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The Associated General Contractors of America (AGC) is the largest and oldest national construction trade association in the United States. AGC represents more than 35,000 firms, including 7,500 of America’s leading general contractors, and over 12,000 specialty-contracting firms. Over 14,000 service providers and suppliers are associated with AGC through a nationwide network of chapters.  These contractors are engaged in the construction of the nation’s commercial buildings, shopping centers, factories, warehouses, highways, bridges, tunnels, airports, waterworks facilities, waste treatment facilities, dams, water conservation projects, defense facilities, multi-family housing projects and site preparation/utilities installation for housing development.

THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

333 John Carlyle Street, Suite 200 ( Alexandria, VA 22314 (  Phone: (703) 837-5310 ( FAX: (703) 837-5407 
Introduction

The Associated General Contractors of America (AGC) represents 33,000 firms nationwide, including 7,500 of America’s leading general contracting firms.  These firms are engaged in the construction of the nation’s commercial buildings, shopping centers, factories, warehouses, highways, bridges, tunnels, airports, waterworks facilities, waste treatment facilities, dams, water conservation projects, defense facilities, multi-family housing projects and site preparation/utilities installation for housing developments.

AGC supports changes to the tax code that strengthen the economy and provide contractors relief from burdensome and confusing tax rules and regulations.  These often take more time, energy and resources from businesses than are contributed to the general treasury.  A strong construction industry is vital to the economy.  The industry represents about eight percent of our gross domestic product and employs over seven million workers.  Additionally, the construction industry is a major purchaser of equipment and industrial products, representing 11 percent of total manufacturing shipments, and 10 percent of total machinery shipments.  

A strong economy is also critical to industry growth and job creation, which is why AGC supports efforts to simplify and streamline the tax code.  The layers of taxes faced by businesses and individual consumers under the current system are prohibitive as well as confusing. The Internal Revenue Code alone has grown from 500 pages in 1939 to about 7,600 pages today, and when IRS regulations, court cases and other support material are added, the total is nearly 47,000 pages. 

The best solution to fix the multitude of problems in the today’s tax code is complete overhaul of the system.  We detail below what we believe to be the most appropriate, simple, and fair way to completely change the code, through the Fair Tax.  If, however, complete overhaul cannot be accomplished, focus should shift to making permanent existing law to limit the uncertainly, simplification of the code so that filers aren’t forced to spend hours in compliance efforts, and indexing thresholds to inflation so that tax benefits aren’t slowly diluted over time.  Finally, efforts should ensure that programs and projects paid for through excise taxes are fully funded for current needs as well as for the future.
Complete Overhaul

The current tax system is broken and no amount of fine-tuning will fix it.  In order to simplify the code, and aid in the compliance effort, AGC supports the Fair Tax.  The Fair Tax is simple, understandable, and transparent and will gain support as frustration with the current system continues to grow.

The Fair Tax proposal is federal legislation that will repeal the income tax in its entirety, including all corporate and individual income taxes, payroll taxes, self-employment taxes, capital gains, and estate and gift taxes.  In lieu of these taxes will be imposed a national sales tax on all new goods and services at the point of final purchase for personal consumption.  Each household will receive an annual rebate allowing for purchase of essential goods and services.  Business-to-business transactions and used products (which have already been taxed) are not subject to the sales tax. It does not affect those federal excise taxes used to fund construction programs.

The top tax problems identified by AGC are resolved by the Fair Tax.  For example, elimination of the death tax is AGC’s top legislative priority.  Under the Fair Tax, all estate and gift taxes (at rates of up to 55% when reinstated in 2011) are repealed. Construction companies will enjoy a zero corporate tax rate under the Fair Tax.  Shareholders will not be taxed on dividends received from construction companies or on capital gains from their investments.  Partnerships, limited liability companies and sole proprietorships will also not be taxed on profits because of the repeal of the individual income tax.  Payroll taxes are repealed.  Elimination of these taxes will increase capital retained and thereby will increase bonding capacity.  The Fair Tax also lifts burdens such as lookback and alternative minimum tax calculations as well as determining whether workers are employees or contract labor for tax purposes.
Permanence

A crucial aspect of reform of the current internal revenue code is the removal of short term or phased-out taxes, which create great uncertainty for tax planners. Certain taxes, especially the marginal rate taxes, the estate or “death” tax, the capital gains and the dividend tax deduction currently all expire at a future date.  Without certainty, businesses can’t rely on these deduction or rate reductions for the long term or calculate these tax changes into their long-term business plans.  Instead, they retain excess funds to pay for future tax increases when they expire and avoid making other long-term business decisions that could otherwise change their tax liability.  Therefore, the economy doesn’t see the full benefit of these cuts.

