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The production deduction
Congress scraps ETI exclusion in favor of new manufacturing tax break
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After a series of adverse rulings by the
World Trade Organization (WTO), Con-
gress has curtailed its efforts to benefit

exporters and instead provided a tax deduction for all
manufacturers — whether they export or not.

Last year’s American Jobs Creation Act (AJCA) repealed
the extraterritorial income (ETI) exclusion and estab-
lished the new tax relief. The manufacturing deduction
isn’t just for traditional manufacturers. It’s also available
to eligible construction contractors, engineers, architects,
software developers, film producers, energy producers,
farmers and agricultural processors.

Plus, because the ETI exclusion is being phased out while
the manufacturing deduction is being phased in, some
taxpayers will enjoy dual benefits in 2005 and 2006.

Benefiting from the ETI 
exclusion before it expires
After two failed attempts to improve the balance of trade
and to assist exporters through tax deferrals or exemp-
tions for foreign trade income failed to pass muster with
the WTO, the United States created the ETI exclusion in
2000. The ETI exclusion allows some taxpayers to
exclude from gross income up to 30% of qualified for-
eign trade income. Eligible taxpayers include:

¥ Domestic corporations,

¥ U.S. citizens or residents,

¥ Foreign corporations that elect to be taxed as
domestic corporations, and

¥ Partnerships and other pass-through entities,
provided all of their owners fall into one of the
above categories.

As it had previously responded to U.S. export tax regimes,
the European Union (EU) quickly launched a challenge
against the ETI exclusion. In 2002, the WTO again ruled
for the EU, this time authorizing up to $4 billion a year in
retaliatory sanctions against U.S. exports.

The AJCA phases out the ETI exclusion over three years,
allowing taxpayers to claim 100% of their ETI benefits
in 2004, 80% in 2005 and 60% in 2006. The exclusion
will be eliminated starting in 2007, but the full exclusion
will continue to apply to current binding contracts that
were in effect on Sept. 17, 2003.

Keep in mind, the act permits foreign corporations that
elected to be treated as domestic corporations for ETI
purposes to revoke that election before Oct. 22, 2005,
without having to recognize gain or loss.

Maximizing the new deduction
The new manufacturing deduction is phased in between
now and 2010. It permits eligible taxpayers to deduct 
a specified percentage of the lesser of: 1) their income
from “qualified production activities,” or 2) their taxable
income for the year. The deduction may not exceed 50%
of the W-2 wages a taxpayer pays during the year.

The applicable percentage is 3% in 2005 and 2006,
6% from 2007 through 2009, and 9% in 2010 and



thereafter. Once it reaches full strength, the deduction
will lower the effective marginal tax rate on qualifying
income from 35% to 31.85%.

Qualified income is calculated by taking gross receipts
from domestic production and subtracting the cost 
of goods sold and other allocable costs, deductions,
expenses and losses. Domestic production gross
receipts are those derived from any lease, rental,
license, sale, exchange or other disposition of:

¥ Qualifying production property (including tangible
personal property, computer software and certain
sound recordings) manufactured, produced, grown
or extracted by the taxpayer in whole or in signifi-
cant part in the United States,

¥ Qualified films produced by the taxpayer, or

¥ Electricity, natural gas or potable water produced by
the taxpayer in the United States.

They also include receipts from construction and 
engineering or architectural services performed in 
the United States.

Two significant exceptions are receipts from the sale 
of food and beverages prepared by taxpayers at retail
establishments, and the transmission or distribution of
electricity, natural gas and potable water.

Navigating opportunities 
and challenges
The new manufacturing deduction offers eligible busi-
nesses an opportunity to reduce their tax burden. It also
presents taxpayers with some thorny challenges, such as
determining which activities qualify for the deduction,

calculating eligible income, and allocating costs, deduc-
tions, expenses and losses.

Fortunately, the IRS recently issued temporary guidelines
that taxpayers can use until it issues formal regulations.
Among other things, the guidelines define key terms,
such as “in significant part within the United States.”
For example, packaging, repackaging, labeling and minor
assembly operations don’t count for purposes of the 
“significant part” test. The guidelines also outline 
acceptable methods for allocating cost of goods sold 
and other deductions.

