provide examples of retrospective reviews that were, in Advocacy’s view,
conducted properly.

150U.8.C. § 610 (2000).

“Small entities” include small businesses that meet the Small Business Administration size standard for
small business concerns at 13 C.F.R. § 121.201, small governmental jurisdictions with a population of less
than 50,000, and small organizations that are independently owned not-for-profit enterprises and which are
not dominant in their field. See 5 U.S.C. §§ 601(3)-(5).

? See, for example, Government Accountability Office, Reexamining Regulations: Opportunities Exist to
Improve Effectiveness and Transparency of Retrospective Reviews (GAQ-07-791), July 2007; General
Accounting Office, Regulatory Flexibility Act: Agencies’ Interpretations Vary (GAO/GGD-99-55) April
1999. See also Michael R. See, Willful Blindness: Federal Agencies' Failure to Comply with the
Regulatory Flexibility Act's Periodic Review Requirement — and Current Proposals to Invigorate the Act,
33 Fordham Urb. L.J. 1199-1255 (2006).

* Exec. Order No. 13,272 § 2(a), 67 Fed. Reg. 53,461 (Aug. 13, 2002) (“Advocacy . . . shall notify agency
heads from time to time of the requirements of the [RFA], including by issuing notifications with respect to
the basic requirements of the Act ... ."}

* Office of Advocacy, How to Comply with the Regulatory Flexibility Act: A Guide for Government
Agencies (May 2003) available at http-//www.sba.gov/advo/laws/rfaguide.pdf.
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This best practices document is intended to provide Advocacy’s interpretation of section
610 of the RFA and answer common questions about conducting retrospective reviews of
existing regulations in a transparent manner. Advocacy intends this document to
supplement the 2003 RFA guide; like the 2003 guide, it was developed to meet
Advocacy’s continuing responsibility under Executive Order 13,272 to “notify agency
heads from time to time of the requirements of the [RFAL™®

The statutory text of Section 610, 5 US.C. § 610
§ 610. Periodic review of rules

(a) Within one hundred and eighty days after the effective date of this chapter,
each agency shall publish in the Federal Register a plan for the periodic
review of the rules issued by the agency which will have a significant
economic impact upon a substantial number of small entities. Such a plan
may be amended by the agency at any time by publishing the revision in
the Federal Register. The purpose of the review shall be to determine
whether such rules should be continued without change, or should be
amended or rescinded, consistent with the stated objectives of applicable
statutes, to minimize any significant economic impact of the rules upon a
substantial number of such small entities. The plan shall provide for the
review of all such agency rules existing on the effective date of this chapter
within ten years of that date and for the review of such rules adopted after
the effective date of this chapter within ten years of the publication of such
rules as the final rule. If the head of the agency determines that completion
of the review of existing rules is not feasible by the established date, he
shall so certify in a statement published in the Federal Register and may
extend the completion date by one year at a time for a total of not more
than five years.

{b) In reviewing rules to minimize any significant economic impact of the rule
on a substantial number of small entities in 2 manner consistent with the
stated objectives of applicable statutes, the agency shall consider the
following factors —

(1) the continued need for the rule;

(2) the nature of complaints or comments received concerning the rule
from the public;

(3) the complexity of the rule;

(4) the extent to which the rule overlaps, duplicates or conflicts with
other Federal rules, and, to the extent feasible, with State and local
governmental rules: and

(5) the length of time since the rule has been evaluated or the degree to
which technology, economic conditions, or other factors have
changed in the area affected by the rule.

¢ Exec. Order No. 13,272 § 2(a), 67 Fed. Reg. 53,461 (Aug. 13, 2002).
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(c) Each vear, each agency shall publish in the Federal Register a list of the
rules which have a significant economic impact on a substantial number of
small entities, which are to be reviewed pursuant to this section during the
succeeding twelve months. The list shall include a brief description of
each rule and the need for and legal basis of such rule and shall invite
public comment upon the rule.

Legislative history of the RFA relating to section 610.

Statements made during the 1980 debate on the Regulatory Flexibility Act demonstrate
that Congress intended for section 610 to be a mechanism that requires agencies to
periodically re-examine the regulatory burden of their rules vis-a-vis small entities,
considered in the light of changing circumstances.” This view was also reflected in
Advocacy’s initial 1982 guidance explaining the then-new RFA, which stated that

The RFA requires agencies to review all existing regulations to
determine whether maximum flexibility is being provided to
accommodate the unique needs of small businesses and small entities.
Because society is not static, changing environments and technology
may necessitate modifications of existing, anachronistic regulations to
assure that they do not unnecessarily impede the growth and
development of small entities.®

Put simply, the objective of a section 610 review is like the goal of many other
retrospective rule reviews: to determine whether an existing rule is actually working as
it was originally intended and whether revisions are needed. Has the problem the rule
was designed to address been solved? Are regulated entities (particularly small entities)
able to comply with the rule as anticipated by the agency? Are the costs of compliance in

” House Debate on the Regulatory Flexibility Act, 142 Cong. Rec. H24,575, H24,583-585 (daily ed. Sept.
8, 1980) (“At least once every 10 years, agencies must assess regulations currently on the books, with a
view toward modification of those which unduly impact on small entities.” (Statement of Rep. McDade))
(“[Algencies must review all regulations currently on the books and determine the continued need for any
rules which have a substantial impact on small business.” (Statement of Rep. Ireland)). Similarly, the
section-by-section analysis of the periodic review provision of S. 299, which became the RFA, notes that
the required factors in a section 610 review mirror the evaluative factors in President Carter's Executive
Order 12,044, Improving Government Regulations. Exec. Order 12,044, 43 Fed. Reg. 12,661 (March 24,
1978). Pursuant to that Executive Order, President Carter issued a Memorandum to the Heads of Executive
Departments and Agencies in 1979, further instructing federal agencies: “As you review existing
regulatory and reporting requirements, take particular care to determine where, within statutory limits, it is
possible to tailor those requirements to fit the size and nature of the businesses and organizations subject to
them.” President Yimmy Carter, Memorandum to the Heads of Executive Departments and Agencies,
November 16, 1979.

® Office of Advocacy, The Regulatory Flexibility Act {October 1982).

® Typical agency-initiated retrospective regulatory reviews include post-hoc validation studies, reviews
conducted pursuant to petitions for rulemaking or reconsideration, paperwork burden reviews, and reviews
undertaken to advance agency policies.
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line with the agency’s initial estimates? Are small businesses voicing continuing
concerns about the difficulty they have complying with the rule? The section 610 review
is an excellent way to address these questions.

Is a section 610 review necessary even if the current rule did not impose a significant
economic impact on a substantial number of small entities at the time the rule was
promulgated?

In some cases, yes. Even if an agency was originally able to certify properly under
section 605 of the RFA that a rule would not have a significant economic impact on a
substantial number of small entities,'® changed conditions may mean that the rule now
does have a significant impact and therefore should be reviewed under section 610. For
example, there may be many more small businesses that are subject to the rule now than
when the rule was promulgated. The cost of compliance with a current rule may have
sharply increased because of a required new technology. If there is evidence (such as
new cost or burden data) that a rule is now having a significant economic impact on a
substantial number of small entities, including small communities or small non-profit
organizations, Advocacy believes that the agency should conduct a section 610 review.

Advocacy is aware that some agencies interpret section 610 not to require the periodic
review of rules that were originally certified when they were promulgated as having no
significant economic impact on a substantial number of small entities. This narrow
interpretation of the section 610 review requirements discounts several important
considerations. First, evidence of significant current impacts to small entities from an
existing rule may call into question the accuracy of the original determination that the
rule would have no significant impact. Second, as time passes and the agency (along
with regulated small entities) are better able to measure and understand the impacts of a
regulation, it benefits the agency to use the periodic review process to update their rules
and perform regulatory “housekeeping.” Third, limiting section 610 reviews only to rules
that were found to have a significant economic impact on a substantial number of small
entities at the time of promulgation would severely undercut section 610. EPA and
OSHA, for example — which between them determine that at most one or two rules each
year will have such an impact — will exclude each of the hundreds of other rules
promulgated annually which may now significantly impact small entities from section
610 review. Given the legislative history of section 610, it is very difficult to believe that
Congress intended this outcome. Finally, a reading of the plain language of section 610
supports Advocacy’s interpretation. If Congress meant to limit periodic reviews, it would
have simply required agencies to review rules that had a significant impact, rather than
rules which have a significant impact.

An agency may learn about the current impacts of an existing rule through complaints
from small entities or petitions for a section 610 or other retrospective review of the rule.
[f these complaints and/or petitions are founded on reliable cost and impact data, the
agency will have a clear indication that small entities are now being impacted by the rule.

1% See 5 U.S.C. § 605(b).
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Scope of the review: What should be included?

Once an agency has determined that an existing rule has a significant economic impact on
a substantial number of small entities at the present time, the agency’s section 610 review
should, at a minimum, address each of the five factors listed in section 610(b)(1)-(5):

s  Whether or not there a continuing need for this rule, consistent with the stated
objectives of the applicable statutes;

e  Whether the public has ever submitted comments or complaints about this rule;

o The degree of complexity of this rule;

e Whether some other federal or state requirement accomplishes the same
regulatory objective as this rule; and

» The length of time since the agency has reviewed this rule, and/or the extent to
which circumstances have changed which may affect regulated entities.

Particular attention should be paid to changes in technology, economic circumstances,
competitive forces, and the cumulative burden faced by regulated entities. Has the
irnpact of the rule on small entities remained the same?

Section 610(b) requires an agency to evaluate and minimize “any significant economic
impact of a rule on a substantial number of small entities in a manner consistent with the
stated objectives of applicable statutes.” To accomplish this, agencies may want to use an
economic analysis similar to the Initial Regulatory Flexibility Analysis (IRFA) under
section 603 of the RFA, taking into account the limitations on data availability and
limited agency resources.'! Agencies have the discretion to place significant weight on
other relevant factors, in addition to the types of economic data required by an IRFA.
These other factors include an agency’s experience in implementing the rule, as well as
the views expressed over time by the public, regulated entities, and Congress. With the
benefit of actual experience with a rule, the agency and other interested parties should be
in a good position to evaluate potential improvements to the rule. Several factors deserve
attention here such as the benefits achieved by the regulation, unintended market effects
and market distortions, unusually high firm mortality rates in specific industry sub-
sectors, and widespread noncompliance with reporting and other paperwork
requirements. Thus, a useful review should go beyond obvious measures such as
ensuring that regulatory requirements are expressed in plain language and that paperwork
can be filed electronically. The analysis should be aimed at understanding and reducing
burdens that unnecessarily impact small entities.

" See 5 U.S.C. § 603. Indeed, the legislative history of $.299, which became the RFA, notes that “[i]n
reviewing existing rules, agencies should follow the procedures described in sections 602-609 [of the RFA]
to the extent appropriate.” 142 Cong. Rec, H24,575, H24,583-585 (daily ed. Sept. 8, 1980). In the context
of a section 610 review, the elements of an IRFA analysis that should be present include: a discussion of
the number and types of small entities affected by the rule, a description of the compliance requirements of
the rule and an estimate of their costs, identification of any duplicative or overlapping requirements, and a
description of possible alternative regulatory approaches. See also Office of Advocacy, How 1o Comply
with the Regulatory Flexibility Act: A4 Guide for Government Agencies (May 2003} at 29-40, available at
http://www.sba.gov/advo/laws/rfaguide pdf.
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As a matter of good practice, the section 610 analysis should be based on relevant data,
public comments, and agency experience. The agency should make use of available data
and data supplied by the public, and indicate the sources of the data. To the extent that an
agency relies on specific data to reach a conclusion about the continuing efficacy of a
rule, the agency should be able to provide that data. The agency should explain its
assumptions so that stakeholders can understand its analysis.

Timing of the review: When does the agency have to start and finish?

The language of section 610 specifies that the review should take place within 10 years
after the date a rule is promulgated. While agencies need to gain some experience with a
rule before undertaking a retrospective review, the review may take place prior to the 10-
year mark. If an agency substantially revises a rule after its injtial promulgation, it is
arguable as to whether the 610 review may be delayed to correspond to the revision date.
Advocacy would not likely object to a revision of the date, but agencies should seek input
from Advocacy on this point.

Section 610 does not specifically set a limit on the amount of time for a rule review.
Some agencies have reported that they spend more than a year on each section 610
review. It is within an agency’s discretion to determine how much time it needs to spend
on retrospective rule reviews. Advocacy recognizes that section 610 reviews may take
more than a year in order to permit adequate time to gather and analyze data, to allow
public comment, and to consider those comments in the review. Of course, some reviews
could take less time, based on the complexity of the issues and the nature of the regulated
industry.

Agencies may wish to take advantage of the opportunity afforded in section 605(c) of the
RF A to consider a series of “closely related rules™ as one rule for periodic review
purposes. An agency can accomplish a comprehensive section 610 review of closely
related rules, satisfying the requirements of the RFA while potentially reducing the
agency resources required.

How should agencies communicate with interested entities about section 610 reviews
they are conducting?

Section 610(c) of the RFA requires agencies to publish in the Federal Register a list of
the rules they plan to review in the upcoming year. Agencies use the Unified Regulatory
Agenda for this purpc;se.‘2 This listing requirement is intended to give small entities
early notice of the section 610 reviews so that they will be ready and able to provide the
agency with comments about the rule under review. As a practical matter, however,
agencies often give stakeholders no other information about the ongoing status of a
section 610 review, what factors an agency is considering in conducting the review, how

"% The Unified Regulatory Agenda can be accessed at www.reginfo.gov.
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comments can be submitted to the agency, or, ultimately, the factual basis on which the
agency made its section 610 review findings.

Agencies should communicate with interested entities about the status of ongoing section
610 reviews, as well as those they have completed, to enhance transparency. This
information may be most efficiently communicated via an agency website or other
electronic media, and should inform interested parties of their ability to submit
comments, as well as the agency’s commitment to consider those comments. Several
agencies already utilize web-based communications as an outreach tool during section
610 reviews.”

Insights about an existing regulation received from regulated entities and other interested
parties should be a key component of a retrospective rule review. By making the review
process transparent and accessible, agencies are more likely to identify improvements
that will benefit all parties at the conclusion of the review. Advocacy can help agencies
who wish to communicate with small entity stakeholders — by hosting roundtables,
working through trade groups, and getting a specific message to a targeted audience.
Advocacy is ready to assist agencies in their outreach efforts.

Can other agency retfrospective rule reviews satisfy the requirements of section 6107

Yes. Agencies that undertake retrospective rule reviews to satisfy other agency
objectives may also be able to satisfy the periodic review requirement of section 610, as
long as the rule reviews are functionally equivalent. For example, agencies that
evaluated a current regulation pursuant to the Office of Management and Budget’s 2002
publicly-nominated rule reform process'® or OMB’s manufacturing rule reform process'
could qualify as section 610 reviews, if they otherwise met the criteria for section 610
review. Similarly, agencies that undertook retrospective reviews of their regulatory
programs because of complaints or petitions from regulated entities could qualify as
section 610 reviews — as long as the review includes the minimum factors required by
section 610. The best way for agencies to get “credit” for a section 610 review in these
circumstances is to communicate adequately with stakeholders, and with Advocacy.

Examples: In Advocacy’s view, what are some recent refrospective rule reviews
(conducted pursuant to section 610 or otherwise) that have been successful?

¢ Federal Railway Administration’s Section 610 Review of Railroad
Workplace Safety — On December 1, 2003, the Department of Transportation’s

B See, e.g., www.osha.gov, www.epa.gov, and www.dot.gov and search for “RFA section 610.”

' See Table 9, “New Reforms Planned or Underway — Regulations” and Table 10, “New Reforms Planned
or Underway — Guidance Documents™ in Jnforming Regulatory Decisions: 2003 Report to Congress on the
Costs and Benefits of Federal Regulations and Unfunded Mandates on State, Local, and Tribal Entities
(September 2003) at 26-34; available at www.whitehouse.gov/omb/inforeg/2003_cost_ben_final_rept.pdf.
** See Regulatory Reform of the U.S. Manufacturing Sector (2005).
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Federal Railroad Administration completed a section 610 review of its railroad
workplace safety regulations. After determining that the workplace safety
regulations had a significant economic impact on a substantial number of small
entities, the FRA examined the rules in light of section 610°s review factors.
Although the FRA did not recommend any regulatory change as a result of this
review, they provided a good description of its analysis of the workplace safety
regulations under each review factor and the agency’s conclusions. See
www.fra.dot.gov/downloads/safety/railroad_workplace_safety.pdf.

EPA’s RCRA Review - As a result of public nominations for reforms to the
Environmental Protection Agency’s hazardous waste management program under
the Resource Conservation and Recovery Act (RCRA), EPA evaluated the
program and identified duplicative requirements, such as forcing filers to submit
reports to multiple locations when one location is adequate. By reducing or
eliminating these procedures after public notice and comment, EPA enabled
regulated entities to collectively save up to $3 million per year while preserving
the protections of the RCRA program. The retrospective review was successful
because it involved a detailed review of the program’s requirements and their
costs, based on years of practical experience. The agency considered technical
changes such as computerization that have made some of the older paperwork
requirements redundant, and found ways to modernize the program to reflect
current realities. See 71 Fed. Reg. 16,862 (April 4, 2006).

OSHA Excavations Standard — In March 2007, the Occupational Safety and
Health Administration (OSHA) completed a section 610 review of its rules
governing excavations and trenches. These standards had been in place since
1989, and were designed to ensure that trenches do not collapse on workers and
that excavated material does not fall back into a trench and bury workers. In the
review, OSHA did a good job of seeking public input on how and whether the
rule should be changed. While the agency ultimately decided that no regulatory
changes to the standard were warranted, it did determine that additional outreach
and worker training would help continue the downward trend of fewer deaths and
injuries from trench and excavation work. OSHA concluded that its current
Excavations standard has reduced deaths from approximately 90 per year to about
70 per year. See 72 Fed. Reg. 14,727 (March 29, 2007).

FCC Section 610 Review of 1993-1995 Rules — In May 2005, the Federal
Communications Commission undertook a section 610 review of rules the
Commission adopted in 1993, 1994, and 1995 which have, or might have, a
significant economic impact on a substantial number of small entities. The FCC
solicited public comment on the rules under review, explained the criteria it was
using to review the rules, and gave instructions on where to file comments. This
approach was transparent because the agency allowed adequate time for
comments (three months) and gave interested parties sufficient information to
prepare useful comments. See 70 Fed. Reg. 33,416 (June 8, 2003).
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How can agencies get section 610 assistance from the Office of Advocacy?

The Office of Advocacy is ready to assist agencies that are planning a retrospective
review of their regulations, to ensure that the review fully meets the requirements of
section 610. Discussions with the Office of Advocacy are confidential interagency
communications, and the Advocacy staff is ready to assist you. For more information
about this guidance, or for other questions about compliance with section 610, please
contact Advocacy at (202) 205-6533.

October 2007
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DEPUTY COMMISSIONER, SMALL BUSINESS/SELF-EMPLOYED
DIVISION
INTERNAL REVENUE SERVICE
BEFORE THE
HOUSE COMMITTEE ON SMALL BUSINESS
SUBCOMMITTEE ON REGULATIONS, HEALTHCARE AND
TRADE

July 30, 2008

Good morning, Chairman Gonzalez, Ranking Member Westmoreland, and
distinguished members of the Subcommittee. My name is Chris Wagner and | am
the Deputy Commissioner of the Internal Revenue Service’ Small Business/Self-
Employed Division (SB/SE).

The SB/SE organization is made up of 26,000 employees who serve about 57
million taxpayers — roughly one third of the taxpaying population. Our taxpayer
base consists of nine million small businesses, including corporations and
partnerships with assets of $10 million or less; 41 million self-employed and
supplemental income earners; and seven million other taxpayers who file
employment, excise, estate, gift, fiduciary and international tax returns.

Small business men and women play a critical role in our nation’'s economy.
Small businesses represent more than 99 percent of all employers and employ
half of all private-sector workers. My division at the IRS is focused on serving the
small business and self-employed taxpayer community by helping them comply
with their tax obligations. Much of this mission is accomplished through
education and outreach efforts.

Today, 1 will discuss some of those efforts, including those related to the home
office deduction. But first | will address our compliance with the Regulatory
Flexibility Act and the opportunities we provide small businesses and the groups
that represent them to influence proposed regulations and to modify regulations
after they have been issued.

IRS Compliance with the Regulatory Flexibility Act

The Regulatory Flexibility Act (RFA) is a critical tool which requires Federal
agencies to complete and publish a regulatory flexibility analysis when a
proposed regulation will have a significant economic impact on a substantial
number of small entities. The IRS takes its responsibilities under the RFA very
seriously and within the IRS, compliance with the RFA is carried out primarily by
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the Office of Chief Counsel, working with the Treasury Department’s Office of
Tax Policy and Office of General Counsel.