Lowering the federal tax burden on individuals, construction companies and other businesses promotes investment, business development, and business expansion. High marginal tax rates inhibit entrepreneurial activity by penalizing successful businesses.  For contractors, high income taxes – whether corporate or individual -- reduce a company’s cash flow, thereby reducing the amount of money these businesses need to expand, buy equipment, hire more workers, bid on future projects and reduce debt. 

President Bush signed into law the Economic Growth and Tax Relief Reconciliation Act in 2001 and the Jobs and Growth Tax Relief Reconciliation Act of 2003.  Under these new laws, all of the individual rates are reduced, with the top rate to 35% retroactive to January 1, 2003 (from a high of 39.6% in 2001.)  This law benefits the roughly 40% of AGC members organized as S Corporations, sole proprietorships or partnerships that pay taxes at the individual rate.  

The 2001 Act also contains a phase-out of the estate tax, until 2010.  Under this provision, the top death tax rate of 55% is gradually decreased through 2009 (47% in 2005) while the tax exemption amount ($1.5 million in 2005) is gradually increased to $3.5 million.  In 2010, the death tax is completely eliminated. Unfortunately, the provision expires in 2011, leaving construction company owners considering a succession plan with great uncertainty about the future taxation of their family business.  

Because these tax laws are not permanent, contractors must continue to make elaborate estate planning without changing their long term behavior in order to ensure the continuation of the business.  Congress intended to lift the burden, but in fact the burden has increased due to the uncertainty in the law.  In addition, the burden of uncertainly has increased by two other sunset provisions in the tax code:  capital gains rates and dividend rate reductions. These tax cuts are due to expire at the end of 2008, not allowing businesses to change behavior over the long term, which could result in greater hiring and increased purchasing power – necessary for growing our economy.
Simplification

Another consideration for reforming the code includes methods of simplifying the filing process and the burdens created in the current tax laws.  Contractors would benefit by the eliminations of the burdensome lookback accounting requirement for long-term contracts, which should have a negligible effect on general treasury revenues.  This kind of simplification frees up hours of time for construction tax professionals, because the burdens of the law were never intended for construction contractors.
The 1986 Tax Act extensively revised the methods of accounting available for long-term contracts, including enactment of a provision mandating the use of the lookback method for all long-term contracts accounted for on the percentage-of-completion method of accounting (PCM).  The lookback method of accounting was adopted to address abuses in the application of the PCM in other industries that have long-term contracts spanning many years. The lookback method essentially requires a construction contractor to file amended tax returns each year for every prior year in which a currently completed contract was in progress.  It also requires similar amendments for every year in which post completion changes occur.  The difference between the theoretical taxes that would have been due if all facts were known in the year the contract was entered into, and the taxes actually paid in prior years, is calculated.  Interest is then calculated on this change in prior-year tax liabilities.  The lookback method does not result in any change in total tax liability.  It does result in an interest adjustment based on this theoretical change in tax liabilities.

The lookback method is exceedingly complex.  It imposes tremendous compliance and administrative burdens on construction contractors.  The lookback method diverts valuable time, labor, and resources of construction financial and accounting professionals from worthwhile functions.  Further, many contractors receive refunds plus interest, which, in AGC's estimation, makes this a revenue loser for the Department of Treasury.  When considering methods for simplifying the filing requirements, the burden of the lookback method should be lifted from contractors with contracts less than three years in length.
Another provision of the tax code which also requires great time and expense, as well as increasing uncertainty for filers is the alternative minimum tax (AMT). The AMT should be totally repealed; short of that the brackets at which it is levied should be raised and indexed to inflation.  The computation of AMT is administratively complex and inhibits the formation of capital, including complicating equipment and property acquisition decisions.  