Looking more closely
The manufacturing deduction provides the companies
that already qualify with a potentially significant tax
break. But the rules are complex and it’s likely the 
IRS will issue additional guidance. So be sure to take 
a closer look at whether you might qualify and what
you need to do to maximize your tax savings. 2
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The new manufacturing 
deduction is available to eligible

construction contractors,
engineers, architects, software

developers, film producers,
energy producers, farmers and

agricultural processors.

Phaseout of ETI exclusion and phasein 
of manufacturing deduction
During 2005 and 2006, eligible taxpayers will be able to claim both the extraterritorial income (ETI) exclusion
and the manufacturing deduction.

2004 2005 2006 2007 2008 2009 2010

ETI exclusion phaseout
(percentage benefit allowed) 100% 80% 60% 0% 0% 0% 0%

Manufacturing 
deduction phasein
(applicable percentage of qualified income) 0% 3% 3% 6% 6% 6% 9%
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If you own a family business, the last thing you
want is for your family to become embroiled in
a dispute with the IRS over the value of your

shares. Fortunately, a well-constructed buy-sell agree-
ment can help establish the value of your ownership
interest for gift and estate tax purposes, allowing your
loved ones to concentrate on managing family and
business affairs.

How the agreements work
A buy-sell agreement is a contract among business own-
ers that sets forth buyout procedures in the event of
death, disability, disputes, financial problems, retirement
and other specified triggering events. It is designed so
that it either requires or, through a right of first refusal
or other mechanism, permits the company or the
remaining shareholders to buy your stock at a specified
price based on set valuation guidelines and purchase
terms. By establishing them in advance, a buy-sell 
agreement helps ensure that the stock changes hands 
in an orderly fashion.

Under the right circumstances, a buy-sell agreement can
also set the value of your shares for gift and estate tax
purposes, allowing you to better plan for this tax liability.
To achieve this objective, however, your agreement must

meet a number of requirements. If it doesn’t, the IRS may
dispute your valuation and impose additional taxes and,
perhaps, penalties.

Buy-sell agreements provide other benefits as well,
including:

Keeping the business in the family. A buy-sell agreement
allows family members to retain control of the company
and prevents unwanted persons — such as a divorced
owner’s spouse — from snatching an ownership interest.

Creating a market for otherwise illiquid shares. This can
be critical to a deceased or disabled shareholder’s heirs or
to shareholders with noncontrolling interests.

How to design 
a watertight agreement
To avoid estate tax surprises, design your buy-sell agree-
ment carefully with the help of your tax advisors. Pay
close attention to Internal Revenue Code Section 2703,
which provides that a buy-sell agreement can be used to
set your stock’s estate tax value if it:

¥ Is a bona fide business arrangement,

¥ Is not a device to transfer property to your family
for less than adequate consideration, and

¥ Has terms that are comparable to similar arrange-
ments in an arm’s-length transaction (an arrange-
ment where you sell the business for the same price
as you would sell to an unrelated buyer).

IRS regulations contain a safe harbor: If nonfamily share-
holders own more than 50% of your company and are

Avert estate tax disputes
with a buy-sell agreement

If the buy-sell agreement sets a
fixed purchase price — even if

reasonable at the time — it will
be very difficult to argue the
agreement’s terms are similar 
to arm’s-length arrangements.
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subject to the same rights and restrictions as you and
your family, the IRS will presume your buy-sell agree-
ment complies with Sec. 2703. The IRS can overcome 
this presumption, however, by showing that the agree-
ment is a testamentary device (a tool to transfer shares 
to the “natural objects of your bounty” for less than an
adequate and full consideration).

Sec. 2703’s legislative history indicates that, in addition
to the above, a buy-sell agreement must also comply
with existing case law. That means the agreement must:

¥ Set a purchase price that’s either fixed or determined
according to a formula, provided the price is reason-
able when you enter into the agreement,

¥ Require your estate or beneficiaries to sell the shares
at the specified price, either automatically or at the
purchaser’s option, and

¥ Restrict shareholders’ disposition of their shares 
during their lifetimes and at death.

Keep in mind that if the agreement sets a fixed purchase
price — even if reasonable at the time — it will be very
difficult to argue the agreement’s terms are similar to
arm’s-length arrangements.