However, for a number of reasons, not the least of which is the nature of the tax
laws enacted by Congress, the impact of the RFA on the IRS is not as great as it
is on other Federal agencies. Many of the tax laws enacted by Congress are
very specific and as such the regulations issued by the IRS to implement those
laws tend to be interpretive. In addition, when considering the impact of a tax
regulation on small business, we are allowed to consider only the administrative
impact of compliance not the burden the tax itself may have on a small entity. As
such, most of the regulations issued by the IRS are not subject to review under
the RFA.

| should stress that even though specific regulations may not be subject to RFA,
small businesses still have the opportunity to review, comment, and influence the
outcome of an IRS regulation prior to adoption. In addition to our internal review
of the regulations to determine compliance with the RFA, section 7805 of the
internal Revenue Code requires the IRS to send every published Notice of
Proposed Rule Making to the Chief Counsel for Advocacy of the Small Business
Administration for comment. The IRS considers and responds to all comments
made by the Office of Advocacy in the final regulations.

The RFA also requires agencies to review certain regulations after publication.
However, again, because of the interpretative nature of most IRS regulations,
there are only a very small number of tax regulations that are subject to
retrospective review as required by RFA.

However, each year the Treasury Department and the IRS solicit input from the
public, including small entities, concerning subjects on which the public would
like to see published guidance. Public submissions often include
recommendations to revise existing regulations. The cost or difficulty in
complying with existing regulations, or a complaint that regulations adversely
affect small entities, are potential grounds to amend the regulations.

Those comments and submissions are carefully considered by Treasury
Department and the IRS in compiling the annual Guidance Priority Plan, as well
as in drafting the text of the regulations themselves.

Efforts to Help Smalil Businesses and the Self-Employed

The Small Business/Self Employed division of the IRS does not exist just to
enforce the law against small business. We have an obligation — in fact a core
value — to also assist smail businesses understand and comply with the tax law
through a series of taxpayer service programs. This taxpayer service aspect of
what we do is critical because we know that some noncompliance reflects a lack
of understanding by the small business of their true tax obligation.
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For example, one of the issues that | know this Subcommittee is very interested
in is the home office deduction. 1 discuss this issue in greater detail iater in my
statement. However, below are a few of the ways we work with the public and
third party stakeholders to help small businesses comply with the home office
deduction provisions:

We have posted information on IRS.gov, such as Tax Topic 509, which
provides basic guidelines and links to other resources, including Publication
587, Business Use of Your Home, and Form 8829, Expenses for Business
Use of Your Home.

We work with partners, such as the Small Business Administration, state and
local government agencies and community organizations to provide Small
Business Tax Workshops and other educational seminars to current and
prospective business people throughout the United States. Home office
issues are discussed in many of these events by qualified instructors, such as
IRS technicians and tax professionals.

We have produced educational materials to supplement forms and
publications, such as the Virtual Small Business Tax Workshop, which can be
viewed online at IRS.gov or ordered as a DVD — up to five copies may be
ordered for free. An entire chapter of the workshop is devoted to home office
expenses.

We issued Fact Sheet FS-2006-25, Home Office Deduction Reminders, in
September 2006. The fact sheet is still used in outreach and is available on
IRS.gov in English and Spanish. We are currently working to update the
material and expect to reissue the fact sheet this fall.

Burden Reduction

In addition to reaching out and trying to assist small businesses comply with the
law, the IRS alsc has an Office of Taxpayer Burden Reduction (OTBR) which
exists, at least in part, to reduce the burden on small entities. Some of the steps
take by OTBR to reduce the burden on small business include:

e Form 13285A, Reducing Taxpayer Burden on America’s Taxpayers, was
created so the public could participate in identifying taxpayer burden
reduction. This form provides taxpayers with a process for submitting
ideas for consideration directly to the Office of Taxpayer Burden
Reduction. The form is available on IRS.gov.

» The Industry Issue Resolution (IIR) program was created to give
taxpayers, industry associations, and other interested parties a vehicle for
submitting burdensome business tax issues for possible resolution
through published or administrative guidance. The goal is to resolve
quickly tax issues that are common to a significant number of business
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taxpayers by providing targeted guidance on specific tax issues. Under
the program, the IRS has issued guidance that has reduced costs, burden,
and uncertainty for taxpayers.

o Practitioner and Small Business Forums with national and local level tax
professionals and small business associations provide an opportunity for
taxpayers to share feedback on burden reduction initiatives before they
are implemented. These forums also provide a means for identifying and
resolving burden issues and communicating initiatives as they become
available.

Completed Projects

Recently we have completed a number of projects that should be of benefit to
small businesses:

« increased the Business Expense Threshold to $5,000 from $2,500 on
Form 1040, Schedule C-EZ ~ The threshold for small business taxpayers
who file Schedules C or C-EZ for reporting business expenses was raised
from $2,500 to $5,000. This enabled approximately 500,000 eligible
taxpayers to file a Schedule C-EZ instead of the regular Schedule C.

¢ S Corporation Elections — Implemented Revenue Procedure 2007-62
which provides a simplified method for taxpayers {o request relief for a late
S corporation election. This now permits taxpayers to file Form 11208,
U.S. Income Tax Return for an S Corporation, and Form 2553, S
Corporation Election, simultaneously. The change was effective for
taxable years ending on or after Dec. 31, 2007.

« Extensions to File — Individuals, including Form 1040 Schedule C filers, are now
able to use a redesigned IRS Form 4868, Application for Automatic Extension of
Time to File U.S. Individual Income Tax Return, to get an automatic six-month
extension of time to file. This replaces the prior two-step process.

+ Form 940 (Employer’s Annual Federal Unemployment Tax Return)
Redesign — The Form 940 and Form 940EZ have been combined into
one simplified plain language form and have been designed for scanning.

¢ Increase the FUTA Minimum Deposit Threshold - Effective 2005,
we increased the threshold for FUTA deposits $100 to $500. The reduced
burden for 2.6 million taxpayers per year and eliminated the requirement for
taxpayers with eight or less employees from having to make three tax deposits a
year. This saved taxpayers who fall under the new threshold from having to
make 7.8 million deposits a year.

» Redesigned Form 941 — Revised in 2005, the new version features and
improved layout and employs "plain language" instructions.
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+ Form 944 - Beginning in 2006, small business taxpayers can file their
Employment Taxes once a year using Form 944, instead of four quarterly
Form 941 returns. Currently about 500,000 taxpayers benefit from this
program.

* Qutreach — We launched a campaign in April to help educate new small
business owners. The effort will provide first-time Schedule C (Profit or
Loss from Business) filers with improved and updated educational
materials on a variety of issues including home office deductions.

The Home Office Deduction

One of the issues of interest to this Subcommittee and on which we attempted to
relieve the burden on small businesses is the home office deduction. We have
received extensive comments on the need to simplify the deduction and we have
looked at ways to simplify the deduction so that everyone who is eligible can
claim it.

In 1976, Congress passed legislation limiting tax deductions for offices in the
home. Internal Revenue Code (IRC) section 280A, enacted in 1976 and revised
in 1997, provides the limited circumstances in which an individual oran S
corporation taxpayer may take a deduction for an office in the home.

The deductions for home office expenses are generally limited to parts of a home
that are exclusively used on a regular basis:

* As a principal place of business for any of trade or business,

* As a place of business used by patients, clients, or customers to meet in
the normal course of trade or business, or

+ In connection with a trade or business if in a separate structure that is not
attached to the home.

Exceptions to these rules apply to space used on a regular basis for storage of
inventory or product samples and used for certain daycare facilities.

Changes made by the Tax Relief Act of 1997 expanded the definition of a
taxpayer's “principal place of business” to allow more taxpayers to deduct home
office expenses. This was a legislative override of a Supreme Court case
(Commissioner v. Soliman, 506 U.S. 168 (1993)) that denied a home office
deduction to an anesthesiologist who had no place but his home office to perform
the administrative duties of his medical practice. Under the change, a taxpayer
such as an anesthesiologist , an independent plumber, or a health care worker,
whose business is mainly conducted and revenue generated outside the home
office, may nonetheless claim the home office deduction if he or she has no other
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location in which to conduct the management and administrative duties of the
business. This change increased the number of taxpayers eligible for the
deduction without affecting the intended unambiguous relationship to business
activity.

Due to technological advancements and other significant changes to the
business environment since 1976, many more small businesses are now able to
operate effectively out of the home. In fact, according to the Small Business
Administration, home-based businesses represent over 50 percent of small
businesses. This evolution makes the benefit of claiming a business deduction
for an office in the home ever more valuable to small business taxpayers.

We have also seen a growth in the use of the office in the home deduction on tax
returns with the self-employed business schedule attached from 2.6 million in
Tax Year (TY) 2002 to 3.3 million in TY 2006. Even with this increase, there are
some indications from Census surveys that a substantial number of taxpayers
with home office expenses are not claiming them on tax returns,

One of the reasons that the home office deduction might be underutilized might
be that understanding and complying with the rules for deducting home office
expenses can be difficult for small business and self-employed taxpayers. The
clear intent of the law was to limit deductions of business use of the home to
those expenses that have an unambiguous relationship to the business activity
as opposed to personal use.

Taxpayers claiming deductions for home office expenses must not only
understand the rules for when a business deduction is permitted, but they also
must make appropriate computations and keep records to substantiate those
deductions. As part of the record keeping, taxpayers must ensure that they do
not double deduct expenses related to the home that are already permitted as an
itemized deduction on their return, and they must ensure they take appropriate
recognition steps if they sell their home.

However, from data collected by the IRS it is clear that many taxpayers do not
understand this process.

In August 2007, the IRS conducted an analysis of the National Research
Program (NRP) study of Tax Year 2001 individual returns and found that a
significant number of taxpayers made errors when claiming home office
deductions.

Using the NRP data, we estimate that almost 2.3 million — 1.8 percent — of the
timely-filed tax returns for 2001 deducted home office expenses on Schedule C,
for a total deduction amount of around $5.8 billion. We further estimate that 33.7
percent of those taxpayers overstated their deduction, 12.8 percent understated
their deduction, and only 53.6 percent reported the correct amount.
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In other words, almost half the taxpayers claiming a home office deduction made
errors. The data does not show whether these errors were unintentional and
simply a result of the complexity of the regulations or whether they represented
deliberately misreported amounts.

The IRS’ Office of Taxpayer Burden Reduction has taken a close look at the
home office deduction to determine what options are available to make claiming
the deduction easier. The Office explored a number of possible ways to simplify
the computations required to claim the business deduction and concluded that
reducing burden on business taxpayers with home office expenses may be best
accomplished through a legislative change.

One of the problems we identified was the statutory requirement to recapture
depreciation. Homeowners claiming deductions for an office in their personal
residence are required to recapture depreciation “allowed or allowable” when
selling their home — in other words, whether a depreciation deduction is claimed
or not. That means additional computations and a possible tax liability when the
home is sold, even if they had not included a depreciation deduction on their tax
returns.

The IRS will continue to look at this issue, including exploring opportunities to
simplify the rules and make Form 8829 easier fo use.

It is our aim to find ways to ensure those who work out of their homes and are
entitled to take the deduction can do so as accurately and with as little burden as
possible.

Thank you, Mr. Chairman. 1 will be happy to answer any questions you and the other

Members of the Subcommittee may have.
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Mr. Chairman, Ranking Member Westmoreland, and members of the Subcommittee —
good morning. I am Paul Renker, an architect, small business owner, and member of the
American Institute of Architects. Since nearly half of the AIA’s members own or work

for small firms, we appreciate the work that this Committee does for small businesses.

Thank you for inviting me to discuss two federal procurement regulations that have been
identified under the Small Business Administration’s (SBA) 3 Initiative as being
burdensome on small businesses that contract with the federal government: retainage for

architectural and engineering services and reverse auctions.

Commonly referred to as the “retainage clause,” the Federal Acquisition Regulation
{FAR) rule for fixed-price architectural-engineering services (48 CFR 52.232-10) allows
federal agencies to impose a 10-percent withholding, or retainage, on fees for firms
providing architectural and engineering services. This rule allows federal contracting
officers to withhold 10 percent of the amount owed to A/E firms under the contract unti}
the full construction of a project is complete. The 10-percent withholding for design
services is out of line with other federal contract payment regulations, which typically

have no withholding fee or a maximum of a five percent withholding.

Earlier this year, as part of the SBA’s r3 initiative, the SBA identified the 10-percent

retainage clause as one of the Top 10 federal rules in need of reform. This retainage
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clause presents an unnecessary burden to nearly 230,000 small A/E firms® who contract
with the federal government. This is a strong deterrent for those small firms wishing to

pursue federal contracts for three reasons.

First, 10 percent is higher than the amount withheld under many other types of service
contracts. As the Administrator of the Council on Federal Procurement of Architectural
and Engineering Services (COFPAES), of which the AIA is a member, recently testified
before this Committee, “10 percent withholding for design services is ... out of line with
other federal contract payment regulations which typically have no withholding fee or a

maximum of a five percent withholding.”

For small design firms with very small profit
margins and tight cash flows, having 10 percent (or greater) of their fee held back for
what could be years is very troubling. The withholding restricts the cash flow of small

businesses and in some instances is in addition to any insurance requirements that may be

imposed.

Second, A/E firmas typically complete the major portion of their work (the design phase
of a contract) long before construction is complete, leaving the architectural firm short of

10 percent of the payment arnount for a substantial period. The result, as the Chairman of

! Small Business Administration Regulatory Review and Reform Initiative Regulatory Review and Reform
(r3) Top 10 Rules, 2008- hitp://www.sba.gov/advo/r3f3_services08.htmi#se

2 Testimony of John M. Palatiello, Administrator, Council on Federal Procurement of Architectural &
Engineering Services before the House Committee on Small Business (March 6, 2008).
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the American Council of Engineering Companies Small Firms Council recently said, is

“an interest free loan to the federal agencies at small firms’ expense.’”

Third, a 10-percent retainage requirement is not necessary in order to protect taxpayers.
There are common methods of determining whether performance of architectural services
has been satisfactory long before payment for services or completion of construction.
Furthermore, the withbolding is counter to the Brooks Act (Public Law 92-582), which
established the qualifications-based selection (QBS) process for A/E firms. The QBS
process ensures that only the most competent and capable firms - those with a proven
track record of good performance ~ are selected for design contracts with federal

agencies, even before they negotiate potential fees.

The 10-percent withholding rule is causing significant financial hardships on small A/E
firms contracting with the federal government. I would like to take a few moments to

relate our firm’s first experience with a federal project.

Through the QBS process our firm was chosen and awarded a contract to design a new
Job Corps Center for the U.S. Department of Labor in St. Petersburg, FL. This was a

small business award, and we are very proud and happy to have been selected.

We started fee negotiations at the beginning of June 2006. We completed fee negotiation

and received our notice to proceed approximately 115 days later on September 25, 2006.

* Submission of the Chief Counsel, Office of Advocacy, Small Business Administration, to the Office of
Management and Budget, March 13, 2008.
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We received our first payment for services approximately 105 days after our notice to
proceed, or approximately 220 days from the start of fee negotiations. I mention this
because our firm, as a small business, has to staff and plan for large projects such as this.
This resulted in our firm incurring costs and expenses for salaries and overhead for 220
days without compensation. Our firm was forced to borrow money to maintain salaries
and expenses. When compensation was received, 10 percent was withheld, further

impacting our cash flow.

‘We understand that the intent of the 10-percent retainage is to protect the government and
taxpayers, to help ensure they receive services equal to or greater than for services paid.
However, this is not required under the system under which architects and engineers

provide services.

In our case the Department of Labor contract includes a handbook and detailed
descriptions of services and deliverables required for payment. We are required to
submit progress documentation of our work at 15-percent, 30-percent, 60-percent and
100-percent milestones. In each case we submit our progress documents to other
professionals hired by the Department of Labor. These professionals review our work in
great detail for compliance with submittal requirements as well as compliance with the
design program intent. Only after our submittal is reviewed and approved by the
Department of Labor is our Invoice for Services accepted and processed for payment.
Once our invoice is accepted, payment is normally made electronically in 30 days. But

payment from completion of our work at each submittal was actually 43 days at thel5-
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percent submittal, 46 days at the 30-percent submittal, 49 days at the 60-percent submittal
and 76 days at the 100-percent submittal. As you can see there are already very strong
safeguards in place to protect the government and taxpayers without the additional

burden of the10-percent retainage.

The 10-percent retainage of our fees was held in increasing amounts over the entire
period of design services. After the project was successfully bid we were told that we
could write 2 letter requesting the Department of Labor release our retainage for design
services. We received our 10 percent retainage, without interest, approximately 500 days

(one year and four-and-a-half months) after our contract notice to proceed.

The 10-percent retainage was started again during construction administration services
and to the best of my knowledge will continue for the full duration of construction, or
approximately for 527 days. It should also be noted that 10 percent is not retained from

the contractor’s pay requests.

When this rule was incorporated into the FAR in 1984, the FAR council included a clause
that would allow the release of the withheld funds when the design services (the A/E
firms’ portion of the work) have been satisfactorily compleled.4 In recent years,
however, many A/E firms have reported that, as in our case, contracting officers continue

to withhold the 10-percent until full construction of the project is complete.

* 48 CFR. 52.232-10 - “payment may be made in full during any months in which the Contracting Officer
determines that performance has been satisfactory.”
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As noted previously, the SBA has listed the 10-percent retainage requirement for A/E
contracts as one of the top ten federal rules for review and potential reform, saying that a
“change in this regulation will help increase the cash flow of small A&E firms that
contract with the federal government. This change should also encourage more firms to
enter the federal procurement market, with concomitant improvements in the quality of

services.”

As the Small Business Committee is dedicated to opening the federal
marketplace to small businesses, we strongly encourage Congress to fix this burdensome

regulation,

In order to level the procurement playing field, Congress should eliminate the retainage
requirement and take steps to ensure that contracting officers make full payment when
the design services themselves have been satisfactorily performed rather than when the
entire construction project is complete. This will ensure that small A/E firms are able to
pursue work with the federal government without placing their businesses’ financial

stability on the line.

Another issue on the SBA’s 13 agenda is reverse auctioning. According to the SBA:

In the federal government’s procurement system, the live electronic reverse
auction technique was designed as a contracting tool to provide contracting
officers with flexibility to make contract awards in a timely manner. Bidders who

use the technique submit their bids through an online intermediary and are

> Small Business Administration, Office of Advocacy, “Small Business Regulatory Review and Reform
Initiative, Regulatory Review and Reform (r3) Top 10 Rules, 2008.”
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informed of competitors’ prices but not their identity. Bidders offer successively
lower prices until no lower price is offered. The agency must then decide whether
it will make the award. Some current techniques used by contracting officers may
have the unintended result of circumventing Federal Acquisition Regulation
(FAR) Part 19, which requires agencies to set aside certain dollar threshold
contracts for small businesses. The problem exists because no specific FAR

regulation instructs contracting officers in how to use the reverse auction tool.

The Office of Advocacy has recommended development of rules that continue to provide
contracting officers with the flexibility of reverse auctions while not conflicting with

FAR Part 19 small business competition requirements.

The AIA and most other construction entities view reverse auctions as a dangerous
concept that induces bidders, in their efforts to be the lowest bidder, 1o reduce labor and
supervision to levels that could endanger safety and lessen quality. In fact, we believe
that reverse auctions violate the qualifications-based selection procedures outlined under
the Brooks Act (Public Law 92-582) and FAR Part 36.6. Architects and engineers
provide a unique service and are not commodities. Because of this, their services cannot
be procured in the same manner as office supplies, computers or automobiles, where

there is a standard benchmark to compare the products being bid on.

§ SBA Office of Advocacy, hitp://www.sha.cov/advo/t33_auction08.himliftay
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In summary, rules like the ten percent retainage and reverse auctions present considerable
roadblocks to small and emerging A/E firms that want to help design and build the
buildings that are literally symbols of our nation’s vitality, stability and grandeur. We
hope that as this Subcommittee continues to explore ways of ensuring that federal
procurement laws and regulations provide ample opportunities for small businesses to
compete, it also recognizes the unique role that architects and engineers play in ensuring
the health, safety and welfare of the millions of people to work in and visit federal

facilities every year.

Thank you, Mr. Chairman and members of the Subcommittee, for giving me the

opportunity to testify today. I will be pleased to answer any questions you may have.
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Chairman Gonzalez, Ranking Member Westmoreland and members of the
Subcommittee on Regulations, Healthcare and Trade:

| appreciate the opportunity 1o be here today. As a member of the NFIB since
1980, a former board member, and a founding member of the NFIB Texas
Leadership Council, | am pleased to offer my testimony. My business, Dixie Flag
Manufacturing Company is a small family business in San Antonio. My parents
and my grandmother started the company in my bedroom in 1958, so this year
we are proud to be celebrating our 50th year in business. In that 50 years we
have had the privilege to provide jobs and opportunities to some terrific men and
women and to be the first employment experience for a number of our
employees’ children. | come here today not only representing small business
owners, but also the millions of people who depend on small businesses for their
livelihood.

