Tax Revelations – Ready or Not, Here They Come!
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Let’s face it – with each coming year, tax regulations are born, repealed, resurrected and sometimes reincarnated as something else.  For effective tax planning, your strategy must consider what is currently available to you and how you can use it to your benefit.  There has been much recent activity in the tax law arena, so let’s consider three areas of opportunity for the graphic arts industry: the research and development tax credit (R&D Credit), the Domestic Production Activity Deduction, and the new pension regulations.

The R&D Credit:

The research tax credit has been our legislators’ traditional way of encouraging businesses to develop new or improved products or manufacturing processes. It has been extended and amended numerous times across the years. Its most recent form, Internal Revenue Code (IRC) §41, expired on December 31, 2005, so no R&D credit is currently available for taxpayers.  However, the good news is that Congress not only wants it back – but also wants it better than it was before.

Both the Senate and the House have already passed separate tax reconciliation bills that would restore the Tax R&D credit and make it more accessible for taxpayers.  These two separate bills (“H.R. 4297, Tax Relief Extension Reconciliation Act of 2005” and “S. 2020, Tax Relief Act of 2005”) would extend the old credit at least through December 31, 2006. Even better, President Bush is calling for a permanent research credit that will never expire.  The two bills must obviously concur before a final version is enacted, but either version will provide more options and opportunity for printing companies. In its latest form (and in an ideal world), the proposed credit would yield the taxpayer about 13 cents for every $1 spent on incremental qualified wages and supplies, and about 9 cents for every $1 of incremental qualified contract research payments.  

What makes the anticipated R&D credit better than its precursors? Like many well-intended legislative efforts, the current criteria and computation of the credit is complex and cumbersome. Three proposed modifications, which have received the support of both the Senate and the House Ways and Means Committee present some simplified options that could present major tax planning opportunities for printing companies:

1. The creation of an Alternative Simplified Credit (ASC) for Qualified Research Expenses (QRE). This would simplify the computation of the credit by allowing one of two options:

a) A flat 12 percent of your current year’s QRE (but only if it exceeds 50 percent of the average QRE for the three taxable years preceding the credit determination year).  For example: if you had an average QRE for the last three years of $60,000, and your current year’s QRE was $31,000, then you would be entitled to a 12 percent R&D Credit or $3,720.  On the other hand, if your current year’s QRE were less than $30,000, you would not be eligible for the Tax R&D Credit using this method.  

b) If a taxpayer has no QRE in one of the three preceding tax years, then the taxpayer could take six percent of the QRE for the credit determination year as a credit.  

The taxpayer would have to make an election for the ASC that could not be revoked without the consent of the IRS.

2. The modification of the existing Alternative Incremental Credit (AIC), which increases the rates for all three steps.  The first step would increase from 2.65 percent to 3 percent, the second step would increase from 3.2 percent to 4.0 percent, and the third step would increase from 3.75 percent to 5 percent. 

3. The taxpayer can choose between either the ASC or AIC, but could not claim both of them.

A definite tax break opportunity for graphic arts companies exists with the creation of the ASC and either bill version will support it.  Since actual benefits may vary depending upon each company’s circumstances, it would behoove printing companies to compute the credit using all three methods (ASC, AIC and the Standard method) initially.  This will provide the taxpayer with the ability to consider which method would best serve their company in the long run before making any election.

The benefit of a resurrected and partly reincarnated R&D Credit will be an exciting development once the legislation passes since it is a dollar-for-dollar credit against tax. In the interim, though, note that Congress has already smiled on the manufacturing industry with another piece of beneficial tax legislation – the Domestic Production Activity Deduction.

The Domestic Production Activity Deduction

Enacted as part of the American Jobs Creation Act of 2004, IRC §199 gave birth to a new deduction available for taxpayers within the manufacturing industry.  Calculated on Federal Form 8903, The Domestic Production Activity Deduction (production deduction) became effective in tax years beginning after December 31, 2004.   Subject to limitations, it offers a three percent deduction in 2005 and 2006, and then increases to six percent in 2007, 2008 and 2009.  

You may wonder, “three and six percent of what?”  And “what are the limitations?”  Here are the components of this tax law and how it works.  In both 2005 and 2006, IRC §199(a)(1) entitles the taxpayer to the lesser of three percent (3%) of his/her Qualified Production Activities Income, or three percent (3%) of his/her taxable income. IRC §199(b)(1) limits the deduction for a taxable year to fifty percent (50%) of the W-2 wages paid by the taxpayer during the calendar year that ends in such taxable year.  Since a taxpayer may be involved in activities other than production, it’s worth noting that the wage limitation only pertains to those wages that are properly allocable to Domestic Production Gross Receipts.  Printers are unlikely to hit the limitations since wages are a significant portion their cost.