What to expect
Even if your buy-sell agreement has legitimate business
purposes, it won’t support your stock’s estate tax value
if the IRS has determined that the agreement is merely 
a device for transferring the stock to your family at

depressed estate tax values. Fortunately, you can use 
a number of strategies to avoid this result. (See “6 ways 
to protect your buy-sell agreement” above.) Keep 
these tips in mind as you create or modify your buy-
sell agreement. 2

The Tax Court’s opinion in Estate of True, which 
was affirmed by the Tenth Circuit Court of Appeals
last December, suggests these ways to insulate your
buy-sell agreement against an IRS attack: 

1. To support the position that the buy-sell agree-
ment is comparable to arm’s-length transactions,
the shareholders should negotiate its terms. If chil-
dren are involved, they should be provided with
independent legal or accounting advice.

2. Consult a professional business valuator to
design the price formula.

3. Don’t structure the buy-sell agreement or estab-
lish a price formula without a contemporaneous
appraisal of your business.

4. Be sure the buy-sell agreement provides for peri-
odic review and adjustment of the price formula.

5. Make the agreement when you’re in good health.

6. Consistently enforce the agreement’s terms.

6 ways to protect 
your buy-sell agreement

Once upon a time, parents could save a
lot in taxes by shifting income to their
kids. They would transfer stock or

other taxable investments to a custodial account in the
child’s name and the earnings would be taxed at the
child’s lower tax rate. Then Congress passed the “kiddie
tax,” making it harder to benefit from this strategy. Still,
if you do a little planning, you can implement other
strategies — such as hiring your kids or opening a 
529 plan for them — to reduce your family’s tax bite.

The kiddie tax
The kiddie tax eliminated the tax advantages of shifting
income to children under 14. This year, their first $800 in

unearned income (such as interest, dividends and capital
gains) is tax-free. Their next $800 is taxed at their rate,
usually 10% or 15%. But any unearned income over
$1,600 is taxed at their parents’ marginal rate.

For children age 14 or older, unearned income is taxed 
at their own rates. But the benefits are still limited, espe-
cially now that qualified dividends and long-term capital
gains are taxed at a top rate of only 15% (5% for the
two lowest tax brackets).

Suppose you give your 14-year-old $100,000 in stock
earning an 8% rate of return. (You must file a gift tax

A fairy tale come true?
Strategies for shifting income to your children
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return, which will use some of your $1 million lifetime
gift tax exemption.) If you transfer the stock to a custo-
dial account under the Uniform Gifts to Minors Act or
the Uniform Transfers to Minors Act, you can retain con-
trol until your child reaches the age of majority — age 18
or 21 depending on your state’s law.

The stock earns $8,000 a year in dividends and long-
term capital gains, for a tax of $1,200 at your rates
(15%). Assuming your child is in the 15% tax bracket,
the income would be taxed at a 5% rate, for a tax of
$400. In other words, you save $800 in taxes. But you
may not want to part with $100,000 in assets that your
child will have unrestricted access to in a few years for
this small amount of tax savings.

Hiring your kids
If you’re a business owner, hiring your kids to work in
your company can allow you to shift income while yield-
ing greater tax benefits. When you employ your children,
you don’t have to worry about the kiddie tax, which
applies only to unearned income. Plus, you can deduct
your children’s wages as a business expense, and if
they’re under age 18 and your business is unincorpo-
rated, you won’t have to pay Social Security, Medicare 
or unemployment taxes.

Your kids are also entitled to a standard deduction 
(currently $5,000), which means their first $5,000 in
earned income will be tax-free.

Let’s look at an example. Aurora has three children,
Cindy, 14, Ariel, 15, and Belle, 16. She hires all three to
work part-time in her unincorporated textile business.
Cindy sweeps the floors, Ariel answers the phones and
Belle helps keep the books.

Aurora pays each child $8,000 per year, contributing
$3,000 of that amount to IRAs she has set up for them.
Each child is entitled to the $5,000 standard deduction
and a $3,000 deduction for the IRA contribution. The
entire $8,000 is federal-tax free, and Aurora deducts
$24,000 in wages for a tax savings of $8,400, assuming
she’s in the 35% income tax bracket. Alternatively,
Aurora could contribute the $3,000 to Roth IRAs. The
kids would have to pay income tax on that amount, but
the funds could grow tax-free for decades.

When hiring your kids, be sure that they do real work
and that their compensation is reasonable. If you pay
your teenager $50,000 a year for part-time clerical 
work, the IRS may hit you with back taxes and penalties.