At the outset, | want to commend the Committee for holding this hearing today on
the Office of Advocacy’s Regulatory Review and Reform Initiative, or R3 - an
effort to identify outdated and ineffective federal regulations. The compiexities of
the federal regulations are especially onerous to small businesses, so |
appreciate that the Committee’s interest in addressing this important topic.

INTRODUCTION

NFIB'’s national membership spans a wide range of small business operations,
from one-person enterprises to firms with hundreds of employees. In fact, the
average NFIB member employs eight to ten people and has gross receipts of
about $500,000 per year.

While there is no one definition of a small business, all NFIB members have one
thing in common,; their businesses are independently owned. Clearly, we are
talking about the truly small businesses—businesses whose priorities and
abilities to handle regulatory challenges are greatly different from their larger
counterparts.

REGULATORY BURDEN

Earlier this year, the SBA Office of Advocacy released the 2008 Top 10 Rules for
Review and Reform, an effort to identify outdated and ineffective federal
regulations. Drawn from over 80 rules nominated by small business owners, the
recommendations were transmitied to the various federal agencies for further
action,

The r3 program strikes right at the heart of one of the major burdens facing
America’s small business, the cumulative federal regulatory burden. Being a
small-business owner means, more times than not, you are responsible for
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everything, including ordering inventory, hiring employees and dealing with the
mandates imposed by federal, state and local governments. That is why
government regulations, and the paperwork they generate, should be as simple
as possible. The less time a small business spends with "government overhead,"
the more they can spend improving their business, employing more people and
growing America's economy.

Unreasonable government regulation, especially paperwork burdens, continues
to be a top concern for small business owners like me. Regulatory costs per
employee are highest for small firms, and our members consistently rank those
costs as one of their most important issues.

A recent report commissioned by the SBA estimated the regulatory compliance
costs for firms with fewer than 20 employees. Five years ago, that cost averaged
$6,975 per employee, per year, but now that figure has risen by nearly 10
percent, to $7,647 per employee, per year. Put another way, for an NFIB
member with five employees, regulatory costs now approach a total of nearly
$40,000.

The r3 program plays an important role in regulatory reform, urging agencies to
write regulations that are easy to read and understand, and to review the impact
each regulation has on small business. For its part, Congress plays an important
oversight role by looking at both new federal regulations and changing those
already on the books. To keep up with the changing environment, regular
evaluation is imperative to find outdated, ineffective and onerous regulations.

STANDARD HOME OFFICE DEDUCTION

With respect to the specific recommendations of the r3 program, one provision is
of particular interest to NFIB members is the Standard Home Office Deduction.
This issue is of particular interest to me because my parents started Dixie Flag
Manufacturing Company in my bedroom in 1958. Dixie Flag now employs 45
people, but then it was just my dad, my mom and my grandmother.

Home based businesses are one of the fastest growing segments of our
economy, representing 53 percent of all small businesses. Entrepreneurship is
especially booming among minority groups. According to the latest U.S. Census
Bureau data, the number of minority owned businesses is growing four times
faster than all U.S. firms and currently totals more than 3 million companies.

While the rate of new and home-based business continues to grow, the existing
home deduction remains burdensome and complicated. |t requires a small
business owner to determine how much of their house is used for business and
to keep detailed records that substantiate the deduction.
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The complicated record keeping now required by the IRS to qualify for a home
office deduction is a barrier to many who would gualify but do not have the time
and staff to do the paperwork. That barrier would be removed if a "standard
deduction” for home-based businesses were allowed.

NFIB members believe that small, home-based businesses should have the
option of either a standard home office deduction, or using the current system.
The standard deduction would allow the business owner to claim a deduction he
or she is entitled to, reduce the filing burden, and ultimately improve tax
compliance.

In conclusion, | appreciate the opportunity to comment on the r3 program and the
impact of federal regulations on small businesses owners. Along with the other
small, independent business owners who make up the membership of the NFIB, |
hope that Congress will continue to take significant steps to reduce this burden
and that federal agencies will adopt the r3 recommendations suggested by SBA’s
Office of Advocacy.

Thank you again for the opportunity to testify. | look forward to answering any
questions you might have.
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1 would like to begin by thanking Chairman Gonzalez, Ranking Member Westmoreland and
Members of the Subcommiittee for the opportunity to speak to you today on an issue that is
important to my business as well as to all the home-based entrepreneurs represented by the

National Association for the Self-Employed.

My name is Scott Scribner and I've been a member of the NASE for a number of years. Along
with my wife Barbara, I own a real estate sales business in Plano, Texas. We’re involved mostly
in residential sales and investments in the North Texas area. Before that [ was a commercial
banker and President of a small East Texas bank. Our business currently has one full time
employee but we hope to expand our team in the near future. We’ve operated the business

primarily from home thus, I have been contending with the home office deduction for 14 years.

Earlier this year the NASE nominated the home office deduction for the SBA Office of
Advocacy’s Regulatory Review and Reform (r3) initiative. As you may be aware, after review
of over 80 nominated regulations the SBA Office of Advocacy selected the home office
deduction as one of their Top 10 Rules for Review and Reform in 2008. I am pleased to see our
nation’s legislators and the Small Business Administration taking an interest in making this

deduction simpler for home-based businesses.

Due to the complexity and time burden of calculating the home office deduction, I quickly turned
to an accountant for assistance. However, a majority of my fellow self-employed business
owners prepare their taxes without professional assistance and thus, must navigate the home
office deduction on their own. Key hurdles faced by the self-employed in taking this deduction
are the strict qualifying requirements, the complexity of the form and instructions, and the

underlying fear that employing this tax benefit will flag them for review or audit by the IRS.
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Micro-business owners face stringent and confusing requirements to qualify for the home office
deduction, IRS publication 587, Business Use of Your Home, devotes five pages in an atterapt to
explain and clarify the key requirement for taking the deduction: exclusive and regular use of
your home as your principal place of business. While the IRS does its best to make clear what
they mean by exclusive and regular, many assumptions are left to the business owner. In
addition, the overall qualifying provisions are a bit strict. If | had a storefront or leased office
space, there are no penalties for putting personal use items like a television in my place of
business or having a family member stop by for a visit and unexpectedly look something up on
my computer. Yet because I work from home, the above circumstances could disqualify me

from utilizing the home office deduction.

Once a small business owner qualifies for the deduction, he or she then faces the complexity of
the IRS form. A self-employed business owner such as I must differentiate between direct and
indirect expenses and also between deductible mortgage interest and excess mortgage interest.
Some of the expenses are deductible even if the business has a loss and some aren’t. Some
casualty losses go on line 9 and some go on line 27. I am not a tax expert and confusing

questions such as these is what led me to seek professional help.

In addition, the words “see instructions™ appear on this one page tax form 14 different times.
Those instructions say the form will take an average of 1 hour and 15 minutes to complete. Ican
tell you from personal experience it takes much longer than that to prepare IRS Form 8829. 1
believe that the time it takes over the course of the year to manage and maintain the paperwork
necessary to prepare the required calculations for the home office deduction has been neglected
in the IRS’s estimation. This complexity and time burden of the home office deduction is a large
deterrent to utilization. Many small businesses who qualify for this important deduction do not

take it because it is too onerous to fill out the form.
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The lack of clarity present in the requirements to take the deduction and the preparation of the
form enhances the concern of the self-employed owner that he or she may do something
incorrectly. There is large-scale concern of the subjective nature of this deduction. In a May
2008 survey conducted by the NASE, only 27% of members working from a home office took
the home office deduction. The fear of being “red-flagged” by the IRS for review and/or audit

was the top reason why qualifying business owners did not utilize the home office deduction.

The question remains: what can we do to improve this regulation for small business? The
answer is simple: a standard home office deduction option. Once a self-employed business
owner meets the qualifications for the deduction, he or she can choose to itemize and fill out the
form in the manner currently advised by the IRS or, the business owner may choose to elect the
standard deduction option which provides for a flat-rate deduction. The NASE recommends a
standard deduction within the range of $1,500 to $2,500 and indexed annually for inflation.
Providing a standard deduction could save many home-based entrepreneurs time and money. In
addition, it alleviates confusion surrounding the home office deduction and thus, the concern that

the business will be targeted by the IRS.

At present, the Home Office Deduction Simplification Act (H.R. 6214) has been introduced by
Rep. John McHugh and would provide a $1,500 standard deduction option for home-based
businesses. In addition, House Small Business Committee Chairwoman, Nydia Velazquez, is
preparing legislation that would also include a standard home office deduction. I encourage
Congress to support these pieces of legislation and help the 52% of small businesses who work

from their home.

Please remember that complex and time-consuming tax regulations only make it more difficult
for the self-employed community to comply with the tax code. This burden imposed on micro-

business is disproportionate to that of larger businesses because smaller firms do not have
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accounting and legal departments at their disposal to decipher and comply with the maze of tax
regulation. Thus, as a member of the NASE and a home-based entrepreneur, I encourage you to
help streamline burdensome regulations like the home office deduction for all of our nation’s

self-employed.
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Thank you Chairman Gonzalez, ranking member Westmorland, and members of the
subcommittee for your interest in the Mine Safety and Health Administration’s (MSHA)
regulation of explosives. Because its regulations are nearly up to four decades old,
MSHA’s approach is inconsistent with industry standards, national consensus standards,
and other agency’s regulations. These inconsistencies expose miners to undue risk and
waste the resources of mining operators and contractors, the vast majority of whom are
small businesses.

The last 22 years of my professional career have been devoted to improving the safety
of explosives in the public domain. | received a B.S. and M.S. in Mining Engineering from
the University of Pittsburgh in 1985 and 1986. After a short time as a sales
representative for an explosives company, ! spent 12 years researching explosives safety
for the U.S. Bureau of Mines (USBM]} and then the National Institutes for Occupational
Safety and Health. As such, nearly all that research focused on mine safety. For the last
10 years, | have carried on my “life’s work” as the Manager of Technical Services for the
institute of Makers of Explosives.

The IME is the safety and security institute of the commercial explosives industry. Our
mission is to promote safety and security through the protection of employees, users,
the public and the environment; and to encourage the adoption of uniform rules and
regulations in the manufacture, transportation, storage, handling, use and disposal of
explosive materials used in blasting and other essential operations. IME member
companies produce over 98 percent of the high explosives, and the vast majority of
blasting agents and oxidizers. These products are used in every state of the Union and
are distributed worldwide.

IME estimates that over 3,000 government entities regulate the civil use of explosives in
the United States. it seems like an outrageous number, but these agencies run from the
federal level down to municipalities and, at each level, different agencies are often
responsible for mining, protecting the environment, security, transportation, or
employee safety. These mandates and regulations often overlap. Therefore,
consistency, whenever possible, is paramount to small business blasting contractors’
ability to comply with the cacophony of regulations that apply to them,
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Based on my extensive involvement with or as a member of many national consensus
standard setting bodies and my intimate familiarity with the vast set of regulations that
impact explosives, the MSHA explosives regulations are unacceptably out-of-step with
the times. This is most unfortunate considering that 87 percent of explosives are
consumed in mines; 65 percent consumed in surface coal mines alone.! The National
Fire Protection Association’s national consensus standard, NFPA 495, which addresses
explosives safety, has been updated 10 times since MSHA’s surface coal regulations
were apparently cast in stone in 19717

Since 1999, | have been in many meetings and discussions with MSHA officials and
employees at all levels, labor representatives, and mine operators regarding updating
these regulations. Despite universal agreement that the regulations need to be updated,
MSHA cannot seem to find the will to make it happen.

For the remainder of my testimony, | will describe the most significant vulnerabilities
and burdens created by MSHA's lack of attention to explosives in recent years.

Inconsistencies with Current Best Practices

There are many examples where MSHA’s regulations are inconsistent with current best
practices. Even MSHA’s own regulations for coal and metal/nonmetal mines are
inconsistent with each other. These inconsistencies expose miners to higher levels of
risk than other explosives users and waste the resources of operators.

Perhaps the most glaring inconsistencies exist with the fundamental concepts of “blast
site” and blast area.” itis hard to imagine a use of explosives where these two concepts
should not apply.

MSHA’s coal regulations do not recognize the fundamental concept of keeping the
“blast site” clear of unauthorized personnel and equipment. MSHA’s metal/nonmetal
regulations® and nearly every other U.S. explosives safety standard are consistent in this
regard. Instead of using the standard language, the MSHA surface coal regulations
require demarcating “areas” where there are “charged holes.”* Besides not prohibiting
the unsafe act itself, the size of the “area” is not defined. The exact meaning of the
term “charged holes” has been a regularly occurring issue of contention between
operators, MSHA, labor and IME.

* http://minerals.usgs gov/minerals/pubs/commodity/explosives/myb1-2006-explo.pdf.
> NFPA 495, Explosives Materials Code, 2006 ed.

® 30 CFR 56/57.6306(c).

* 30 CFR 77.1303(g).
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MSHA’s coal regulations do not recognize the fundamental concept of clearing the
“blast area” before attaching a device capable of firing the shot. MSHA’s
metal/nonmetal regulations® and every other U.S. explosives safety standard are
consistent in this regard. Instead of using this well-understood term of art, the MSHA
surface coal regulations require clearing personnel from a “blasting area”, but does not
clearly state when this should take place.® The terms “blasting area” and “blast area”
are used elsewhere in the coal regulations where the “blast site” would normally be
used.” This regulation should be crystal clear since MSHA claims that failure to maintain
blast area security causes half of the explosives accidents in mines.?

IME’s written nomination of MSHA’s explosives regulations to the SBA’s r3 initiative
describes 13 more examples of safety gaps in MSHA's explosives regulations for coal
mines. | am attaching a copy for the hearing record.

Some of MSHA's regulatory inconsistencies do not necessarily cause safety gaps, but do
waste the resources of small businesses. Rules written for the days when black powder
was the dominant blasting material are still on the books and enforced by MSHA despite
no basis in safety. Storage practices allowed by all other agency regulators in the U.S.
are considered illegal by MSHA. Federal Mine Safety and Health Review Commission
Chairman Michael Duffy recently described a novel MSHA explosives enforcement
action in this area as “regulatory bait and switch.”®

Outdated References

MSHA does not have a current definition of “explosives” in their regulations. While we
support the use of U.S. Department of Transportation {DOT) definitions for the
classification of explosives, MSHA’s metal/nonmetal regulations refer to nonexistent
sections of DOT’s regulatory code for its definitions of “detonator”, “blasting agent” and
“explosive.”’® Likewise, the surface coal regulations have a different definition of
“blasting agent” than DOT. Both sets of MSHA regulations still use the explosives
classification system (Class A, B and C) abandoned by DOT in 1992, Recently, an
Administrative Law Judge kindly described MSHA’s definition of blasting agent as being
“not helpful” to the case.™ ‘

®30CFR 56/57.6306{e).

®30 CFR 77.1303(h).

730 CFR 77.1303(gg), (kk), and {i}; and 30 CFR 75.1325(c}{1) and {2}, 75.1326(a) and (b}

& Verakis, H., “An Examination of Mine Blasting Accidents Over a Quarter of a Century”, ISEE, Praceedings
of the 32™ Annual Conference on Explosives and Blasting Technique, Jan. 29 — Feb. 1, 2006, Dallas, TX.

2 http://www.fmshre.gov/decisions/commission/cent2006-128-11302007.pdf

*%30 CFR 56.57.6000

* http://www.fmshrc.gov/decisions/ali/ct2006-128.pdf
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MSHA’s metal/nonmetal regulations also reference nonexistent sections of the Bureau
of Alcohol, Tobacco, Firearms and Explosives’ (ATF) regulations.”? A critical error
considering that, through a Memorandum of Understanding, MSHA agrees to help carry
out ATF’s congressional mandate to secure explosives commerce outside of
transportation.

The MSHA coal regulations require the mixing and storing of blasting agents to be in
compliance with a 1963 USBM standard™® “or subsequent revisions.”** The document
was revised in 1977 by the USBM®® but was given a different title than what appears in
the regulation, making it virtually impossible to find the document that is currently
incorporated by reference into the regulation. This type of pe}petual reference
circumvents the appropriated rulemaking process and seems to be the very sort of
instance Congress intended to avoid by passing the Administrative Pracedure Act.*®
Needless to say, bulk explosives technology has changed dramatically since 1963 and
1977. For example, the 1977 document does not address bulk emulsions, a type of
blasting agent used extensively today. Dating itself, the 1977 document states that “AN-
FO is now supplied mostly premixed”, something that occurs rarely today.

Barrier to Improved Technology

Because the outdated regulations do not address the latest explosives products and
their applications, small businesses are prevented from incorporating new technology
and procedures that will improve safety, security, and operational efficiency. Large
companies are also disadvantaged but have more resources and can more easily get
around the same regulatory obstacles.

A good example of how the MSHA regulations present an obstacle to the introduction of
improved technology by small businesses is the barrier presented to electronic
detonators. Electronic detonators did not exist when MSHA’s regulations were written
and provide a quantum leap in the safety and security of detonators.” Since electronic
detonators are not addressed by MSHA’s regulations, the agency treats them like
standard electric detonators. Certain regulations for electric detonators™® are
inappropriate and unsafe for electronic detonators. So to avoid unsafe practices,
manufacturers must get MSHA to issue a Program Information Bulletin which exempts

230 CFR 56.6131(b}

3 USBM IC 8179, Safety Recommendations for Sensitized Ammonium Nitrate Blasting Agents, 1963.

*% 30 CFR 77.1304(a)

5 USBM IC 8746, Safety Recommendations for Ammonium Nitrate-Based Blasting Agents, 1977

' 51.5.C. 552 & 1 CFR51.1{f).

' Electronic detonators actually represent the second technology revolution in initiation since the surface
coal regulations were written. Shock tube based systems replaced electric detonators in the 1980’s and
1990's but are not addressed in MSHA's coal regulations.

*¥ 30 CFR 77.1303(e), {y), (2), (nn}, and (tt)
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their brand-name product from MSHA’s electric detonator regulations.”® Thisis a
cumbersome process that can take months; even for the next generation of a previously
approved electronic system. Such a process disadvantages small businesses from
entering the electronic detonator market. Compounding the problem is the reluctance
of state explosives regulators to depart from MSHA’s treatment of electronic
detonators.”

MSHA’s explosives regulations present obstacles to new technology for bulk delivery
equipment, recycling used oil, recycling demilitarized explosives, enhanced security, and

other explosives applications.

Security Vulnerabilities

The MOU mentioned earlier between MSHA and ATF is needed because it is not
practical to train ATF personnel to safely enter and move around in underground mines.
Therefore, ATF's responsibilities rest entirely on MSHA’s shoulders in underground
mines. Apparently, MSHA does not take this responsibility seriously.

MSHA’s explosives regulations do not require explosives to always be locked when in
storage unclerground.21 Also, to the best of my knowledge, MSHA is not providing
oversight to ensure that only ATF approved personnel have possession of explosives
underground. In my opinion, these two factors create the greatest vulnerability today
to the diversion of commercial explosives from legitimate storage or use.

MSHA's regulatory barrier to the use of electronic detonators also inhibits security.
Electronic detonators are essentially useless to an unauthorized person since they
require a specific, digitally encoded signal to function. On the other hand, standard
detonators can function by rudimentary means, of which our adversaries have become
most adept. Since nearly 87 percent of explosives are used in mines, MSHA's
regulations have hindered the market transition to electronic detonators.

Loss of the Ability to Conduct Safety Audits of Permissible Explosives

MSHA has lost its ability to ensure a safe supply of permissible explosives for the
nation’s underground coal miners. Permissible explosives are the only type that can be
used in an underground coal mine because they have a lower tendency to ignite
methane/coal dust mixtures which may result in a mine explosion. Ironically, testing
and certifying a class of explosives permitted for used in underground coal mines was
the first serious mine safety initiative made by the U.S. government at the turn of the
19" century.

9 http://www.msha.gov/regs/complian/PiB/2004/pib04-20.htm
® May 7, 2008 e-mail from David Spears, VA Department of Mines, Minerals and Energy to Lon Santis
* 30 CFR 57.6160{b){2}(ii)(5) and 75.1312
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While permissible explosives usage has declined during the last century, the market has
stabilized. Today, around 2 million pounds of permissible explosives are consumed in
the U.S. annually. Mining coal with explosives has become an exclusive niche for small
businesses in the underground coal mine community.

The unigue properties of permissible explosives can only be evaluated using elaborate
tests. MSHA has not conducted these tests for over 10 years, the equipment is in
disrepair, and the corporate knowledge needed to conduct the tests is slipping away
into retirement.

Despite consuming less than 0.1 percent of the explosives in the U.S., underground coal
mines account for 12 percent of the accidents during explosives use.”? This trend has
continued. Most recently, MSHA reported that “On October 23, 2006, a blaster with 25
years of mining experience was fatally injured from the forces of a methane explosion
initiated by blasting.”® MSHA does not have the ability to evaluate whether the
explosive products being used at the time met regulatory specifications. Additionally,
MSHA has the regulatory authority and responsibility to conduct quality control testing
by taking samples from mines and testing them®* but has not done so for about 15 years.
IME believes that such activity is vital to ensuring a safe supply of permissible explosives.