Now let’s review two important general definitions:

1. Qualified Production Activities Income (Production Income) – The Code basically states that your production income is the gross income derived from production activities, less the portion of expenses, which are also allocable to production activities.

2. Domestic Production Gross Receipts (Production Receipts) – The Code in part defines production receipts to be gross receipts derived from qualifying production property that was manufactured, produced, grown or extracted by the taxpayer in whole or in significant part within the United States.

It’s worth noting that the production income does flow to the members, partners or shareholders of a flow-thru entity where the deduction can ultimately be utilized.  Each partner will take into account his/her allocable share of each item flowing down from the flow-thru entity.  Thus if you were a forty percent owner of a partnership, you would include forty percent of the flow-thru’s production receipts, allocable wages and so on within your calculation of your production deduction.

So how can this be used in tax planning?  Since a production deduction is calculated without regard to any net operating losses (NOL), more of your NOLs can be carried forward or backwards and utilized in years where the most benefit can be realized.  The deduction does not carry forward - you either use or loose it. What’s more, a production deduction can neither create nor add to an NOL.  This is why it is so important that proper planning be done to avoid missing out on the benefits of this “one shot” tax break.

So far, we have both the expected benefit of the R&D Credit and the immediate benefit of the production deduction.  But what about the new pension rules and their potential impact on your tax situation?  

The Pension Protection Act of 2006

On August 17, 2006, President Bush signed into law the most comprehensive pension reform legislation since ERISA was enacted in 1974.  The Pension Protection Act of 2006 (PPA) will force many companies to make sweeping changes in the way they report and disclose, fund and design their pension plans.  Printers should thoroughly familiarize themselves with the PPA to ensure they are in full compliance.  

Let’s consider the key provisions of the Act. The AICPA has circulated the following summary regarding the reporting and disclosure requirements introduced by the PPA:

1. Form 5500 annual reports must be made available electronically on the Department of Labor’s website and on the company sponsor’s intranet if available.

2. With respect to multi-employer defined benefit plans, the PPA requires actuarial certification as to whether the plan is in endangered or critical status.

3. Additional information to be provided in the Form 5500 annual report for certain defined benefit pension and multi-employer plans.

4. Single-employer defined benefit pension plans must provide an annual funding notice, which is very similar to the current rules for multi-employer plans.

5. The summary annual report requirement for single-employer defined benefit pension plans is no longer needed (detailed information about a defined benefit plan must be provided to participants in an annual funding notice).

6. The PPA requires quarterly benefits statements for participant-directed defined contribution plans, annual statements for other defined contribution plans, and statements every three years for defined benefit pension plans.

7. Finally, the PPA requires that notification be sent to workers and retirees for plan terminations and blackout periods.

The above list provides a sound starting point in digesting and understanding the PPA’s reporting and disclosure requirements, but employers need to truly dissect these provisions to make sure that nothing is inadvertently missed.

Another area of the Act is the all-important funding aspect of pension plans.  Careful attention should be given to these requirements.  Due to the volume of additional provisions of and amendments to the Act, we will again consider some of the key points in a list format.

1. The Act establishes new minimum funding standards for single-employer and multi-employer defined benefit pension plans.

2. The interest rate rules have been extended for the funding standard account for multi-employer defined benefit plans that require the use of a rate based on long-term investment grade.

3. The interest rate calculation for lump sum distributions has been amended.

4. Contribution requirements for at-risk plans have been accelerated.

5. The benefit increases and accruals for underfunded plans have been limited.

6. Shutdown benefits must now be funded through corporate assets.

7. Any excess of pension assets can now be used to fund the estimated retiree medical cost.

In addition to the reporting and funding aspects of the Act, there are a whole slew of other important changes to the world of pensions.  These changes include increasing deduction limits for single-employer and multi-employer plans, as well as requiring defined contribution plans to permit employees to diversify out of investments in employer securities if the securities are publicly traded.

As we can see, the world of taxation is in a state of constant change.  Opportunities offered by the potential Tax R&D Credit and DPAD are coupled with tighter compliance requirements for pensions and other areas. To maximize your tax planning strategies, it is important to continually monitor all tax law changes and analyze their impact on your bottom line before selecting the strategy best suited for your company’s needs. 