529 plans
If higher education is in your children’s future, investing
in a 529 plan may be your best option for shifting
income. These savings plans allow you to make signifi-
cant cash contributions to a tax-advantaged investment
account that’s similar to a Roth IRA.

Your contributions aren’t deductible, but the funds grow
on a tax-deferred basis and distributions are tax-free if
the beneficiary uses them to pay for qualified higher edu-
cation expenses (including tuition, fees, books, supplies,
equipment, and room and board). Nonqualified distribu-
tions are subject to income tax plus a 10% penalty.

Remember that some of the 529 plan’s advantages are 
set to expire at the end of 2010, unless Congress extends
them. For example, starting in 2011, distributions used
for qualified higher education expenses will be taxed at
the beneficiary’s tax rate, which will likely be lower than
your own.

Tax strategies with a happy ending
Unfortunately, there is no magic wand to reduce your tax
bill. Shifting income, employing your children in your
business and opening a 529 plan are just a few strategies
that can give you a happy ending. 2

In addition to income tax savings, 529 plans offer
estate planning benefits. Unlike other estate plan-
ning vehicles, you maintain control over the funds
even though contributions and earnings are removed
from your taxable estate. These plans give you a
great deal of flexibility. You can change beneficiaries
to other family members (though it may be consid-
ered a gift), roll the funds into a different 529 plan
without adverse tax consequences and even take
your money back — though growth will be subject
to tax and a penalty.

529 contributions qualify for the $11,000 annual
gift tax exclusion ($22,000 if you split gifts with
your spouse). You can even bunch five years’ worth
of exclusions into one year and contribute $55,000
($110,000 with gift-splitting) up front, but you must
file a gift tax return in the year of the gift. If you die
before the five years, the remaining years’ gifts will
be included in your estate.

Also reap estate tax 
benefits with 529 plans



Get tax relief 
from summer day camp

Like many parents, you may send your children to 
day camp during the summer. But did you know you
can receive a tax break? Day camp is a qualified
expense under the Child and Dependent Care credit,

which is worth 20% of qualifying expenses (more if
your income is less than $43,000), subject to a cap.
In 2005, the maximum expense allowed is $6,000 for
two or more qualifying persons with a limit of $3,000
for one qualifying person.

Although overnight camp costs do not qualify for the
credit, the cost of having a sitter watch your children 
in your home while you and your spouse work, or look
for work, may. 2

Sharing your gains 

To defer capital gains taxes, you can deduct charitable
contributions of appreciated long-term stock by 
creating a charitable remainder trust (CRT). A CRT
provides you with an annual income stream, plus it 
can sell the securities.

The benefit? You incur no capital gains taxes at the
time of the sale. In effect, you receive an annuity based
on the security’s fair market value at the contribution
date and pay taxes only as you receive distributions.
You also can receive a current income tax deduction for

the remainder expected to benefit the charity, as deter-
mined by IRS tables.

By funding a CRT at your death, you can reap estate tax
benefits. Income from the trust will go to a beneficiary of
your choosing (rather than to you). When the trust term
ends or the beneficiary dies, the remainder will pass to
charity. Because you will be making a partial charitable
donation at the time of your death, your estate will
receive a deduction for a portion of the trust’s value. 2

HSA contributions
made by partnerships
and S corporations

Contributions made by a partnership or S corporation 
to a partner’s or shareholder’s Health Savings Account
(HSA) are generally treated as payments to the individ-
ual and included in his or her gross income. Therefore,
the IRS considers the contributions as made by the
individual partners or shareholders and allows them 
to be an above-the-line deduction on their individual
income tax returns.

Partnerships can approach contributions to partners’
HSAs in two ways. One approach is to treat them 
as distributions to the partner.
Contributions are not
deductible by the partnership
and aren’t included in the
partner’s self-employment
earnings. But if contributions
are for services rendered, you can
treat them as guaranteed payments.
Doing so allows the partnership to deduct the amount.
The contributions will be included in the partner’s net
self-employment earnings.

Meanwhile, contributions made on behalf of S corpora-
tion shareholder employees who own 2% or more of the
stock are treated as wages and are not subject to payroll
tax. The business can deduct the cost of the payment. 2

7This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other 
professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2005   TAXmj05
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