There are only three locations in North America (NA) that manufacture MSHA-approved
permissible explosives and only two in the U.S. One of these locations has the only
plant in NA that can make permissible dynamite, Plant accidents, shut downs, and cother
incidents could combine to shut down all or most of the supply of MSHA-approved
permissibles. MSHA would have no way to ensure that replacement products meet the
same level of safety. Finally, without the ability to test and approve new permissible
explosives, future improvements in explosives technology will be kept out of
underground coal mines.

Conclusion

We appreciate the opportunity this subcommittee has given us to again attempt to
highlight these safety issues and impacts on small businesses. MSHA has failed in its
mission as a regulatory agency to keep its rules relevant and in sync with other agency
or recognized national consensus standards for safety. In our view, MSHA's inaction has
created risk where none need exist. Again, | thank you for this opportunity and ! look
forward to answering your questions.

santis, L. “An Analysis of Recent Accidents During Use of Commercial Explosives”, ISEE, Proceedings of
the 29th Annual Conference on Explosives and Blasting Technique, Feb. 2-5, 2003, Nashville, TN.

2 http://www.msha.gov/FATALS/2006/FABO6c42.asp

* 30 CFR 15.10
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Expenses for Business Use of Your Home

8829

Department of the Treasury
aternal Revenua Servica _ (99)

home you used for business during the year.
» See separate instructions.

» File only with Schedule C {Form 1040). Use a separate Form 8829 for each

OMB No. 1545-0074

20095

Attachment
uence No. 66

Namels) of proprietor(s)

Your social security number

Part of Your Home Used for Business

1 Area used regularly and exclusively for business, regu)arly for daycare, or for storage of inventory

or product samples (see instructions} . 1
2 Total area of home 2
3 Divide fine 1 by line 2, Enter the result as a percentage PN e 3 %
® For daycare facilities not used for also lines 4-6.
@ All others, skip lines 4-6 and enter the amount from line 3 on line 7.
4 Multiply days used for daycare during year by hours used per day 4 he.
5 Totat hours avallable for use during the year {365 days x 24 hours) {see i ) |8 8,760hr.
6 Divide line 4 by line 5. Enter the result as a decimal amount . . . 6 ]
7 Business percentage. For daycare facilities not used exclusively for business, multiply fine 6 by
line 3 {enter the result as a percentage). All others, enter the amount from fine 3. . 7 %
Figure Your Allowable Deduction
8 Enter the amount from Schedule G, line 29, plus any net gain or (loss} derived from the business use of
your home and shown on Schedule D or Form 4797. 1 more than one place of busi 8
3:;‘;""::‘:?“::::9{02"050"’"‘“5 {a} and (b} before {a} Direct expenses {b] indirect expenses
8 Casually losses (see instructions}) . . . 9
10 Deductible mortgage interest (see mstvuchons) 10
11 Real estate taxes (see instructions), . . . . |11
12 Addlines 9, 10,and 1. . . . . . . . . [12
13 Multiply fine 12, column (b} by line 7 e 13
14 Add fine 12, column (a) and fine 13 . . 14
156 Subtract line 14 from line 8. If zero or less, enter -0- 15
16 Excess mortgage interast {see instructions) . . L.16
17 Insurance . . . P I 14
18 Repairs and maintenance FO R O
19 Utiities . . . PR o -
20 Other expenses (see mstructlons) . 20
21  Add fines 18 through 20 . . . [ -1
22  Muiltiply line 21, column (b} by iine 7 L .. L2
23 Carryover of operating expenses from 2004 Form 8829 Ime 41 L.oLes
24 Add fine 21 in column (a), line 22, and line 23 |, . . 24
25 Allowable operating expenses. Enter the smaller of line 15 or hne 24 R - 25
26 Limit on excess casualty losses and depreciation. Subtract line 25 from lme 15, 286
27 Excess casualty losses {see instructions). . . . . . . . . . L27
28 Depreciation of your home from Part i below . . | 28
29  Carryover of excess casualty losses and depreciation from 2004 Form 8829 llne 42 29
30 Add lines 27 through 29 . . 30
31  Allowable excess casuatty losses and deprecuauon Enter the smalier of nne 26 or hne 30 . 31
32 Add fines 14, 25,and 31 . . . 32
338 (Casually loss portian, if any, from hnes 14 and 31 Carry amount to Form 4684 Secuon B 33
34 Aliowable expenses for business use of your home. Subtract line 33 from line 32, Enter here
and on Schedule C, fine 30, If your home was used for more than one business, see instructions » | 34
Dep! ion of Your Home
Enter the smaller of your home’s adjusted basis or its fair market value {ses instructions) 35
36 Value of land included on fine 35 . 36
37 Basis of building. Subtract line 36 from e 35 . . . 37
38 Business basis of building. Multiply line 37 by line 7 . 38
39 Depreciation percentage (see instructions) . | 39 | %
40 Depreciation allowable {see i ions). Multiply hne 38 by Ime 39 Enter here and on line 28 above 40
Carryover of Unallowed Expenses to 2006
41  QOperating expenses, Subtract line 25 from fine 24. If less than zero, enter -0~ | 3]
42 Excess casualty losses and depreciation, Subtract line 31 from line 30. If less than zero enter -0- a2

For Paperwork Reduction Act Notice, see page 4 of separate instructions, Cat. No. 13232M

Form 8829 @oos)
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important Reminder

Photographs of missing chiidren. The internal Reve-
nue Service is a proud partner with the National Center for
Missing and Exploited Children. Photographs of missing
children selected by the Center may appear in this publica-
tion on pages that would otherwise be blank. You can help
bring these children home by looking at the photographs
and calling 1-800~THE~LOST (1-800--843-5678) if
you recognize a child.

Introduction

The purpose of this publication is to provide information on
figuring and claiming the deduction for business use of
your home. The term home includes a house, apartment,
condominium, mobile home, or boat, it afso includes struc-
tures on the property, such as an unattached garage,
studio, barn, or greenhouse. However, it does not include
any part of your property used exclusively as a hotel orinn.

This publication includes information on the following.

* The requirements for qualifying to deduct expenses
for the business use of your home {inciuding special
rules for storing inventory or product sampies).

* Types of expenses you can deduct.
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* How to figure the deduction (including depreciation
of your home}).

» Special rules for day-care providers.
» Selling a home that was used parfly for business.

*» Deducting expenses for furniture and equipment
used in your business.

* Records you should keep.
« Where to deduct your expenses.

if you are an employee, a partner, or you file Schedule F
(Form 1040}, use the worksheet and its instructions, near
the end of this publication, to heip figure your deduction. If
you fite Schedule C (Form 1040), you must use Form
8829, Expenses for Business Use of Your Home. The
Schedule C Example shows how to report the deduction
on Form 8829.

The rules in this publication apply to individuals, trusts,
estates, partnerships, and S corporations. They do not
apply to corporations (other than S corporations). There
are no special rules for the business use of a home by a
partner or 8 corporation shareholder.

if you need information on deductions for renting out
your property, see Publication 527, Residential Rental
Property.

Comments and suggestions. We weicome your com-
ments about this publication and your suggestions for
future editions.

You can e-mail us while visiting our web site at
WWW.irs.gov.

You can write to us at the following address:

internal Revenue Service
Technical Publications Branch
W:CARMP:FP.P

1111 Constitution Ave. NW
Washingteon, DC 20224

We respond o many letters by telephone. Therefore, it
would be helpful if you would include your daytime phone
number, including the area code, in your correspondence.

Useful litems

You may want to see:
Pubtlication
3 523
w551
) 583
946

Selling Your Home

Basis of Assets

Starting a Business and Keeping Records
How To Depreciate Property

Form {and Instructions)

O 2106 Employee Business Expenses

i3 2106-EZ Unreimbursed Employee Business
Expenses

Page 2

{1 4562 Depreciation and Amortization
{1 8829 Expenses for Business Use of Your Home

See How To Get Tax Help near the end of this publica-
tion for information about getting publications and forms.

Qualifying for a Deduction

To deduct expenses related to the business use of part of
your home, you must meet specific requirements. Even
then, your deduction may be limited. Use this section and
Figure A to decide if you can deduct expenses for the
business use of your home.

To qualify to claim expenses for business use of your
home, you must meet the following tests.

1) Your use of the business part of your home must be:

a) Exclusive (however, see Exceptions to Exclusive
Use, later),

b) Regular,
¢) For your trade ar business, AND

2) The business part of your home must be one of the
following:

a) Your principal place of business (defined later),

b} A place where you meet or deal with patients,
clients, or customers in the normat course of your
trade or business, or

¢} A separate structure (not attached to your home)
you use in connection with your trade or busi-
ness.

Additional tests for employee use. If you are an em-
ployee and you use a part of your home for business, you
may qualify for a deduction for its business use. You must
meet the tests discussed above plus:

1) Your business use must be for the convenience of
your employer, and

2) You do not rent any part of your home to your
employer and use the rented portion to perform ser-

vices as an employee.
. your employer’s convenience depends on all the

facts and circumstances. However, business use
is not considered to be for your employer's convenience
merely because it is appropriate and helpful.

Whether the business use of your home is for

Exclusive Use

To gualify under the exclusive use test, you must use a
specific area of your home only for your trade or business.
The area used for business can be a room or other sepa-
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rately identifiable space. The space does not need to be
marked off by a permanent partition.

You do not meet the requirements of the exclusive use
test if you use the area in question both for business and
for personal purposes.

Example. You are an attorney and use a den in your
home to write legal briefs and prepare clients’ tax returns.
Your family also uses the den for recreation. Since the den
is not used exclusively in your profession, you cannot
claim a business deduction for its use.

Exceptions to Exclusive Use

You do not have to meet the exclusive use test if either of
the following applies.

* You use part of your home for the storage of inven-
tory or product samples (discussed next).

* You use part of your home as a day-care facility,
discussed later under Day-Care Facility.

Storage of inventory or product sampies. if you use
part of your home for the storage of inventory or product
samples, you can ciaim expenses for the business use of
your home without meeting the exclusive use test. How-
ever, you must meet all of the following tests.

* You sell products at wholesale or retail as your trade
or business.

* You keep the inventory or product samples in your
home for use in your trade or business.

* Your home is the only fixed location of your trade or
business.

* You use the storage space on a regular basis.

* The space you use is an identifiably separate space
suitable for storage.

Example. Your home is the sole fixed focation of your
business of selling mechanics’ fools at retail. You regularly
use half of your basement for storage of inventory and
product samples. You sometimes use the area for per-
sonal purposes. The expenses for the storage space are
deductible even though you do not use this part of your
basement exclusively for business.

Regular Use

To qualify under the regular use test, you must use a
specific area of your home for business on a continuing
basis. You do not meet the test if your business use of the
area is only occasiona! or incidental, even if you do notuse
that area for any other purpose.

Trade or Business Use

To qualify under the trade or business use test, you must
use part of your home in connection with a trade or busi-

ness. If you use your home for a profit-seeking activity that
is not a trade or business, you cannot take a deduction for
its business use.

Example. You use part of your home exclusively and
regularly to read financial periodicals and reports, clip bond
coupons, and carry out similar activities related to your
own investments. You do not make investments as a
broker or dealer. Since your activities are not part of a irade
or business, you cannot take a deduction for the business
use of your home.

Principal Place of Business

You can have more than one business location, including
your home, for a single trade or business. To qualify to
deduct the expenses for the business use of your home
under the principal place of business test, your home must
be your principal place of business for that trade or busi-
ness. To determine your principal place of business, you
must consider all the facts and circumstances.

Your home office will qualify as your principal place of
business for deducting expenses for its use if you meet the
following requirements.

* You use it exclusively and regularly for administra-
tive or management activities of your trade or busi-
ness.

* You have no other fixed location where you conduct
substantial administrative or management activities
of your trade or business.

Alternatively, if you use your home exclusively and regu-
tarly for your business, but your home office does not
qualify as your principal place of business based on the
previous rules, you determine your principal place of busi-
ness based on the following factors.

1) The relative importance of the activities performed at
each location.

2) Hf the reiative importance factor does not determine
your principal place of business, you can also con-
sider the time spent at each location.

if, after considering your business locations, your home
cannot be identified as your principal place of business,
you cannot deduct home office expenses. However, see
the later discussions under Place To Meet Patients, Cli-
ents, or Customers or Separate Structure for other ways to
qualify to deduct home office expenses.

At

ative or manag t activities. There are
many activities that are administrative or managerial in
nature. The following are a few examples.

* Billing customers, clients, or patients.
* Keeping bocks and records.

* Ordering supplies.

* Setling up appointments.

e Forwarding orders or writing reports.

Page 3
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Figure A. Can You Deduct Business Use of the Home Expenses?*

No

Start Here:

Is part of your home

A

No

used in n with
a trade or business?

Are you an employee?

Do you work at home
for the convenience of

your ernployer?

Yes

Yes | Do you rent part of your -
ot home used for business
to your employer?

No

is it your principal place -
of business?

No deduction

Do you meet patients, Yes

clients, or ¢
your home?

is it a separate

structure?

in

Deduction allowed

* Do not use this chart if you use your home for the storage of invertory or product samples, or to operate a day-care facility. See Exceptions ta Exclusive Use,

earher, and Day-Care Facifity, tater.

Administrative or activities performed at
other locations. The following activities performed by
you or others will pot disqualify your home office from
being your principal place of business.

# You have others conduct your administrative or
management activities at locations other than your
home. (For example, another company does your
billing from its place of business.)

You conduct administrative or management activities
at places that are not fixed locations of your busi-
ness, such as in a car or a hotef room.

You occasionally conduct minimatl administrative or
management activities at a fixed location outside
your home.

.

You conduct substantial nonadministrative or non-
management business activities at a fixed location
outside your home. (For example, you meet with or
provide services to customers, clients, or patients at
a fixed location of the business outside your home.)

Page 4

* You have suitable space to conduct administrative or
management activities outside your home, but
choose to use your home office for those activities
instead.

Example 1. John is a seif-empioyed plumber. Most of
John's time is spent at custormers’ homes and offices
installing and repairing plumbing. He has a small office in
his home that he uses exclusively and regularly for the
administrative or management activities of his business,
such as phoning customers, ordering supplies, and keep-
ing his books.

John does not do his own billing. He uses a local
bookkeeping service to bill his customers.

John's home office qualifies as his principal place of
business for deducting expenses for its use. He uses the
home office for the administrative or managerial activities
of his plumbing business and he has no other fixed location
where he conducts these administrative or manageriaf
activities. His choice to have his billing done by another
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company does not disqualify his home office from being his
principal place of business. Because he meets all the
qualifications, including principail place of business, he can
deduct expenses (lo the extent of the deduction fimit,
explained later) for the business use of his home.

Example 2. Pamela is a self-employed sales representa-
tive for several different product lines. She has an office in
her home that she uses exclusively and reguiarly to set up
appointments and write up orders and other reports for the
companies whose products she sells. She occasionally
writes up orders and sets up appointments from her hotel
room when she is away on business overnight.

Pamela’s business is selling products to customers at
various locations throughout her territory. To make these
sales, she regularly visits customers to explain the avail-
able products and take orders.

Pamela’s home office qualifies as her principal place of
business for deducting expenses for its use. She conducts
administrative or management activities there and she has
no other fixed location where she conducts administrative
or management activities. The fact that she conducts some
administrative or management activities in her hotel room
(not a fixed location) does not disqualify her home office
from being her principat place of business. Because she
meets all the gualifications, including principal place of
business, she can deduct expenses (fo the extent of the
dedugction limit, explained later) for the business use of her
home.

Example 3. Paul is a self-employed anesthesiclogist. He
spends the majority of his time administering anesthesia
and postoperative care in three local hospitais. One of the
hospitals provides him with a small shared office where he
could conduct administrative or management activities.

Paut does not use the office the hospital provides. He
uses a room in his home that he has converted to an office.
He uses this room exclusively and regularly to conduct all
the following activities.

» Contacting patients, surgeons, and hospitals regard-
ing scheduling.

& Preparing for treatments and presentations.
® Maintaining billing records and patient logs.

» Satisfying continuing medical education require-
ments.

» Reading medical journals and books.

Paul's home office qualifies as his principal place of
business for deducting expenses for its use. He conducts
administrative or management activities for his business
as an anesthesiologist there and he has no other fixed
iocation where he conducts administrative or management
activities for this business. His choice to use his home
office instead of one provided by the hospital does not
disqualify his home office from being his principal place of
business. His performance of substantial nonadministra-
tive or nopnmanagement activities at fixed locations outside
his home also does not disqualify his home office from
being his principal place of business. Because he meets all
the qualifications, including principal place of business, he

can deduct expenses (to the extent of the deduction limit,
explained later) for the business use of his home.

Example 4. Kathieen is empioyed as a teacher. She is
required to teach and meet with students at the school and
te grade papers and tests. The school provides her with a
smatl office where she can work on her lesson plans, grade
papers and tests, and meet with parents and students. The
school does not require her to work at home.

Kathleen prefers to use the office she has set up in her
home and does not use the one provided by the school.
She uses this home office exclusively and regularly for the
administrative duties of her teaching job.

Kathleen must meet the convenience-of-the-employer
test, even if her home qualifies as her principal place of
business for deducting expenses for its use. Because her
employer provides her with an office and does not require
her to work at home, she does not meet the
convenience-of-the-employer test and cannot claim a de-
duction for the business use of her home.

More Than One Trade or Business

Whether your home office is the principal place of business
must be determined separately for each trade or business
activity. One home office may be the principal place of
business for more than one activity. However, you wili not
meet the exclusive use lest for any activity unless each
activity conducted in that office meets all the tests for the
business use of the home deduction.

Example. Tracy White is employed as a teacher. Her
principal place of work is the school. She also has a mail
order jewelry business. All her work in the jewelry business
is done in her home office and the office is used exclusively
for that business. if she meets all the other tests, she can
deduct expenses for business use of her home for the
jewelry business.

i Tracy also uses the office for work related to her
teaching, she would not meet the exclusive use test for the
jewelry business. As an employee, Tracy must meet the
convenience-of-the-employer test to qualify for the deduc-
tion. Because she does not mest this test for her work as a
teacher, she cannot claim a deduction for the business use
of her home for either activity.

Place To Meet Patients, Clients, or
Customers

if you meet or deal with patients, clients, or customers in
your home in the normal course of your business, even
though you also carry on business at another location, you
can deduct your expenses for the part of your home used
exclusively and regularly for business if you meet the
following tests.

* You physically meet with patients, clients, or custom-
ers on your premises.

® Their use of your home is substantial and integral to
the conduct of your business.

Page §
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Doctors, dentists, attorneys, and other professionals
who maintain offices in their homes will generally meet this
requirement.

Using your home for occasional meetings and tele~
phone calls will not qualify you to deduct expenses for the
business use of your home.

The part of your home you use exclusively and regularly
to meet patients, clients, or customers does not have o be
your principat place of business.

Example. June Quill, a self-employed attorney, warks 3
days a week in her city office. She works 2 days a week in
her home office used only for business. She regularly
meets clients there. Her home office qualifies for a busi-
ness deduction because she meets clients there in the
normat course of her business.

Separate Structure

You can deduct expenses for a separate free-standing
structure, such as a studio, garage, or barn, if you use it
exclusively and regularly for your business. The structure
does not have to be your principal place of business or a
place where you meet patients, clients, or customers.

Example. John Berry operates a floral shop in town. He
grows the plants for his shop in a greenhouse behind his
home. Since he uses the greenhouse exclusively and
regularly in his business, he can deduct the expenses for
its use, subject to the deduction limit, explained later.

Figuring the Deduction

After you determine that you meet the tests under Qualify-
ing for a Deduction, you can begin o figure how much you
can deduct. You will need to figure the percentage of your
home used for business and the limit on the deduction.

Business Percentage

To find the business percentage, compare the size of the
part of your home that you use for business to your whole
house. Use the resulting percentage to figure the business
part of the expenses for operating your entire home.

You can use any reasonable method to determine the
business percentage. The following are two commonly
used methods for figuring the percentage.

1} Divide the area (length muitiplied by the width) used
for business by the total area of your home.

2) Divide the number of rooms used for business by the
total number of rooms in your home. You can use
this method if the rooms in your home are all about
the same size.

Example 1.
® Your office is 240 square feet (12 feet x 20 feet).
+ Your home is 1,200 square feet.

Page 6

» Your office is 20% (240 + 1,200) of the total area of
your home.

* Your business percentage is 20%.

Example 2.
* You use one room in your home for business.
* Your home has four rooms, all of about equal size.

® Your office is 25% (1 + 4) of the total area of your
home.

* Your business percentage is 25%.

Part-Year Use

You cannot deduct expenses for the business use of your
home incurred during any part of the year you did not use
your home for business purposes. For example, if you
begin using part of your home for business on July 1, and
you meet all the tests from that date until the end of the
year, consider only your expenses for the last half of the
year in figuring your allowable deduction.

Use lines 17 of Form 8829, or lines 1-3 on the
worksheet near the end of this publication, to
figure your business percentage.