The AMT imposes a minimum tax on an individual or on a corporation to the extent the taxpayer's minimum tax liability exceeds its regular tax liability. An individual's minimum tax is imposed at rates of 26 and 28 percent on alternative minimum taxable income.  Corporations pay tax at the rate of 20 percent.  While this tax was originally aimed at the rich who used loopholes to avoid any tax penalty, its impact will soon skyrocket:  it has been estimated that by 2010, the AMT will affect 33 million taxpayers—about one-third of all tax returns—up from 1 million in 1999.  The AMT will be the de facto tax system for businesses who file through the individual tax forms (S Corporations and partnerships) with income between $100,000 and $500,000, 93 percent of whom will face the tax. It will encroach dramatically on the middle class, affecting 37 percent of filers with income between $50,000 and $75,000 and 73 percent of filers with income between $75,000 and $100,000 (compared to less than 3 percent for each group in 2002).
The administration of the AMT wastes time, energy, and finances.  The IRS and the Taxpayer Advocate have flagged the AMT as one of the most complicated tax provisions to comply with and administer. Many of those who are required to fill out the AMT forms end up owing no additional taxes, but it is still necessary to complete the complex calculations in order to ensure full compliance with the law. 
Indexing

The penalty of the AMT creeps lower because it has not been indexed to inflation.  Until this tax is raised and indexed, it will hit more filers across America until it becomes the predominant tax method for all filers.  
This is not the only provision in the tax code with an ever-decreasing benefit.  The thresholds contained in Section 179 of the tax code regarding small business expensing also continue to lose their value over the years.  Without indexing these limitations, the worth of each threshold is reduced until its usefulness disappears. In fact, Congress has already needed to raise these thresholds in order to continue the benefit: businesses that buy less than $400,000 (raised from $200,000) of equipment can expense $100,000 ($25,000) of it.  However, these limits are set to sunset in 2008, adding even greater uncertainly and diminishing their usefulness.

Finally, the rules contained in Section 460 of the code, which affect long-term contract accounting rules for contractors, should also be modified to account for inflation growth since 1986.  

The 1986 tax law change was intended to prevent large contractors from deferring taxes for years on large contracts.  Congress created an exception to Section 460 for smaller contractors.  Those contractors whose contracts will be completed within two years of the contract commencement date, and whose average annual gross receipts for the three tax years preceding the tax year the contract is entered into do not exceed $10 million, are exempt from the percentage of completion requirements.  

Unfortunately, the $10 million threshold was not indexed for inflation.  Today, more and more small contractors are crossing this threshold and are being forced into the burdensome and costly percentage of completion method. The law clearly recognized the burden this change places on smaller contractors forced to switch to the percentage-of-completion method.  The $10 million exemption should simply be raised to $25 million and indexed to inflation in the future.

Level Playing Field

Finally, the tax code creates an uneven playing field in certain situations.  One in particular creates an imbalance by the treatment of federal government employees vis-à-vis private sector employees.  Specifically, the federal government is able to pay a “lodging only” per diem, which isn’t granted to private sector employers.
Employers do not have an option regarding the payment of per diems as this is standard practice in the industry and in light of the scarcity of skilled workers in any given job location. The payment of per diems is an ordinary and necessary business expense.  It is not an excess perk for employees.  While it is reasonable for a business to be able to deduct ordinary and necessary business expenses, the IRS has taken the position that any meal expense is not deductible under Code section 274(n).  Per diem expenses can represent a significant cost to construction contractors. 

The law should be changed to exclude construction workers’ per diems from the provisions of Code section 274(n) as these are ordinary and necessary business expenses, provided the per diem paid an employee is equal to or less than the federal per diem rate. In other words, private sector employers should be able to use the same federal lodging per diem as provided to federal government employees. The provision of Code section 274(n) would continue to apply to non-per diem meals and entertainment.
Excise Taxes

The current user fee concept works to fund transportation projects.  Through the use of the fee placed on the purchase of gasoline products by those using the state and federal transportation system, ongoing moneys are collected to pay for long term maintenance, repair, and the building of new roads and bridges.  Nevertheless, in order for this user fee system to continue working into the future, the fee collected needs to be re-assessed to ensure it meets our current and future needs.  The highway and transit system is estimated to require over $350 billion over the next six years, more funding than will be collected in user fees.  The future amount of this excise tax must be reviewed in order to ensure the safety, stability, and continuity of our nations’ highway system. Finally, the 2005 Transportation Reauthorization bill which is currently being debated in Congress includes the development of a commission to advise the president on the future sources of funding for the highway trust fund.  The commission’s recommendations are critical to the future of this important economic lifeline.
 Conclusion

In conclusion, AGC believes tax reform should result in a simple, fair, and consistent tax code, so that contractors can fully utilize the benefits provided and make plans for their future business activities.  Complete overhaul through the use of the Fair Tax fixes the nation’s most prominent tax problems.  Permanency of the tax provisions in the law, through elimination of the sunsets and indexing thresholds to account for changes in inflation, would allow for more consistent long-term planning.  And leveling the playing field stops the tax code from creating winners and losers.
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