Deduction Limit

if your gross income from the business use of your iome
equals or exceeds your total business expenses (including
depreciation), you can deduct all your business expenses
related to the use of your home. if your gross income from
the business use is less than your total business ex-
penses, your deduction for certain expenses for the busi-
ness use of your home is fimited.

Your deduction of otherwise nondeductible expenses,
such as insurance, utilities, and depreciation {with depreci-
ation taken last), allocable to the business, is limited to the
gross income from the business use of your home minus
the sum of the following.

1) The business part of expenses you could deduct
even if you did not use your home for business (such
as mortgage interest, real estate taxes, and casualty
and theft losses, which are allowable as itemized
deductions on Schedule A (Form 1040}). These ex-
penses are discussed in detail under Deducting Ex-
penses, later.

2) The business expenses that relate to the business
activity in the home {for example, business phone,
supplies, and depreciation on equipment), but not to
the use of the home itself.

if you are self-employed, do not include in (2) above your
deduction for half of your self-employment tax.

Carryover of unaliowed expenses. if your deductions
are greater than the current year's limit, you can carry over



108

the excess to the next year. They are subject to the deduc-
tion fimit for that year, whether or not you live in the same
home during that year.

Figuring the deduction limit and carryover. If you are
an employee or file Schedule F (Form 1040), Profit or Loss
From Farming, use the worksheet near the end of this
publication to figure your deduction limit and carryover. If
you file Schedule C (Form 1040), figure your deduction
limit and carryover on Form 8829.

Example. You meet the requirements for deducting ex-
penses for the business use of your home. You use 20% of
your home for this business. In 2001, your business ex-
penses and the expenses for the business use of your
home are deducted from your gross income in the follow-
ing order.

Deducting Expenses

If you qualify to deduct expenses for the business use of
your home, you must divide the expenses of operating
your home between personal and business use. This sec-
tion discusses the types of expenses you may have and
gives examples and brief explanations of these expenses.

Types of Expenses

The part of a home operating expense you can use to
figure your deduction depends on both of the following.

* Whether the expense is direct, indirect, or unrelated.
* The percentage of your home used for business,

fe'g:? income from business ... 86,000 The following table describes the types of expenses you
Deductible mortgage interest and real estate taxes (20%) 3000 May have and the extent to which they are deductible.
Business expenses not related to the use of your home
1 busi hone, ies, ation of .
an (31(‘)::’;)\ én:;smess phone, supplies, and depreciation on 2000 Expense Description Dedutibility
Deductiontimit ,............ S $1.000  Direct Expenses only for Deductible in full.*
Less other expenses allocable to business use of hom the business part
Maintenance, insurance, and utilities (20%) . . . . 800 of yout home.
Depreciation aliowed (20% = $1.600 aliowable} . L. 200
Other expenses up fo the deductiontimit ... ... ... ... .. $1.000 Examples: Exception:
Depreciation carryover to 2002 {$1,600 — $200) (subject Painting or repairs May be only partially
to deduction fimitin2002) ... ......... ... ... ..., $1,400 only in the area deductible in a day-care
You can deduct all of the business part of your deducti- used for business. ?;g:gyst;if)ay Care
ble mortgage interest and real estate taxes ($3,000). You - -
also can deduct all of your business expenses not related ~ ndirect EJ’:‘D"?:“;ZL‘;' gxzﬂ:&i‘?‘ﬁuxfx&
to the use of your _home ($2,000). Additionally, you can entire home. used for business.*
deduct all of the business part of your expenses for mainte-
nance, insurance, and utilities, because the total ($800) is ﬁ’;zg’;{:"
less than the $1,000 deduction fimit. Your deduction for utilities, and
depreciation for the business use of your home is limited to general repairs.
$200 ($1,000 minus $800) because of the deduction fimit. fymee Expensas oy for Not deductble.

You can carry over the $1,400 balance and add it to your
depreciation for 2002, subject to your deduction limit in
2002.

More than one place of business. if part of the gross
income from your trade or business is from the business
use of part of your home and partis from a place other than
your home, you must determine the part of your gross
income from the business use of your home before you
figure the deduction limit. In making this determination,
consider the time you spend at each location, the business
investment in each location, and any other relevant facts

and circumstances.
. place of business, you can deduct your daily

transportation costs between your home and an-
other work location in the same trade or business. For
more information on transportation costs, see Publication
463, Travel, Entertainment, Gift and Car Expenses.

If your home office qualifies as your principal

the parts of your
home not used
for business.

Examples:

Lawn care or painting
@ room not used

for business.

*Subject to the deduction limit, discussed earlier.

Form 8829 and the deduction worksheet {both
illustrated near the end of this publication) have
separate columns for direct and indirect ex-
penses.

Expenses related to tax-exempt income. Generally,
you cannot deduct expenses that are related to tax-exempt
allowances. However, if you receive a tax-exempt parson-
age allowance or a tax-exempt military allowance, your
expenses for mortgage interest and real estate taxes are
deductible under the normal rules. No deduction is aliowed
for other expenses related to the tax-exempt allowance.

if your housing is provided free of charge and the value
of the housing is tax-exempt, you cannot deduct the rental
value of any portion of the housing.

Page 7



109

Examples of Expenses

Certain expenses are deductible whether or not you use
your home for business. f you qualify to claim business
use of the home expenses, you can use the business
percentage of these expenses to figure your total business
use of the home deduction. These expenses include the
following.

* Real estate taxes.
* Deductible mortgage interest.
e Casualty losses.

Other expenses are deductible only if you use your
home for business. You can use the business percentage
of these expenses to figure your total business use of the
home deduction. These expenses generally inciude (but
are not limited fo} the following.

s Depreciation (covered under Depreciating Your
Home, later).

* Insurance.

» Rent.

* Repairs.

® Security system.

s Utilities and services.

Real Estate Taxes

To figure the business part of your real estate taxes,
multiply the real estate taxes paid by the percentage of
your home used for business.

For more information on the deduction for real estate
taxes, see Publication 530, Tax Information for First-Time
Homeowners.

Deductible Mortgage Interest

To figure the business part of your deductible mortgage
interest, multiply this interest by the percentage of your
hame used for business. You can include interest on a
second mortgage in this computation. If your total mort-
gage debt is more than $1,000,000 or your home equity
debt is more than $100,000, your deduction may be lim-
ited. For more information on what interest is deductible,
see Publication 936, Home Mortgage Interest Deduction.

Casualty Losses

if you have a casualty loss on your home that you use for
business, treat the casualty loss as a direct expense, an
indirect expense, or an unrelated expense, depending on
the property affected.

1) Direct expense. If the loss is on the portion of the
property you use only in your business, use the

Page 8

entire loss to figure the business use of the home
deduction.

2} Indirect expense. if the loss is on property you use
for both business and personal purposes, use only
the business portion to figure the deduction.

3) Unrelated expense. If the foss is on property you do
not use in your business, do not use any of the loss
to figure the deduction.

if you are filing Schedule C (Form 1040}, get Form 8829
and foliow the instructions for casualty losses. If you are an
employee, a partner, or you file Schedule F (Form 1040),
use the worksheet near the end of this publication. You will
also need to get Form 4684, Casualties and Thefts.

For more information on casualty losses, see Publica-
tion 547, Casualties, Disasters, and Thefts.

Insurance

You can deduct the cost of insurance that covers the
business part of your home. However, if your insurance
premium gives you coverage for a period that extends past
the end of your tax year, you can deduct only the business
percentage of the part of the premium that gives you
coverage for your tax year. You can deduct the business
percentage of the part that applies to the following year in
that year.

Rent

I you rent the home you occupy and meet the require-
ments for business use of the home, you can deduct part of
the rent you pay. To figure your deduction, multiply your
rent payments by the percentage of your home used for
business.

If you own your home, you cannot deduct the fair rental
value of your home. However, see Depreciating Your
Home, later.

Repairs

The cost of repairs that relate to your business, including
tabor (other than your own labor), is a deductible expense.
For example, a furnace repair benefits the entire home. If
you use 10% of your home for business, you can deduct
10% of the cost of the furnace repair.

Repairs keep your home in good working order over its
useful tife. Examples of common repairs are patching walls
and floors, painting, wallpapering, repairing roofs and gut-
ters, and mending leaks. However, repairs are sometimes
treated as a permanent improvement. See Permanent
improvements later under Depreciating Your Home.

Security System

If you instali a security system that protects all the doors
and windows in your home, you can deduct the business
part of the expenses you incur to maintain and monitor the
system. You can also take a depreciation deduction for the
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part of the cost of the security system relating to the
business use of your home.

Utilities and Services

Expenses for utilities and services, such as electricity, gas,
trash removal, and cleaning services, are primarily per-
sonal expenses. However, if you use part of your home for
business, you can deduct the business part of these ex-
penses. Generally, the business percentage for utilities is
the same as the percentage of your home used for busi-
ness.

Telephone. The basic iocal telephone service charge,
including taxes, for the first telephone line into your home
is a nondeductible personal expense. However, charges
for business long-distance phone calis on that line, as well
as the cost of a second line into your home used exclu-
sively for business, are deductible business expenses.
You can deduct these expenses even if the expenses for
the business use of your home do not qualify for the
deduction. Deduct these charges separately on the appro-
priate schedule. Do not include them in your home office
deduction.

Depreciating Your Home

H you own your home and qualify to deduct expenses forits
business use, you can claim a deduction for depreciation.
Depreciation is an aflowance for the wear and tear on the
part of your home used for business. You cannot depreci-
ate the cost or value of the land. You recover its cost when
you seli or otherwise dispose of the property.

Before you figure your depreciation deduction, you need
to know the following information.

* The month and year you started using your home for
business.

® The adjusted basis and fair market value of your
home at the time you began using it for business.

* The cost of any improvements before and after you
began using the property for business.

e The percentage of your home used for business.
See Business Percentage, earlier.

Adjusted basis defined. The adjusted basis of your
home is generally its cost, plus the cost of any permanent
improvements you made to it, minus any casualty losses or
depreciation deducted in earlier tax years. For a discussion
of adjusted basis, see Publication 551.

Per impr ts. A permanent improve-
ment increases the value of property, adds fo its life, or
gives it a new or different use. Examples of improvements
are replacing electric wiring or plumbing, adding a new roof
or addition, paneling, or remodeling.

if you make repairs as part of an extensive remodeling
or restoration of your home, the entire job is an improve-
ment. You must carefully distinguish between repairs and

improvermnents. You must also keep accurate records of
these expenses. These records will help you decide
whether an expense is a deductible or capitai (added to the
basis) expense.

Example. You buy an older home and fix up two rooms
as a beauty salon. You patch the plaster on the ceilings
and walls, paint, repair the floor, install an outside door,
and install new wiring, plumbing, and other equipment.
Normatly, the patching, painting, and floor work are repairs
and the other expenses are permanent improvernents.
However, since the work gives your property a new use,
the entire remodeling job is a permanent improvement and
its cost is added to the basis of the property. You cannot
deduct any portion of it as a repair expense.

Aednetod

Adjusting for depr in earlier years.
Decrease the basis of your property by the depreciation
you deducted, or could have deducted, on your tax returns
under the method of depreciation you properly selected. If
you fook less depreciation than you could have under the
method you selected, decrease the basis by the amount
you could have taken under that methad. If you did not take
a depreciation deduction, decrease the basis by the
amount you could have deducted.

If you deducted more depreciation than you should
have, decrease your basis by the amount you should have
deducted, plus the part of the excess deducted that actu-
aily decreased your tax liability for any year.

If you deducted the incorrect amount of depreciation,
see How Do You Correct Depreciation Deductions? in
Publication 946.

Fair market value defined. The fair market value of your
home is the price at which the property would change
hands between a buyer and a seller, neither having to buy
or sell, and both having reasonable knowledge of ail nec-
essary facts. Sales of similar property, on or about the date
you begin using your home for business, may be heipfut in
figuring the property’s fair market value.

Figuring the Depreciation Deduction
for the Current Year

If you began using your home for business before 2001,
continue to use the same depreciation method you used in
past tax years.

If you began using your home for business in 2001,
depreciate the business part as nonresidential real prop-
erty under the modified accelerated cost recovery system
(MACRS). Under MACRS, nonresidential real property is
depreciated using the straight line method over 38 years.
For more information on MACRS and other methods of
depreciation, see Publication 946.

To figure the depreciation deduction, you must first
figure the part of the cost of your home that can be
depreciated (depreciable basis). The depreciable basis is
figured by multiplying the percentage of your home used
for business by the smalier of the following.

¢ The adjusted basis of your home {(excluding land) on
the date you began using your home for business.

Page 9
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* The fair market value of your home {excluding land)
on the date you began using your home for busi-
ness.

Depreciation table. |f 2001 was the first year you used
your home for business, you can figure your 2001 depreci-
ation for the business part of your home by using the
appropriate percentage from the following table.

MACRS Percentage Table for
39-Year Nonresidential Real Property

Month First Used for Business Percentage To Use

1 2.461%
2 2247%
3 ' 2033%
4 1.819%
5 1.605%
8 1381%
7 1.477%
8 0.963%
g 0.749%
10 0.535%
11 0.321%
12 0.107%

Multiply the depreciable basis of the business part of
your home by the percentage from the table for the first
month you use your home for business. See Table A-7ain
Appendix A of Publication 946 for the percentages for the
remaining tax years of the recovery period.

Example. In May, George Miller began to use one room
in his home exclusively and regularly to meet clients. This
room is 8% of the square footage of his home, He bought
the home in 1992 for $125,000. He determined from his
property tax records that his adjusted basis in the house
(exclusive of land) is $115,000. In May, the house had a
fair market value of $165,000, He multipties his adjusted
basis (which is less than the fair market value) by 8%. The
resultis $9,200, his depreciable basis for the business part
of the house.

George files his return based on the calendar year. May
is the 5th month of his tax year. He multiplies his deprecia-
ble basis of $8,200 by 1.605% (.01605), the percentage
from the table for the 5th month. The result is $147.66, his
depreciation deduction.

Depreciating Permanent improvements

Add the costs of permanent improvements made before
you began using your home for business to the basis of
your property. Depreciate these costs as part of the cost of
the house as explained earlier. The costs of improvements
made after you begin using your home for business (that
affect the business part of your home, such as a new roof)
are depreciated separately. Multiply the cost of the im-
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provement by the business-use percentage and depreci-
ate the resuit over the recovery period that woulid apply to
your home if you began using it for business at the same
time as the improvement. For improvements made this
year, the recovery period is 39 years. For the percentage
to use for the first year, see MACRS Percentage Table for
39-Year Nonresidential Real Property, earier. For more
information on recovery periods, see Which Recovery Pe-
riod Applies? in chapter 3 of Publication 946.

Day-Care Facility

If you use space in your home on a regufar basis for
providing day care, you may be able to deduct the busi-
ness expenses for that part of your home even though you
use the same space for nonbusiness purposes. To qualify
for this exception to the exclusive use rule, you must meet
the foilowing requirements.

1) You must be in the trade or business of providing
day care for children, persons 65 ar older, or persons
who are physically or mentally unable to care for
themselves.

L

You must have applied for, been granted, or be ex-
empt from having a license, certification, registration,
or approval as a day-care center or as a family or
group day-care home under state taw. You do not
meet this requirement if your application was re-
jected or your license or other authorization was re-
voked.

Figuring the deduction. If you regularly use part of your
home for day care, figure what part is used for day care, as
explained earlier under Business Percentage. If you use
that part exclusively for day care, deduct all the allocable
expenses;, subject to the deduction fimit, as explained
earlier.

If the use of part of your home as a day-care facility is
regular, but not exclusive, you must figure what part of
available time you actually use it for business. A room that
is available for use throughout each business day and that
you regularly use in your business is considered to be used
for day care throughout each business day. You do not
have to keep records to show the specific hours the area
was used for business. You may use the area occasionally
for personal reasons. However, a room you use only occa-
sionally for business does not qualify for the deduction.
use your home for business, compare the total

time used for business to the total time that part of
your home can be used for all purposes. You can compare
the hours of business use in a week with the number of
hours in a week (168). Or you can compare the hours of
business use for the year with the number of hours in the
year (8,760 in 2001).

To find what part of the available time you actually

Example 1. Mary Lake uses her basement to operate a
day-care business for children. She figures the business
percentage of the basement as follows.
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Square footage of the basement 1,600 = 50%
Sguare footage of her home 3,200 i

She uses the basement for day care an average of 12
hours a day, 5 days a week, for 50 weeks a year. During
the other 12 hours a day, the family can use the basement.
She figures the percentage of time the basement is avail-
able for use as foliows.

Number of howrs available foruse (12x5x 50} . 3,800 34.25%
Total number of hours in the year (24 x 365} 8,760

Mary can deduct 34.25% of any direct expenses for the
basement. However, because her indirect expenses are
for the entire house she can deduct only 17.13% of the
indirect expenses. She figures the percentage for her indi-
rect expenses as follows.

Business percentage of the basement 50%
Multiptied by: Percentage of time used . % 34.25%
P for indirect expenses . .......... 17.13%

Mary completes Form 8829 as shown in Figure B. In
Part | she figures the percentage of her home used for
business, including the percentage of time the basement is
used.

in Part Ii, Mary figures her deductible expenses. She
uses the following information to complete Part il

Gross incore from her day-care business .. .. ... ... .. $50,000

Expenses not refated to the business use of the home . . .. __$25,000
Tentativeprofit .. ........

................. $25,000

Mary enters her tentative profit, $25,000, on fine 8. {This
figure is the same as the amount on line 29 of her Schedule
C)

The expenses she paid for rent and utilities relate to her
entire home. Therefore, she enters them in column (b) on
the appropriate iines. She adds these two expenses { line
21) and multiplies the total by the percentage on fine 7 and
enters the result, $1,585, on fine 22.

Mary paid $500 to have the basement painted. The
painting is a direct expense. However, because she does
not use the basement exclusively for day care, she must
multiply $500 by the percentage of time the basement is
used for day care (34.25% — line 6). She enters $171
(34.25% x $500) on line 18, column (a). She adds fines 21
and 22 and enters $1,756 ($171 + $1,585) on line 24.
Because this is less than her deduction limit { line 15), she
can deduct the entire amount. She completes the rest of
Part it by entering $1,756 on lines 32 and 34. She then
carries the $1,756 to line 30 of her Schedule C (not
shown).

Example 2. Assume the same facts as in Example 1
except that Mary also has ancther room that is available
each business day for children ta take naps in. Although
she did not keep a record of the number of hours the room
was actually used for naps, it was used for part of each
business day. Since the room was available during regular
operating hours each business day and was used regularly
in the business, it is considered to be used for day care
throughout each business day. The basement and room
are 60% of the total area of her home. In figuring her

expenses, 34.25% of any direct expenses for the base-
ment and room are deductible. In addition, 20.55%
(34.25% x 60%) of her indirect expenses are deductible.

Meats. if you provide food for your day-care recipients, do
not include the expense as a cost of using your home for
business. Claim it as a separate deduction on your Sched-
ule C (Form 1040). You can never deduct the cost of food
consumed by you or your family. You can deduct as a
business expense 100% of the cost of food consumed by
your day-care recipients and generally only 50% of the
cost of food consumed by your employees. However, you
can deduct 100% of the cost of food consumed by your
employees if its value can be excluded from their wages as
a de minimis fringe benefit. For more information on meals
which meet these requirements, see Meals in Publication
15-B, Employer’s Tax Guide to Fringe Benefits.

If you deduct the cost of food for your day-care busi-
ness, keep a separate record (with receipts) of your
family's food costs.

Reimbursements you receive from a sponsor under the
Child and Adult Food Care Program of the Department of
Agriculture are taxable only to the extent they exceed your
expenses for food for eligible children. If your reimburse-
ments are more than your expenses for food, show the
difference as income in Part | of Schedule C. If your food
expenses are greater than the reimbursements, show the
difference as an expense in Part V of Scheduie C. Do not
include payments or expenses for your own children if they
are eligible for the program. Follow this procedure even if
you receive a Form 1089 reporting a payment from the
sponsor.

Sale or Exchange of
Your Home

If you sel or exchange your home, you may be able to
exclude up to $250,000 ($500,000 for certain married
persons filing a joint return) of the gain on the sale or
exchange if you meet the ownership and use tests.

Ownership and use tests. To claim the exclusion, you
must meet the ownership and use tests. This means that
during the 5-year period ending on the date of the sale, you
met both the following tests.

1) You owned the home for at least 2 years (ownership
test).

2) You lived in the home as your main home for at least
2 years (use test).

Business use during the ownership and use peri-
ods. if you used part of your home for business during the
ownership and use periods, the exclusion generally ap-
plies only to the gain attributable to the personal part of
your home,

Depreciation. f you were entitled to take depreciation
deductions because you used your home for business, you
cannot exclude the part of your gain equal to any depreci-
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Figure B
8829 Expenses for Business Use of Your Home | OMB No. 15451266
Form » Flle only with Schedule C {Form 1040). Use a separate Form 8829 for each 2@01
home you used for business during the year,
Oepartment of the Treasury Attachment
internat Ravenue Service » See separate instructions. Sequence No. 66

Your social security number

412 100! 1254

Namels) of proprietor(s)
Mary Lake

IERY] Part of Your Home Used for Business

1 Area used regularly and exclusively for business, regularly for day care, or for storage of inventory W
or product samples. See instructions . Coe e e e e e 1 1600
2 Total area of home . . . 2 3,200
3 Divide fine 1 by line 2. Enter the result as a percentage . . 3 50 %
 For day-care facilities not used ively for b also fines 4-6.
# All others, skip lines 4-6 and enter the amount from line 3 on line 7.
4 Multiply days used for day care during year by hours used per day 3,000 ng.
5 Total hours available for use during the year (365 days x 24 hours). See i 5 8,760 hr.
6 Divide line 4 by fine 5. Enter the result as a decimal amount | | [} - 2425
7 Business percentage. For day-care facilities not used exclusively for business, mumply line 6 by
line 3 (enter the result as a percentage). All others, enter the amount from line 3. | 7 1715 %

mgure Your Deducti

8 Enter the amournt from Schedule C, ine 29, plus any net gain or (loss) derived from the business use of
your home and shown on Schedule D or Form 4797. i more than one place of i see instructions 8 25,000

gz; ;:‘:tf"'“gcl‘li:::;_oz'nm'“mns {a} and (b} before PZZAT ™ () Direct expenses (b} Induect expenses

9 Casualty losses. See instructions :]
10 Deductible morigage interest. See mstructlons 10
11 Real estate taxes. See instructions. . . . 11
12 Add lines 9, 10, and 11. . | R 12
13 Muitiply line 12, column (b) by o7 . . . 13 :
14  Add line 12, column {a) and line 13. . . | 14 0
15  Subtract line 14 from line 8. if zero or less, snter -0~ 18 25.000
16 Excess mortgage interest. See instructions . 16
17 insurance . . . L 17
18 Repairs and mamtenance P 18 7t
19 Utifities . . e 19 850
20 Other expenses. See ms‘tmcuons PR 20 2,400
21 Addiines 16through20 . . . . . . . L21 A 9,250
22 Multiply line 21, colum (8 by line 7 .. . 22 1585
23 Carryover of operating expenses from 2000 Form 5829 kne 41 . 23
24 Add line 21 in column (a), line 22, and line 23 . . . . e 2 1756
25 Allowable operating expenses. Enter the smaller of line 15 or hne 24 . Co e e 25 L756
26 Limit on excess casually losses and depreciation, Subtract line 25 from Ime L 26 25,244
27 Excess casualty losses. See instructions . . . . . . . . . 27
28 Depreciation of your home from Part i below . 28
29 Carryover of excess casualty losses and depreciation from 2000 Form 8829 lme 4 (29

80 Add fines 27 through 29 . 30

31 Allowable excess casualty iosses and deprecnatuon Enter the smaller of llne 26 or line 30 31

32 Addfines 14,25, and31 . . . . . . . . . . . . . . . . . . . ... |3 1756
a3
34

33 Casualty loss portion, if any, from lines 14 and 31. Carry amount to Form 4684, Section B
34 Allowable expenses for business use of your home. Subtract line 33 from fine 32. Enter here

and on Schedule C, line 30. If your home was used for more than one business, see instructions » 1756
L:u8ll§ Depreciation of Your Home

35 Enter the smaller of your home’s adjusted basis or its fair market value. See instructions | 36
36 Value of land included on line 35 . . e e e e e e e e e 36
37
38

37 Basis of building. Subtract fine 36 from hne 35 .
38 Business basis of building. Multiply line 37 by line 7 . Ce e e e e e e
39 Depreciation percentage. See instructions, . . {39 | %
40 Deﬁecnatuon allowable. Multiply fine 38 by line 39, Enter here and on Ime 25 above See mstruchons 40

Carryover of Unallowed Expenses to 2002

41 Operating expenses. Subtract line 25 from line 24. if less than zero, enter -0-, a1
42 Excess casualty losses and depreciation. Subtract line 31 from line 30. If less than zero enter -OA 42
For Paperwork Reduction Act Notice, see page 4 of separate instructions. Cat, No. 13232M Form 8829 ooy
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ation allowed or altowable as a deduction for periods after
May 6, 1997. If you can show by adequate records or other
evidence that the depreciation deduction allowed was less
than the amount allowable, the amount you cannot ex-
clude is the depreciation allowed.

Basis adjustment. If you used any part of your home for
business, you must adjust the basis of your home for any
depreciation that was allowable for its business use, even
if you did not claim it. If you took less depreciation than you
could have under the method you properly selected, you
must decrease the basis by the amount you could have
taken under that method. If you took more depreciation
than you should have under the method you properly
selected, you must decrease the basis by the amount you
should have deducted, plus the part of the excess de-
ducted that actually decreased your tax liability for any
year. For more information on reducing the basis of your
property for depreciation, see Publication 551,

More information. This section covers only the basic
rules for the sale or exchange of your home. For more
information, see Publication §23.

Business Furniture and
Equipment

This section discusses the depreciation and section 178
deductions you may be entitied to take for furniture and
equipment you use in your home for business or work as
an employee. These deductions are available whether or
not you qualify to deduct expenses for the business use of
your home.

This section explains the different rules for each of the
following.

1) Listed property.
2) Property bought for business use.
3) Personal property converted to business use.

Listed Property

If you use certain types of property, called listed property,
in your home, special rules apply. Listed property includes
any property of a type generally used for entertainment,
recreation, and amusement (including photographic,
phonographic, communication, and video recording equip-
ment). Listed property also includes computers and related
equipment unless they are used in a qualifying office in
your home. If you use your computer in a qualifying office
in your home, see Property Bought for Business Use, later.

More-than-50%-use test. if you bought listed property
and placed it in service during the year, you must use it
more than 50% for business (including work as an em-
ployee)} to claim a section 179 deduction or an accelerated
depreciation deduction.

If your business use of listed property is 50% or less,
you cannot take a section 179 deduction and you must

depreciate the property using the Alternate Depreciation
System (ADS) {straight line method). For more information
on ADS, see chapter 3 in Publication 946.

Listed property meets the more-than-50%-use test for
any year if its qualified business use is more than 50% of
its total use. You must allocate the use of any item of listed
property used for more than one purpose during the year
among s various uses. You cannot use the percentage of
investment use as part of the percentage of qualified busi-
ness use to meet the more-than-50%-use test. However,
you do use the combined total of business and investment
use te figure your depreciation deduction for the property.

Example 1. Sarah does not qualify to claim a deduction
for the business use of her home, but she uses her home
computer 40% of the time for a business she operates out
of her home. She aiso uses the computer 50% of the time
to manage her investments. Sarah’s home computer is
listed property because it is not used in a qualified office in
her home. Because she does not use the computer more
than 50% for business, she cannot elect a section 179
deduction. She can use her combined businessfinvest-
ment use (90%) to figure her depreciation deduction using
ADS.

Example 2. If Sarah uses her computer 60% of the time
for her business and 30% for managing her investments,
her computer meets the more-than-50%-use test. She can
elect a section 179 deduction. She can use her combined
business/investment use (80%} to figure her depreciation
deduction using the General Depreciation System (GDS).

Employee. if you use your own listed property (or listed
property you rent) in your work as an employee, the prop-
erty is business-use property only if you meet the following
requirements.

» The use is for your employer's convenience.

* The use is required as a condition of your employ-
ment.

“As a condition of your employment” means the use of
the property is necessary for you to properly perform your
work. Whether the use of the property is required for this
purpose depends on all the facts and circumstances. Your
employer does not have to tell you specifically to use the
property. Nor is a statement by your employer to that effect
sufficient.

Years following the year placed in service. If, in a year
after you place an item of listed property in service, you fail
to meet the more-than-50%-use test for that item of prop-
erty, you may be required to do the following.

1) Figure depreciation, beginning with the year you no
longer use the property more than 50% for business,
using the sfraight line method.

2) Figure any excess depreciation (include any section
179 deduction on the property in figuring excess de-
preciation) and add it to:

a} Your gross income, and
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b) The adjusted basis of your property.

For more information, see Recapture of Excess Depreci-
ation under Do the Business-Use Limits Apply? in Publi-
cation 946,

Reporting and recordkeeping requirements. if you use
listed property in your business, you must file Form 4562 to
claim a depreciation or section 179 deduction. Begin with
Part V, Section A, of that form,

You cannot take any depreciation or section 179
deduction for the use of listed property unless you
can prove your business/investment use with ad-
equate records or sufficient evidence to support your own
statements.

To meet the adequate records requirement, you must
maintain an account book, diary, log, statement of ex-
pense, trip sheet, or similar record or other documentary
evidence that is sufficient to establish business/investment
use. For more information on what records to keep, see
What Records Must Be Kept? in chapter 4 of Publication
946.

?‘ﬁ

RECORDS!

Property Bought for Business Use

If you bought certain property to use in your business, you
can do any one of the following (subject to the limits
discussed later).

* Clect a section 179 deduction for the full cost of the
property.

* Take part of the cost as a section 179 deduction
and depreciate the balance.

e Depreciate the full cost of the property.

Section 179 Deduction

You can claim the section 179 deduction for the cost of
depreciable tangible personal property bought for use in
your {rade or business. You can choose how much (sub-
ject to the limit) of the cost you want to deduct under
section 179 and how much you want to depreciate. You
can spread the section 179 deduction over several items of
property in any way you choose as ong as the total does
not exceed the maximum allowable. You cannot take a
section 179 deduction for the basis of the business part of
your home,

You elect the section 179 deduction by completing Part
1 of Form 4562.

More information. For more information on the section
179 deduction, see chapter 2 in Publication 946.

Depreciation

Use Part Il of Form 4662 to claim your deduction for
depreciation on property placed in service during the year.
Do not include any costs deducted in Part | {section 179
deduction).
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Most business property used in @ home office is either
S-year or 7-year property under MACRS,

e 5-year property includes computers and peripheral
equipment, typewriters, calculators, adding ma-
chines, and copiers.

» 7-year property includes office furniture and fixtures
such as desks, files, and safes.

Under MACRS, you generally use the half-year conven-
tion, which allows you to deduct a half year of depreciation
in the first year you use the property in your business. If
you place more than 40% of your depreciable property in
service during the last 3 months of your tax year, you must
use the mid-quarter convention instead of the half-year
convention. See Publication 846 for an exception for 2001.

After you have determined the cost of the depreciable
property (minus any section 179 deduction taken on the
property) and whether it is 5-year or 7-year property, use
the table, shown next, to figure your depreciation if the
half-year convention applies.

MACRS Percentage Table
for 5- and 7-Year Property
Using Half-Year Convention

Recovery Year  5-Year Property 7-Year Property
1 20.00% 14.29%
2 32.00% 24.49%
3 19.20% 17.49%
4 11.52% 12.49%
5 11.52% 8.93%
6 5.76% 8.92%
7 8.93%
8 4.46%

See Publication 946 for a discussion of the mid-quarter
convention and for complete MACRS perceniage tables.

Example. During the year, Donaid Kent bought a desk
and three chairs for use in his office. His total bill for the
furniture was $1,975. His taxable business income for the
year was $3,000 without any deduction for the office furni-
ture. Donald can elect to do one of the foliowing.

1) Take a section 179 deduction for the full cost of the
office furniture.

2) Take part of the cost of the furniture as a section 179
deduction and depreciate the balance.
3) Depreciate the full cost of the office furniture.

The furniture is 7-year property. If Donald does not take
a section 179 deduction, he multiplies $1,875, the cost of
the furniture, by 14.29% (.1429) to get his depreciation
deduction of $282.23.

Personal Property Converted to
Business Use
if you use property in your home office that was used

previously for personal purposes, you cannot take a sec-
tion 179 deduction for the property. You can depreciate it,
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however. The method of depreciation you use depends on
when you first used the property for personal purposes.

If you began using the property for personal purposes
after 1986 and change it to business use in 2001, depreci-
ate the property under MACRS.

The basis for depreciation of property changed from
personal to business use is the lesser of the following.

1) The adjusted basis of the property on the date of
change.

2) The fair market value of the property on the date of
change.

If you began using the property for personal purposes
after 1980 and before 1987 and change it to business use
in 2001, you generally depreciate the property under the
accelerated cost recovery system (ACRS). However, if the
depreciation under ACRS is greater in the first year than
the depreciation under MACRS, you must depreciate it
under MACRS. For information on ACRS, see Publication
534, Depreciating Property Placed in Service Before 1987.

if you began using the property for personal purposes
before 1981 and change it to business use in 2001, depre-
ciate the property by the straight line or declining balance
method based on salvage value and useful life.

Recordkeeping

=

RECORDS|

You do not have to use a particular method of
recordkeeping, but you must keep records that
provide the information needed to figure your
deductions for the business use of your hame. You should
keep canceled checks, receipts, and other evidence of
expenses you paid.

Your records must show the following information.
® The part of your home you use for business.

e That you use part of your home exclusively and
regularly for business as either your principat place
of business or as the place where you meet or deal
with clients or customers in the normal course of
your business. (However, see the earlier discussion,
Exceptions to Exclusive Use.}

* The depreciation and expenses for the business
part.

‘You must keep your records for as long as they are impor-
tant for any tax law. This is usually the later of the following
dates.

1) 3 years from the return due date or the date filed.
2) 2 years from the date the tax was paid.

Keep records to prave your home's depreciable basis.
This includes records of when and how you acquired your
home, your original purchase price, any improvements to
your home, and any depreciation you are allowed because
you maintained an office in your home. You can keep

copies of Forms 8829 or the Publication 587 worksheets
as records of depreciation.

For more information on recordkeeping, see Publication
583,

Where To Deduct

Deduct expenses for the business use of your home on
Form 1040. Where you deduct these expenses on the form
depends on whether you are:

* A self-employed person, or
* An employee.

Self-Employed Persons

If yau are self-employed and file Schedule C (Form 1040),
complete and attach Form 8828 to your return. If you file
Schedule F (Form 1040), report your entire deduction for
business use of the home, up to the limit discussed earlier
(line 32 if you used the worksheet), on fine 34 of Schedule
F. Write “Business Use of Home” on the dotted line beside
the entry.

Deductible mortgage interest. if you file Schedule C
(Form 1040), enter all your deductible morigage interest on
line 10 of Form 8828. After you have figured the business
part of the mortgage interest on lines 12 and 13, subtract
that amount from the total mortgage interest on line 10.
The remainder is deductible on Schedule A (Form 1040),
fines 10 and 11. If the interest you deduct on Schedule A
for your home mortgage is limited, enter the excess cn line
16 of Form 8828,

If you file Schedule F {Form 1040), include the business
part of your deductible home morigage interest with your
total business use of the home expenses on line 34. You
can use the worksheet near the back of this publication to
figure the deductible part of mortgage interest, Enter the
nonbusiness part of the deductible mortgage interest on
Schedule A, lines 10 and 11.

To determine if the limits on gualified home morigage
interest apply to you, see the Instructions for Schedule Aor
Publication 836.

Real estate taxes. If you file Schedule C (Form 1040),
enter all your deductible real estate taxes on line 11 of
Form 8829. After you have figured the business part of
your taxes on lines 12 and 13, subtract that amount from
your total real estate taxes on line 11. The remainder is
deductible on Schedule A, fine 6.

if you file Schedule F {(Form 1040), include the business
part of real estate taxes with your total business use of the
home expenses on line 34. Enter the nonbusiness part of
your real estate taxes on line 6 of Schedule A.
only the personal part of your deductible mort-
WIS gage interest and real estate taxes on Schedule A

(Form 1040). Do not deduct any of the business part on
Schedule A. For example, if your business percentage on

If you itemize your deductions, be sure to claim
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line 7 of Form 8829 or line 3 of the worksheet near the back
of this publication is 30%, you can claim only 70% of your
deductible mortgage interest and real estate taxes as per-
sonal expenses ori Schedule A.

Casualty losses. If you are using Form 8828, refer to the
specific instructions for lines 9 and 27 and enter the
amount from fine 33 on line 27 of Form 4684, Section B.
Write “See Form 8828” above line 27.

If you file Schedule F (Form 1040), enter the business
part of casualty losses (line 31 if you use the worksheet) on
line 27 of Form 4684, Section B. Write “See attached
statement” above fine 27,

Other expenses. Report the other home expenses that
would not be aliowable if you did not use your home for
business (insurance, maintenance, utilities, depreciation,
etc.) on the appropriate lines of your Form 8829. if you rent
rather than own your home, include the rent you paid on
line 20. if these expenses exceed the deduction {imit, carry
the excess over to next year. The carryover will be subject
to next year's deduction limit.

If you file Schedule F (Form 1040), include your other-
wise nondeductible expenses (insurance, maintenance,
utilities, depreciation, etc.) with your total business use of
the home expenses on line 34 of Schedule F. If these
expenses exceed the deduction limit, carry the excess
over to the next year. The carryaver will be subject to next
year’s deduction limit.

Business expenses not for the use of your home.
Deduct in full your business expenses that are not for the
use of your home itself (dues, salaries, supplies, certain
telephone expenses, etc.) on the appropriate lines of
Schedule C (Form 1040) or Schedule F (Form 1040).
Because these expenses are not for the use of your home,
they are not subject to the deduction limit for business use
of the home expenses.

Employees

As an employee, you must itemize deductions on Sched-
ule A {Form 1040) fo claim expenses for the business use
of your home and any other employee business expenses.
This generally applies to all employees, including outside
salespersons. if you are a statutory empioyee, use Sched-
ule C (Form 1040) to claim the expenses. Follow the
instructions given earlier under Seff-Employed Persons,
The “statutory employee” box within box 13 on your Form
W-2 will be checked if you are a statutory empioyee.

if you have employee expenses for which you were not
reimbursed, report them on line 20 of Schedule A. You
generally must also complete Form 2106 if either of the
following apply.

* You claim any travel, transportation, meal, or enter-
tainment expenses.

* Your employer paid you for any of your job expenses
reportable on line 20. {(Amounts your employer in-
cluded in box 1 of your Form W-2 are not considered
paid by your employer).
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However, you can use the simpler Form 2106-EZ, in-
stead of Form 2108, if you meet the following require-
ments.

* You were not reimbursed for your expenses by your
employer, or if you were reimbursed, the reimburse-
ment was included in box 1 of your Form W-2.

» {f you claim car expenses, you use the standard
miteage rate.

When your employer pays for your expenses using a
reimbursement or aliowance arrangement, the payments
generally should not be on your Form W-2 if the following
rules for an accountable plan are met.

1) You adequately account to your employer for the
expenses within a reasonable time.

2} You return any payments not spent for business ex-
penses (excess reimbursements).

3) You must have paid or incurred deductible expenses
while performing services as an employee.

If you meet the accountable plan rules and your busi-
ness expenses equal your reimbursement, do not report
the reimbursement as income and do not deduct the ex-
penses.

Adequately accounting to employer. You adequately
account to your employer when you give your employer
documentary evidence of your travel, mileage, and other
employee business expenses, such as receipts, along with
an account book, diary, or similar record in which you
sntered each expense at or near the time you had it.

You also may be treated as adequately accounting to
your employer if your employer gives you a per diem or car
allowance similar in form to, and not more than, the federal
rate and you verify the time, place, and business purpose
of each expense. For more information, see the instruc-
tions for Form 2106 and Publication 463, Travel, Entertain-
ment, Giff, and Car Expenses.

Rental to employer. If you rent part of your home to your
employer and you use the rented part in performing ser-
vices for your employer as an employee, your deduction
for the business use of your home is iimited. You can
deduct morigage interest, real estate taxes, and personal
casualty losses for the rented part, subject to any limita-
tions. However, you cannot deduct otherwise aliowable
trade or business expenses, business casualty losses, or
depreciation related to the use of your home in performing
services for your employer.

Deductible mortgage interest. Aithough you generally
can deduct expenses for the business use of your home on
fine 20 of Schedule A (Form 1040), do not include any
deductible home mortgage interest on that line. Instead,
deduct both the business and nonbusiness parts of this
interest on line 10 or 11 of Schedule A.

if the home mortgage interest you can deduct on lines
10 or 11 is limited by the home morigage interest rules, you
cannot deduct the excess as an employee business ex-
pense on line 20 of Scheduie A, even though you use part
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of your home for business. To determine if the limits on
home mortgage interest apply to you, see the instructions
for Schedute A or Publication 936.

Real estate taxes. Deduct both the business and non-
business parts of your real estate taxes on line 6 of Sched-
ule A. For more information on amounts allowable as a
deduction for real estate taxes, see Publication 530, Tax
Information for First-Time Homeowners.

Casualty losses. Enter the business part of casualty
losses {fine 31 of the worksheet) on line 27 of Form 4684,
Section B. Write “See attached statement” above line 27.

Other expenses. If you file Form 2106 or Form 2106-EZ,
report on line 4 the following expenses.

# The business part of your otherwise nondeductible
expenses {(utilities, maintenance, insurance, depreci-
ation, etc.) that do not exceed the deduction fimit.

s The employee business expenses not related to the
use of your home, such as advertising.

Add these to your other employee business expenses and
complete the rest of the form. Enter the total from Form
2106, or Form 2106-EZ, on line 20 of Schedule A, where it
is subject to the 2%-of-adjusted-gross-income limit. If you
do not have to file Form 2106 or Form 2106-EZ, enter your
total expenses directly on line 20 of Schedule A.

Example. You are an employee who works at home for
the convenience of your employer. You meet all the re-
quirements to deduct expenses for the business use of
your home. Your employer does not reimburse you for any
of your business expenses and you are not otherwise
required to file Form 2106 or Form 2106-EZ.

As an employee, you do not have gross receipts, cost of
goods sold, etc. You begin with gross income from the
business use of your home, which you determine to be
$6,000.

The percentage of expenses due lo the business use of
your home is 20%. You have the following expenses.

Deductible mortgage interest (20%) ... ............ .. $1,500
Real estate taxes (20%) . 1.000
Total ............ .. $2.500

Expenses not related to business use of the horne {100%):
Supplies . .
Advertising
Telephone

Totat . ........

Maintenance (20%) . . ... ... .. i
Utifities (20%). . . . .
tnsurance (20%) .
Tatal ...........

Depreciation {20%)

Based on the above expenses, you figure your deduc-
tion fimit as follows.
Grossineome ... .. ... $6,000
Less:
Deductible morigage interest {20%) .
Reat estate taxes (20%). . ... .. ..

$1.500
1.000

Expenses not refated to business use of the home

(100%) . oo 2,000 4,500
Deductionfimit ... .................... $1,500

Your deduction for otherwise nondeductible expenses and
depreciation is limited to $1,500. You can deduct all your
otherwise nondeductible expenses ($800) and $700
($1,500 — $800) of your depreciation. /

You deduct your expenses for business use of your
home on Schedule A (Form 1040) as shown in the follow-
ing table.

Expense Amount Scheduie A
Deductible morigage interest $1,500 Line 10 or 11*
Real estate taxes $1,000 Line 6%
Expenses not related to the

business use of the home $2,000 Line 20**
Otherwise nondeductible expenses $800 Line 20**
Depreciation $700 Line 20"

*in addition to the 80% nonbusiness part of the expense.
**Subject to the 2%-of-adjusted-gross-income fimit.

You can carry over the $300 of depreciation that ex-
ceeds the deduction limit fo next year, subject to the
deduction limit for that year.

Schedule C Example

The filled-in forms for John Stephens that follow show how
to report deductions for the business use of your home if
you file Schedule C (Form 1040).

Form 4562. The following bold line references apply to
Form 4562.

Part |, lines 1-13. John began using his home for
business in January of this year. He purchased a new
computer and filing cabinet to use in his business. The
computer, used 100% for business, cost $3,200. The filing
cabinet cost $600, He elects to take the section 179 deduc-
tion for both items,

John completes Part | of Form 4562. He enters the cost
of both the computer and filing cabinet, $3,800, on fine 2
and completes lines 4 and 5. On line 6, he enters a
description of each item, its cost and the cost he elects to
expense. He completes the remaining lines in Part 1.

Part 1, line 15¢. John converted to business use a desk
and chair he had purchased in 1996 for personal purposes.
tn 1996 he paid $1,500 for them. The fair market value in
2001 is $550. Since the fair market value is less than the
cost, his depreciable basis is $550.

in Part Ui, line 15¢, column {c), he enters $550 for the
desk and chair. He completes columns (d) through (f). The
furniture is 7-year property under MACRS. He uses the
MACRS Percentage Table for 5- and 7-Year Property
Using Half-Year Convention in this publication or Table A-1
in Publication 946 to find the rate of 14.29% for property
placed in service during the first month of the year. He
multiplies $550 by 14.29% (.1429) and enters $79 in col-
umn (g).
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Part I, line 15i. Because this is the first year John used
his home for business, he must figure the depreciation on
line 15i. On line 15i, column (c), he enters $11,000, the
depreciable basis of the business part of his home. (For a
discussion on how he figures his depreciation deduction,
see Step 3 under Form 8829, Part Il.) He enters $271 in
colurmn (g).

Part IV, line 21. John totals the amounts on line 12 and
line 15 in column (g) and enters the total on line 21. He
enters both the section 179 deduction ($3,800) and the
depreciation on the furniture ($79) on line 13 of Schedule
C. He enters the depreciation on his home {$271) on Form
8829, line 28.

Schedule C. The foliowing bold line references apply to
Schedule C.

Line 13. John enters the amount from Form 4562 for his
section 179 deduction ($3,800) and the depreciation de-
duction for his office furniture ($79).

Line 16b. This amount is the interest on instaliment
payments for the business assets John uses in his home
office.

Line 25. John had a separate telephone line in his
home office that he used only for business. He can deduct
$347 for the line.

Lines 28-30. Online 28, he totals all his expenses other
than those for the business use of his home, and then
subtracts that total from his gross income. He uses the
result on line 29 to figure the deduction iimit on his ex-
penses for the business use of his home. He enters that
amount on fine 8 of Form 8829 and then completes the
form. He enters the amount of his home office deduction
from line 34, Form 8829, on line 30 of Schedule C.

Form 8829, Part ). John uses one room of his home
exciusively and reguiarly to meet clients. In Part | of Form
8829 he shows that, based on the square footage, the
room is 10% of his home.

Form 8829, Part ll. John uses Part Il of Form 8829 fo
figure his allowable home office deduction.

Step 1. First, he figures the business part of expenses
that would be deductible even if he did not use part of his
home for business. Because these expenses ($4,500 de-
ductible mortgage interest and $1,000 real estate taxes)
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relate to his entire home, he enters them in column (b) on
lines 10 and 11. He then subtracts the $550 business part
of these expenses (line 14) from his tentative business
profit (tine 8). The result, $25,002 on line 15, is the most he
can deduct for his other home office expenses.

Step 2. Next, he figures his deduction for operating
expenses. He paid $300 to have his office repainted. He
enters this amount on iine 18, column (a) because it is a
direct expense. All his other expenses ($400 homeowner's
insurance, $1,400 roof repairs, and $1,800 heating and
lighting) relate to his entire home, Therefore, he enters
them in column (b) on the appropriate lines. He adds the
$300 direct expenses (line 21) to the $360 total for indirect
expenses {line 22) and enters the total, $660, on line 24.
Because this amount is less than his deduction limit, he
can deduct it in full. The $24,342 balance of his deduction
limit (fine 26) is the most he can deduct for depreciation.

Step 3. Next, he figures his allowable depreciation de-
duction for the business use of his home in Part il of Form
8829. The adjusted basis of his home is $130,000, which is
less than the fair market value of $160,000. He figures the
value of the land to be $20,000. He subtracts the land
value from the adjusted basis. He multiplies the result
($110,000) by the percentage on line 7 to get the deprecia-
ble basis of the business part of his home ($11,000).

Because he began using the office in January of this
year, he uses the MACRS Percentage Table for 39-Year
Nonresidential Real Property in this publication or Table
A-7a in Appendix A of Publication 948. The depreciation
percentage for the first year of the recovery period for
assets placed in service in the first month is 2.461%. His
depreciation deduction for 2001 (line 40) is $271 (02461 x
$11,000). He enters that amount in Part il on lines 28 and
30. Because it is less than the available balance of his
deduction limit {line 26), he can deduct the full deprecia-
tion, Since John must also complete Form 4562 for 2001,
he enters $271 on line 15i, column {(g). See Form 4562,
earlier.

Step 4. Finally, he figures his total deduction for his
home office by adding together his otherwise deductible
expenses (line 14), his operating expenses (line 25), and
depreciation (line 31). He enters the result, $1,481, on
tines 32 and 34, and on Schedule C, line 30.
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SCHEDULE C Profit or Loss From Business | oMBNo 15450074
(Form 1040) {Sole Propristorship) 2@01
» Partnerships, joint ventures, etc., must fite Form 1065 or Form 1065-B,
Department of the Treasury Attachment
Internai Revenue Servioe > Attach ta Farm 1040 or Form 1041. P See ions for C (Form 1040). | Ssquence No. 09
Name of propnetor Social security number (SSN}
John Stephens 4651 00 {001
A Principal business or profession, including product or service (see page C-1 of the instructions} B Enter code from pages C-7 & 8
Tax Preparation Services B8 41121113
[+ Business name. If no separate business name, leave blank. D Empiloyer 1D number (EIN}, if any
Stephens Tax Service ‘ : ‘ ] } [ I ]
E  Business address (ncluding suite or room noy » . 821 Union Street
City, town or post office, state, and ZIP code Hometown, 1A 52761
F  Accounting method: (1 X Cash @ O Accrual (@ [ Other (specify) » ..ot
G Did you “materially participate” in the operation of this busingss during 20017 If “No,” see page C-2 for limit on fosses | Xvyes TiNo
H  If you started or acquired this business during 2001, check here, . . . |

Tncome

1 Gross receipts or sales. Caution. If this income was reported to you on Form W-2 and the “S(atutory D

employee” box on that form was checked, see page C-2 and check here | 1 24,280
2  Returns and allowances, 2 -2 -
3 Subtract line 2 from fine 1 . - 3 34,280
4 Cost of goods sold {from line 42 on page 2) ] -0 =
5 Gross profit. Subtract tine 4 from line 3. . . 5 24,280
& Other income, including Federal and state gasolme or fuei tax ered)t or refund (see page C 3) . 6 -0
7 Gross income. Add finesS5and6 . . . > 7 34,280

Expenses. Enter expenses for busmess use of your home only on lme 30

B8 Advertising . . . . . 8 250 19 Pension and profit-sharing plans 19 |
9 Bad debts from sales or 20 Rent or lease (see page C-4):
services (see page C-3). ., g @ Vehicles, machinery, and equipment 208
10 Car and wuck expenses b Other business property . 200
(seepage C-3) . . . . 10 1,266 21 Repairs and maintenance. . 21
1% Commissions and fees . . 11 22 Supplies (not included in Part 1) . 22 258
12 Depletion. . . 12 23 Taxes and licenses, , . . 23 -
13 Depreciation and section 178 24 Travel, meals, and entenainment:%
expense deduction {not included aYravel ., . . . ., ., . 24a 30
in Part 1)) (see page C-3) . 13 3,679 bMeals  and
14 Employee benefit programs i L3 12
{pther than on fine 19) . . 14 © Enter ¢
45 Insurance {other than health) 15 750 g‘:degr::;m‘ezx
16 Interest: (see page C-5). 256
a Mortgage (paid 1o banks, etc) |62 o Subtract fine 24¢ from fine 24b . 24d 256
b Other . . . . 16b 200 25 Utilities . . . 25 347
17  legal and pmfesstona! ' 26 Wages (less empioyment credxts) 26
services . . . . . . 17 350 27 Other expenses {from line 48 on
18 Office expense . . 18 800 page 3 . 27 267
28 Total expenses before expenses for business use of home. Add lines 8 through 27 in columns ,  » 28 8,728
Tentative profit loss). Subtract fine 28 from line 7 . 28 25552
30 1,481

Expenses for business use of your home. Attach Form 8829,

Net profit or {loss]. Subtract line 30 from {ine 29.

» if a profit, enter on Form 1040, ine 12, and also on Schedule SE, Ime 2 (statutory employees,
see page C-5). Estates and trusts, enter on Form 1041, fine 3. 31 24071
« if a loss, you must go 1o line 32.

32 i you have a loss, check the box that describes your investment in this activity (ses page C-6).

288

® if you checked 32a, enter the ioss on Form 1040, line 12, and also on Schedule SE, tine 2 a2a "] All investment is at risk.
(statutory employees, see page C-5). Estates and trusts, enter on Form 1041, line 3. a2b [ Some investment is not
& if you checked 32b, you must attach Form 6198, at risk.

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat, No. 11334P Schedule C (Form 1040} 2001

Page 19
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8829 Expenses for Business Use of Your Home | OME No. 15451266
Form ¥» Fite only with Schedule C {Form 1040). Use a separate Form 8829 for each @@01
home you used for business during the year.
Department of the Treasury Attachment
internal Revenue Service » See separate instructions. Sequence No. 66

Your social security number

465 1 00 0001

Narme(s) of proprietorts)

John Stephens
Part of Your Home Used for &
1 Area used regularly and exclusively for business, regularly for day care, or for storage of inventory %
or product samples. See instructions . . . . . . . . . . . L. L L L L L .. 1 200
2 Total area of home . .
Divide fine 1 by line 2. Enter the result as a percentage .

» For day-care facilities not used i for i also fete lines 4-6.
* Al athers, skip lines 4-6 and enter the amount from line 3 on line 7
4 Muitiply days used for day care during year by hours used per day hx.
§  Total hours available for use during the year (365 days x 24 hours). See i 5 8,760 hr.
6 Divide line 4 by line 5. Enter the result as a decimal amount, | . 6
7 Business percentage. For day-care facilities not used exclusively for business, mumply line 6 by
fine 3 (enter the result as a percentage). All others, enter the amount from line 3 . »
Figure Your Allowable Deduction
8  Enter the amount from Schedule C, line 29, plus any net gain or (luss) derived from the business use of
your home and shown on Schedule D or Form 4797 If more than one place of busi see instructions 8 26,552
i:; ‘:;;s:"r’ugc:::enss 9f_o";'(}calurm':s {a) and (b) before {a) Direct expenses. {b) Indiirect expenses
8 Casuaity losses. See instructions, |, 9
10 Deductible mortgage interest. See mstmcuons 10 4500
11 Real estate taxes. See instructions . . |, . kh] 1,000
12 Addlines 9, 10,and 11, . . . . . . . |12 5800
13 Muitiply line 12, column (b) by line 7 ., . 13 550
14 Add fine 12, column (a) and line 13, . . . 14 550
15  Subtract line 14 from line 8. If zero or less, entér -0- iz 15 25002
16 Excess mortgage interest. See instructions | 16 :
17 insurance . . . L 7 400
18 Repairs and maintenance e 18 200 1400
19 Utilites . . . Ce 19 1£Q0
20 Other expenses. See lnstructrons. Ce 20
21 Add lines 16 through 20, . . . oL 21 200 2600
22 Multiply line 21, column (b} by Hine 7 . 22 360
23 Carryover of operating expenses from 2000 Form 8829 Ime 41 23 -0 -
24 Add line 21 in column (1), line 22, and line 23 . . R 24 660
25 Allowable operating expenses. Enter the smaller of line 15 or fine 24, L 25 660
26  Limit on excess casualty losses and depreciation. Subtract line 25 from fine 15 . . . . . 26 24,342
27 Excess casualty losses, See instructions . . . . . . . . . 27
28 Depreciation of your home from Part Il below . | . 28 271
29 Carryover of excess casualty losses and depreciation from 2000 Form 8829 hne 42 29
30 Add fines 27 through 29, . . . . 30 27
31 Aliowable excess casualty losses and deprecxatson Enter the smaller of line 26 or line S0, . 31 271
32 Add lines 14,25, and 31 | . .o132 1481
33 Casualty loss portion, if any, from !mes 14 and 31 Carry amount to Form 4634 Section B A
34 Allowable expenses for business use of your home. Subtract line 33 from line 32. Enter here %
and on Schedule C, line 30. if your home was used for more than one business, see instructions » 1 34 1,481
Depreciation of Your Home
Enter the smaller of your home’s adjusted basis or its fair market value. See instructions . 35 130.000
36 Vaiue of land included on line 35 . 35 20,000
37 Basis of building. Subtract line 36 from e s . . . 37 10,000
38 Business basis of building. Multiply line 37 byline7 . . . . . . . . . . . . . . 38 1,000
39 Depreciation percentage. See instructions. 39 2.461%
40 27

40  Depreciation allowable. Multiply line 38 by line ég Enter here and cn hne 28 above See xnstruchons
IE!& Carryover of Unaliowed E to 2002

41 Operating expenses. Subtract line 25 from line 24. If jess than zero, enter -0~ 41
42 Excess casualty losses and depreciation. Subtract fine 31 from line 30. i less than zero, ente( -O- 42
For Paperwork Reduction Act Notice, see page 4 of separate instructions, Cat. No. 13232M Form 8829 (2001
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4562 Depreciation and Amortization | OMB No, 1985:0172
Form (Inciuding Information on Listed Property) 2@01
Deparment of the Treasury Attachment
Interna) Reveous Service » See separate instructions. » Attach this form to your return, Sequence No. 67
Narme{s) shown on return Business or activity to which this form relates Identifying number
John Stephens Tax Preparation 465-00-0001

Election To Expense Certain Tangible Property Under Section 179
Note: If you have any “listed property,” compiete Part V before you complete Part |.

1 Maximum dollar limitation. if an enterprise zone business, see page 2 of the instructions . 1 $24,000
2 Total cost of section 179 property placed in service {see page 2 of the instructions). 2 3,800
3 Threshold cost of section 178 property before reduction in limitation , 3 $200,000
4 Reduction in limitation. Subtract line 3 from line 2. If zero or less, enter -0- . 4 - o
5 Dollar limitation for tax year. Subtract line 4 from line 1. if zero or less, enter -0-. if married
filing separately, see page 2 of the instructions . T O 24,000
{a) Description of praperty {b) Cost {pusiness use anly} {c} Elected cost
) Computer 3,200 5,200

Eile Cabinet 600 600 //
7 Listed property. Enter amount fromtine27 . . . . . . . . . ’7 /A

8 Total elected cost of section 179 property. Add amounts in column (¢}, lines 6 and 7 | 8 | 2,600
9 Tentative deduction. Enter the smaller of fine 5 or line 8 . R 9 2,800
10 Carryover of disaliowed deduction from 2000 (see page 3 of the instructions). . . . . . |10 -0 -
11 Business income lirmitation. Enter the smaller of business income (not less than zerc) of fine 5 (see instructions) | 11 24,000
12 Bection 179 expense deduction. Add lines 9 and 10, but do not enter more than line 11 . . | 12 3,800

13 Carryover of disallowed deduction to 2002, Add lines 9 and 10, less line 12 » [ 13 = 0 =

Note: Do aot use Part il or Part Iif below for listed property (automobiles, certain other vehicles, celluiar tefephones,

certain computers, or property used for enterfainment, recreation, .or amusement). Instead, use Part V for listed property.

MACRS Depreciation for Assets Placed in Sérvice Only During Your 2001 Tax Year {Do not include
listed property.)

A Asset A Election
14 If you are making the election under section 168(1)(4) to group any assets placed in'sérvice during the tax year into one
or more general asset accounts, check this box. Seepage 3oftheinstructions ., . . . . . . . . . w»
ion B Depreciati {GDS) (See page 3 of the instructions.)

(@ RN f&ﬁm&ﬁ&”&m‘éz i m"w {e) Convention ) Method (8} Depreciation deduction
[ 7 HY 20008 79
d 10-year property
e 15-year property
{ 20-year property
g 25-year property 25 yrs. S/L
h Residential rentat 27.5yrs. MM s/t
property 27.5 yrs. MM S/L
i Nonresidential real 1,000 32 yrs. MM s/L 27
property MM S/L
Section C—Alternative Depreciati Y {ADS) (See page 5 of the instructions.)
Class life S/L
12 yrs. S/L
40 yrs. MM S/L
Other Depreciation {Do not include listed property.) (See instructions beginning on page 5.)
17  GDS and ADS deductions for assets placed in service in tax years beginning before 2001 17
18 Properly subject to section 168{(1) election. . . . . . . . . . . . . . . . . 118]
19 ACRS and other depreciation, . . . . . . . . 19
Mmmaw (See page 6 of the instructions.)
20 Listed property. Enter amount fromfine26 . . . . . . . . . . . . . . . . . L2
21 Total. Add deductions from line 12, kines 15 and 16 in column (g), and lines 17 through 20. Enter
here and on the appropriate lines of your return. Partnerships and S corporations—see instructions | 21 4150

22 For assets shown above and placed in service during the current year,
enter the portion of the basis atiributable to section 263A costs .

For Paperwork Reduction Act Notice, see page 9 of the instructions. Cat. No. 12906N Form 45682 2007
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Worksheet To Figure the Deduction for Business Use of Your Home

Use this worksheet if you file Schedule F (Form 1040) or you are an employes or & partner.

1
2)

4

5)
6)
7
8)
9
10)
11y
12)
13

14)
15)
16)
17
18)
19

20
21)
22)
23
24
25
26
27
28
29
30
31)
32

33)
34;
35)
36}
37,
38)

39)

PART 1—Part of Your Home Used for Business:

Area of home used for business
Total area of home

PART 2--Figure Your Allowable Deduction

Gross income from business {see instructions) | .
@

3) Percentage of home used for busmess (dee hne 1 by hne 2 and show resuit as perceniage)

)
Indirect
Expenses

Direct
Expenses
Casualty losses . . . e e e e e e 5)
Deductible mortgage interest . . . . . . . ., . 6)
Realestatetaxes . . . . . . . . . . . . . il
Total of fines S through7 . . . . . . . . . . . 8}

Muittiply fine 8, column (b), by fine 3 . 9)

Add tine 8, column {a), and line 9 . e e e e 10)

Business expenses not from business use of nome {see instructions) . 1

Add fines 10 and 11, .

Deduction fimit. Subtract line 12 from lme 4

Excess mortgageinterest . . . . . . . . . . . 14

Insurance . . . P ]

Repairs and malntenance T |

Utiiles. . . . . . . . . . . . ... .. 17

Otherexpenses . . . . . . . . . . . . . . 18

Add lines 14 through 18 . . . . . . . . . . . 19

Muttiply fine 19, column (b} by fine 3 . . 20}

Carryover of operating expenses from prior year (see mstfuctfons) 21

Add line 19, column {a}, fine 20, and fine 21 .

Aflowable operating expenses. Enter the smatler of line 13 or hne 22

Limit on excess casualty fosses and depreciation. Subtract line 23 from fine 13 | .

Excess casualty losses {see instructions) 25}
Depreciation of your home from line 38 below . 26)

Carryover of excess casualty losses and depreciation from prior year (see xns(ructlons) 27

Add fines 25 through 27

Allowable excess casuaity losses and deprecnat;on Enter the smaller of hne 24 or hne 28

Add fines 10, 23, and 29
Casualty losses included on lines 10 and 29 (see lnstructlons)

Allowable expenses for business use of your home. {Subtract line 31 from hne 30) See instructions for where

ta enter oo your retum |

PART 3—Depreciation of Your Home

Smatter of adjusted basis or fair market value of home (see instructions} .
Basis of land .

Basis of building (subtract fine 34 from lme 33)

Business basis of building {multiply line 35 by line 3) .

Depreciation percentage (from applicable table or method)

Depreciation allowable (multiply line 36 by line 37) .

PART 4—-Carryover of Unaliowed Expenses to Next Year

Operating expenses. Subtract line 23 from line 22. If fess than zero, enter -0-

40} Excess casualty losses and depreciation. Subtract line 29 from line 28. (f tess than Zero, enter -0'

1)
2
3

4

12}
13)

22)
23)
24)

28)
28)
30}
31

32)

33)
34)
35}
36)
a7)
38)

39)
40)

Page 22




124

Instructions for the Worksheet

if you are an employee, a partner, or you file Schedule F
(Form 1040), use the preceding worksheet to figure your
deduction for the business use of your home. The following
instructions explain how to complete each part.

If you file Schedule C (Form 1040), use Form

8829 to figure the deductions and attach the form
GXMEL o your returm.
Part 1—Part of Your Home Used for
Business
Lines 1-3.

if you figure the percentage based on area, use lines 1
through 3 to figure the business-use percentage. Enter the
percentage on line 3.

You can use any other reascnable method that accu-
rately reflects your business-use percentage. If you oper-
ate a day-care facility and you meet the exception to the
exclusive use test for part or all of the area you use for
business, you must figure the business-use percentage for
that area as explained under Day-Care Facility, earlier. if

you use another method to figure your business percent-
age, skip lines 1 and 2 and enter the percentage on line 3.

Part 2—Figure Your Allowable
Deduction

Line 4.

If you file Schedule F, enter your total gross income from
the business use of your home. This would generally be
the amount on line 11 of Schedule F.

tf you are an employee, enter your total wages from the
business use of the home.

Lines 5-7.

Enter only amounts that would be deductible whether or
not you used your home for business. In other words,
these amounts would normally be allowable as itemized
deductions on Schedule A (Form 1040}, Enter your ex-
penses paid for deductible mortgage interest, real estate
taxes, and casualty losses. Include only the part of a
casually loss that exceeds $100 plus 10% of adjusted
gross income,

Under column (a), Direct Expenses, enter expenses
that benefit only the business part of your home. Under
column (b), Indirect Expenses, enter expenses that benefit
the entire home. You generally enter 100% of the expense.
However, if the business percentage of an indirect ex-
pense is different from the percentage on line 3, enter only
the business part of the expense on the appropriate line in
column {a), and leave that line in column {b) blank.

Lines 910,
Multiply your totai indirect expenses by the business
percentage from line 3. Enter the resutt on line 9. Add this

amount to the total direct expenses and enter the totat on
tine 10.

Lines 11-13.

Enter any other business expenses that are not atiributa-
ble to business use of the home on fine 11. For employees,
examples include travel, supplies, and business telephone
expenses. Farmers should generally enter their total farm
expenses before deducting office in the home expenses.
Do not enter the deduction for one-half of your seif-employ-
ment tax. Add the expenses on line 11 to the line 10
amount, and enter the total on fine 12. Subtract line 12 from
fine 4, and enter the result on line 13. This is your deduc-
tion limit. You use it to determine whether you can deduct
any of your other expenses for business use of the home
this year. If you cannot, you will carry them over to next
year.

If line 13 is zero or less, enter zero. Deduct your ex-
penses for deductible home mortgage interest, real estate
taxes, casualty losses, and any business expenses not
attributable to use of your home on the appropriate lines of
the schedule(s) for Form 1040 as explained earlier under
Where To Deduct.

Lines 14-21.

On lines 14 through 18, enter your otherwise nondeduct-
ible expenses for the business use of your home. These
include utilities, insurance, repairs, and maintenance. If
you rent, include the amount paid on line 18. if you file
Schedule F, include any part of your home mortgage
interest that is more than the limits given in Publication
936. (If you are an employee, do not enter any excess
home mortgage interest.) In cotumn (a), enter the ex-
penses that benefit only the business part of your home
{direct expenses). In column (b), enter the expenses that
benefit the entire home (indirect expenses). Multiply line
19, column (b} by the business-use percentage and enter
this amount on line 20.

if you claimed a deduction for business use of your
home on your 2000 tax return, enter the amount from line
39 of your 2000 worksheet on fine 21.

Lines 24-29.
Onlines 24 through 29, figure your limit on deductions for
excess casualty losses and depreciation.

On line 25, figure the excess casualty loss by multiply-
ing the business use percentage from line 3 by the part of
casualty losses that would not be aflowable if you did not
use your home for business ($100 plus 10% of your ad-
justed gross income).

On line 26, enter the depreciation deduction from Part 3.

if you claimed a deduction for business use of your
home on your 2000 tax return, enter on line 27 the amount
from line 40 of your 2000 worksheet.

On fines 28 and 29, figure your allowable excess casu-
alty losses and depreciation.

Lines 30-32.
On line 30, total all allowable business use of the home
deductions.
On line 31, enter the total of the casualty losses shown
onlines 10 and 29. Enter the amount from line 31 online 27
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of Form 4684, Section B. See the instructions for Form
4684 for more information on compieting that form.

Line 32 is the total (other than casualty losses) allowa-
ble as a deduction for business use of your home. fyou file
Schedule F (Form 1040), enter this amount on line 34 of
Schedule F and write “Business Use of Home" on the line
beside the entry. Do not add the specific expenses into
other line totals of Part I of Schedule F.

If you are an employee, see Where To Deduct, earlier,
for information on how to claim the deduction.

Part 3—Depreciation of Your Home

Figure your depreciation deduction on lines 33 through 38.
On line 33, enter the smaller of the adjusted basis or the
fair market value of the property at the time you first used it
for business. Do not adjust this amount for changes in
basis or value after that date. Allocate the basis between
the tand and the building on lines 34 and 35. You cannot
depreciate any part of the land. On line 37, enter the
correct percentage for the current year from the tables in
Publication 946. Muitiply this percentage by the business
basis fo get the depreciation deduction. Enter this figure on
lines 38 and 26. Complete and attach Form 4562 to your
return if this is the first year you used your home, or an
improvement or addition to your home, in business.

Part 4—Carryover of Unallowed
Expenses to Next Year

Complete these lines to figure the expenses that must be
carried forward to next year.

How To Get Tax Help

You can get help with unresolved tax issues, order free
publications and forms, ask tax questions, and get more
information from the IRS in several ways. By selecting the
method that is best for you, you will have quick and easy
access to tax help.

Contacting your Taxpayer Advocate. if you have at-
tempted to deal with an IRS problem unsuccessfully, you
should contact your Taxpayer Advocate.

The Taxpayer Advocate represents your interests and
concerns within the IRS by protecting your rights and
resolving problems that have not been fixed through nor-
mat channels. While Taxpayer Advocates cannot change
the tax faw or make a technicat tax decision, they can clear
up problems that resulted from previous contacts and
ensure that your case is given a complete and impartial
review,

To contact your Taxpayer Advocate:

e Call the Taxpayer Advocate at 1-877-T77-4778.
* Call the IRS at 1-800--829-1040.

e Call, write, or fax the Taxpayer Advocate office in
your area.

* Cali 1-800-829-4059 if you are a TTY/TDD user.

Page 24

For more information, see Publication 1546, The Tax-
payer Advocate Service of the IRS.

Free tax services. To find out what services are avail-
able, get Publication 910, Guide to Free Tax Services. it
contains a list of free tax publications and an index of tax
topics. it also describes other free tax information services,
including tax education and assistance programs and a list
of TeleTax topics.

B, 1 "

- P p . With your personal com-

puter and modem, you can access the IRS on the
internet at www.irs.gov. While visiting our web
site, you can:

# Find answers to questions you may have.

« Download forms and publications or search for forms
and publications by topic or keyword.

* View forms that may be filled in electronically, print
the completed form, and then save the form for re-
cordkeeping.

* View Internal Revenue Builetins published in the last
few years.

» Search regulations and the Internal Revenue Code.

* Receive our electronic newsletters on hot tax issues
and news.

* Get information on starling and operating a small
business.

You can also reach us with your computer using File

Transfer Protacol at ftp.irs.gov.
3
g@ your fax machine, you can receive forms and
instructions by calling 703-368-9694. Follow
the directions from the prompts. When you order forms,
enter the catalog number for the form you need. The items
you request will be faxed fo you.
For help with transmission problems, call the FedWorld
Help Desk at 703487 -4608.

E Phone. Many services are available by phone.

TaxFax Service. Using the phone aftached to

» Ordering forms, instructions, and publications. Call
1-800-829--3676 to order current and prior year
forms, instructions, and publications.

s Asking tax questions. Call the IRS with your tax
questions at 1-800-829-1040.

* TTY/TDD-equipment. lf you have access to TTY/
TDD equipment, call 1-800-829-4059 to ask tax
questions or to order forms and publications.

* TeleTax topics. Call 1-800--829-4477 to listen to
pre-recorded messages covering various tax topics.

Evaluating the quality of our telephone services. To
ensure that IRS representatives give accurate, courteous,
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and professional answers, we evaluate the quality of our
telephone services in several ways.

* A second IRS representative sometimes monitors
live telephone calls. That person only evaluates the
IRS assistor and does not keep a record of any
taxpayer's name or tax identification number.

* We sometimes record telephone calls to evaluate
IRS assistors objectively. We hold these recordings
no longer than one week and use them only to mea-
sure the quality of assistance.

* We value our customers’ opinions. Throughout this
year, we will be surveying our customers for their

opinions on our service.
3
libraries, and IRS offices to pick up certain forms,
instructions, and publications. Some IRS offices,
libraries, grocery stores, copy centers, city and county
governments, credit unions, and office supply stores have
an extensive collection of products available to print from a
CD-ROM or photocopy from reproducible proofs. Also,
some RS offices and libraries have the Internal Revenue
Code, regulations, {nternal Revenue Bulletins, and Cumu-
lative Bulletins available for research purposes.
@ tions, and publications to the Distribution Center
nearest to you and receive a response within 10

workdays after your request is received. Find the address
that applies to your part of the country.

Walk-in. You can walk in to many post offices,

Mail. You can send your order for forms, instruc-

¢ Western part of U.S.:
Western Area Distribution Center
Rancho Cordova, CA 95743~0001

¢ Central part of U.S.:
Central Area Distribution Center
P.O. Box 8903
Bloomington, IL 617028903

* Eastern part of U.S. and foreign addresses:
Eastern Area Distribution Center
P.O. Box 85074
Richmond, VA 232615074

CD-ROM. You can order IRS Publication 1798,
Federal Tax Products on CD-ROM, and obtain:

* Current tax forms, instructions, and publications.
* Prior-year tax forms and instructions.

* Popular tax forms that may be filled in electronically,
printed out for submission, and saved for record-
keeping.

e Internal Revenue Bulletins.

The CD-ROM can be purchased from National Techni-
cat Information Service (NTIS) by calling
1--877-233-6767 or on the Internet at www.irs.gov. The
first release is available in mid-December and the final
release is available in late January.

IRS Publication 3207, Small Business Resource Guide,
is an interactive CD-ROM that contains information impor-
tant to small businesses. it is available in mid-February.
You can get one free copy by calling 1-800-829-3676 or
visiting the IRS web site at www.irs.gov.
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index
A F Section 179 deduction. .. ... .. 14
Adjusted basis . ............... 9 Fairmarketvalue .............. 9 Publications (See Tax help)
Assistance (See Tax help} Figuring the deduction:
Business percentage. . .. ...... 6 R
B Deduction limit Real estatetaxes ..............
Business furniture and Part-year use ... Recordkeeping . . .
equipment .. ... ... 13 Free tax services Regular use . . .
Business percentage ........... g Furniture and equipment. ... ... 13 Rent.................
Rental to employer
c H REPAITS ...
Carryover of expenses Help (See Tax help)
Casualty losses . . Home: S
Comments ...............o... Business percentage Sale or exchange of your home .. 11
g:f':‘:cdia-ﬁ-o}‘ """"""""" Section 179 deduction ......... 14
D s al‘:a of o Security system . .............. 8
Day-care facifity. Separate structure ....6
Meals .................... i i Storage of inventory . ........... 3
Regularuse ............... 10 Suggestions .. ................ 2
Deduction limit ................ g Insurance .................... 8
Deduction requirements: T
Employeeuse . .............. L Taxhelp .. ..o
Exclusiveuse ........ Usted property . .............. 13 Taxpayer Advocate. .. .........
Place to meet clients Telephone ............
Principal piace of business ... .. I M Trade or bus;illléss usé """""
Regularuse ................ MACRS percentage table: TTY/TDD information . . ..
Separate structure .. .. 39-year nonresidential real
Trade or business use PrOPETY . . o
Depreciation: 5- and 7-year property U
Furniture and equipment ... ... 14 More information (See Tax help) Utiities .. ... 9
Home ..., 9 Mortgage interest ... ........... 8
Percentage table for 39-year w
o nonr?side?tgl r?al gmpzﬂv <10 p Where to deduct expenses:
ercentage iabie 1or o>- an Employees ................ 16
3 Part-yearuse ................. 6
Tyearproperty ... 14 Permanent improvements . . . . . g.1p  Seffemployed.............. 15
E Principal place of business .. .. ... 3 |
Productsamples. . ............. 3
E:;?Lg: ee ;SS: Property bought for business use:
Depreciation ............... 14

Exclusive use, exceptions

Page 26



128

Tax Publications for Business Taxpayers

computer, phone, and mail.

See How To Get Tax Help for a variety of ways to get publications, including by

General Guides 505
1 Your Rights as a Taxpayer 510
17  Your Federal income Tax (For 515
Individuals)
334 Tax Guide for Smalt Business (For 57
individuals Who Use Schedule C or
509 Tax Calendars for 2002 -
553 Hightights of 2001 Tax Changes 534
910 Guide to Free Tax Services
Employer's Guides g:
15 Circular E, Employer's Tax Guide
15-A Employer’s Supplemental Tax Guide S37
15-B  Employer's Tax Guide to Fringe §38
Benefits 54
51 Circular A, Agricultural Employer's 542
Tax Guide 544
80 Circular SS, Federal Tax Guide For
Employers in the U.S. Virgin lslands, 551
Guam, American Samoa, and the 556
Commonwealth of the Northern
Mariana Islands 560
179 Circular PR Guia Contributiva
Federal Para Patronos 561
Puertorriquefios
926 Household Employer’s Tax Guide 583
Specialized Publications 587
225 Farmer's Tax Guide
378 Fuel Tax Credits and Refunds 594
463 Travel, Entertainment, Gift, and Car 595

Expenses

Commonly Used Tax Forms

Tax Withhoiding and Estimated Tax
Excise Taxes for 2002
Withholding of Tax on Nonresident
Afiens and Foreign Entities
Social Security and Other
information for Members of the
Clergy and Religious Workers
Residential Rental Property
Seli-Employment Tax
Depreciating Property Placed in
Service Before 1987

Business Expenses

Net Operating Losses {NOLs) for
individuals, Estates, and Trusts
Instaliment Sales

Accounting Periods and Methods
Partnerships

Corporations

Sales and Other Dispositions of
Assets

Basis of Assets

Examination of Retums, Appeal
Rights, and Claims for Refund

Plans for Smalf
(SEP SIMPLE, and Qualified Plans)
Determining the Value of Donated
Property
Starting a Business and Keeping
Records

Business Use of Your Home
(including Use by Day-Care
Providers)

The IRS Collection Process

Tax Highlights for Commercial
Fishermen

when ordering.

597
598
686
801
208
911
925
946
947

954

1544
1546

information on the United States-
Canada Income Tax Treaty

Tax on Unrefated Business Income
of Exempt Qrganizations
Certification for Reduced Tax Rates
in Tax Treaty Countries

U.S. Tax Treaties

Bankruptey Tax Guide

Direct Sellers

Passive Activity and At-Risk Ruies
How To Depreciate Property
Practice Before the IRS and Power
of Attorney

Tax Incentives for Empowerment
Zones and Other Distressed
Communities

Reporting Cash Payments of Over
S o P

The Taxpayer Advocate Service of
the IRS

Spanish Language Publications

18P
5798P

5948P
850

1544Sp

Derechos del Contribuyente

Como Preparar la Declaracién de
impuesto Federal

Comprendiendo e) Proceso de Cobro
English-Spanish Glossary of Words
and Phrases Used in Publications
issued by the Internal Revenue
Service

informe de Pagos en Efectivo en
Excesc de $10,000 {Recibidos en
una Ocupacion o Negocio}

See How To Get Tax Help for a vanety of ways to get forms, including by computer, fax, phone,
and mail. items with an asterisk are available by fax. For these orders only, use the catalog number

Form Number and Titie
Wage and Tax Statement
Employee’s Withholding Alfowance Certificate”
Employer's Annual Federal Unemployment
(FUTA) Tax Return*
940-EZ Employer’s Annual Federal Unemployment
(FUTA) Tax Return”
941  Employer's Quarterly Federal Tax Retum
1040 U.S. individual Income Tax Retum*
Sch A& B ltemized Deductions & Interest and
Ordinary Dividends*
Sch € Profit or Loss From Business”
Sch C-EZ  Net Profit From Business®
Sch D Capital Gains and Losses”
Sch D-1  Continuation Sheet for Schedule D
Sch E  Supplemental income and Loss’
Sch ¥ Profit or Loss From Famming”
Sch H Household Employment Taxes
Schd  Farm income Averaging®
Sch R Credit for the Elderly or the Disabled*
Sch SE Self-Employment Tax®
1040-ES  Estimated Tax for individuals®
1040X Amended U.S. Individual Income Tax Return”
1065 U.S. Return of Partnership income
Sch D Capital Gains and Losses
Sch K-1 Partner’s Share of Income,
Credits, Deductions, etc.
1126 U.S. Corporation Income Tax Return
1120-A 1.8, Corporation Short-Form
income Tax Return

w-2
w-4
940

Catalog Catalog
Number Form Number and Title Number
10134 11208 U.S. income Tax Return for an S Corporation 11510
10220 Sch D Capital Gains and Losses and Built-In Gains 11516
11234 Sch K-1 Shareholder's Share of income, Credits, 11520

Deductions, etc.
10983 2106 Employee Business Expenses” 11700
2106-EZ  Unreimbursed Employee Business 20604
17001 Expenses'
11320 2210 Underpayment of Estimated Tax by 11744
11330 Individuals, Estates, and Trusts”
2441 Child and Dependent Care Expenses* 11862
11334 2848 Power of Attorney and Declaration of 11980
14374 Representative”
11338 3800 General Business Credit 12392
10424 3903 Moving Expenses* 12490
11344 4562 Depreciation and Amortization” 12906
11348 4797 Sales of Business Property” 13086
12187 4868 Application for Automatic Extension of Time To 13141
25513 File U.S. individual Income Tax Returm”
11359 5329 Additional Taxes on Qualified Plans (including 13329
11358 1RASs) and Other Tax-Favored Accounts
11340 6252 Instaliment Sale Income® 13601
11360 8283 Noncash Charitable Contributions® 62299
8300 Report of Cash Payments Over $10,000 62133
11390 Received in a Trade or Business™
11383 8582 Passive Activity Loss Limitations* 63704
11394 | 8606 Nondeductible IRAS™ 63966
8822 Change of Address” 12081
3:2% 8829 Expenses for Business Use of Your Home® 13232
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