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The heavy, highway and 
civil (HHC) segment of the 
construction industry has 
a wide variety of unique tax 
opportunities that can translate 
into real tax savings. Some of 
these opportunities may have been 
overlooked in the past but should 
be evaluated by companies as they 
review their overall tax-planning 
strategies. While this article 
includes tax strategies specific to 
the HHC segment, many of these 
strategies can be used by other 
construction contractors as well.

Take the Domestic 
Production Deduction

The domestic production 
deduction—also referred to 
as the Section 199 deduction 
or manufacturers deduction—
provides certain taxpayers 
a deduction equal to 9% of 
manufacturing income. If a 
taxpayer’s entire business is 
from the performance of long-
term contracts, the taxpayer 
may qualify for an additional 
deduction equal to 9% of the 
lesser of qualified production 
activity income or taxable 
income. Generally, most long-
term contracts meet the Internal 
Revenue Service (IRS) definition 

of manufacturing to qualify for this deduction. Other 
qualifying manufacturing activities common to the industry 
include operations such as asphalt production, mineral 
production and refining.

As an example, assume a qualifying taxpayer has 
taxable income of $1 million. All income is from qualified 
manufacturing activities. Section 199 provides the taxpayer 
a deduction of $90,000. Assuming the taxpayer is a C 
corporation subject to a federal tax rate of 34%, the permanent 
tax benefit received by the taxpayer is $30,600. For flow-
through entities, the deduction is taken at the ownership level.

Consider Percentage Depletion
Depletion deals with the exhaustion of minerals or other 

natural resources generally is limited to the ownership of 
an interest in stone, gravel or sand. Upon the acquisition of 

the mineral, the taxpayer estimates the units of mineral and 
assigns the purchase price pro rata to the units. As the units 
of mineral are exhausted, the taxpayer depletes, or expenses, 
the basis of the mineral rights—a process known as cost 
depletion.

The IRS allows taxpayers an alternative method of 
recovering their basis (and potentially more) in mineral rights. 
Percentage depletion is based on a specified IRS-prescribed 
industry percentage (5% in the case of sand and gravel) 
applied to the gross income from the property for the tax year. 
In addition, this amount is limited to 50% of taxable income 
from the property. After determining the percentage depletion 
and cost depletion for a property, taxpayers can deduct the 
greater of the two. The main benefit of percentage depletion is 
that, unlike cost depletion, it is not limited by the taxpayers’ 
basis in the property, meaning that taxpayers may receive a 
deduction without incurring any costs. Of note: Percentage 
depletion is an alternative minimum tax preference item.

Determine Whether a Prepaid Insurance 
Deduction Is Beneficial

For HHC contractors, insurance premiums can be a 
significant annual expense that when properly structured 
provides a unique tax benefit through the prepayment of 
policies prior to year-end. The current tax code allows 
companies to deduct prepayment for insurance premiums if 
they meet the 12-month rule and, if filing as an accrual basis 
taxpayer, meet the economic performance test.

Simply put, the insurance policy needs to be effective in 
year one, expire in year two (crossing tax years), be billed and 
paid (allowable via financing) during year one, and not cover a 
period exceeding 12 months or have the benefit go beyond the 
close of the second tax year. Unfortunately, just making the 
change and taking the deduction is not that simple. Depending 
on how the company treated prepaid insurance in previous 
years, it may need to file a Form 3115 for an accounting 
method change if prepaid insurance previously has been 
capitalized and amortized recognizing the expense ratably 
over the policy.

A practical example would be a calendar-year taxpayer 
with an annual insurance program with premiums of $1.2 
million. Initially, the taxpayer has a policy period of Jan. 1 
through Dec. 31. No outstanding premiums exist at year-end, 
and as such, no prepaid amount crosses tax years. With timely 
planning, the taxpayer changes the policy year to Dec. 1, 
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year one, through Nov. 30, year two. At Dec. 31, year one, 
assuming the taxpayer prepays the entire 12-month premium, 
the taxpayer has a prepaid balance of $1.1 million (only one 
month of the premium has expired). For financial statement 
purposes, the taxpayer has a prepaid balance (capitalized) 
of $1.1 million. For tax, the taxpayer may deduct the entire 
prepaid balance (an accelerated $1.1 million deduction). 
As advance payment is required for tax deductibility, 
the contractor can determine each year if the accelerated 
deduction is beneficial.

Examine Percentage of Completion  
(POC) Opportunities

Tax POC, which is based on financial POC as its starting 
point, can provide a variety of income-deferral opportunities, 
allowing taxpayers to reduce cash flow needed to fund current 
tax liabilities. The following is a list of tax-related adjustments 
that can have a significant impact on the recognition of 
income and to which period the income relates.

Timing differences. Typically, taxpayers want to 
accelerate deductions. POC is an exception to this rule. POC 
generally is based on a cost-to-cost calculation. Accordingly, 
profit is not recognized until costs are incurred. Taxpayers 
should review job-related costs for deductibility to determine 
if they meet the applicable definition of deductibility in the 
current period.

•  Retainage payable. Contractors with significant year-
end retainage payable balances should review their 
subcontract retainage clauses to determine whether, under 
applicable state law, the retainage balances are deductible 
before they are approved and paid.

•  Job-related bonuses. Many contractors pay project-
related bonuses that are accounted for in the estimated 
total project costs. If these amounts are contingent on the 
employee being employed when the bonus is paid, the 
bonus accrual is not fixed, and the bonus is not deductible 
until paid. Job-to-date tax job costs should be reduced by 
this currently nondeductible amount, thereby reducing 
job-to-date gross profit recognized for tax purposes. As 
an additional tax benefit, this currently nondeductible 
amount is removed from the tax provision, as the cost is 
not deducted through the calculation of POC.

•  Job-related reserves. Generally, reserves are not 
deductible for tax purposes until incurred. Reserves, such 
as for workers’ compensation or general liability, may be 
job related and incorporated into job cost. In this case, 
consideration can be made to reduce job-to-date costs for 
the nondeductible reserve, creating a reduction in job-to-
date costs and, accordingly, gross profit recognized to 
date. Again, this removes the nondeductible reserve from 
the contractor’s tax provision.

Front-loaded contracts. Many times, project owners will 
allow contractors to front-load contracts to help the contractor 
fund the job. Some taxpayers may erroneously segment 
their POC calculations and mistakenly recognize this early 

profitable, phase of the job. For tax purposes, profit should be 
recognized pro rata over the life of the contract through use of 
the cost-to-cost calculation for POC.

Equipment centers (ECs). HHC contractors typically 
track equipment utilization and cost of ownership via 
equipment centers. In years of high utilization, the EC will be 
profitable, as the EC may charge jobs a standard rate for the 
use of each piece of equipment. For accounting purposes, the 
profit recognized typically moves from the applicable job to 
a separate reporting unit, which can erroneously accelerate 
profit recognition. If the profit in the EC is material, taxpayers 
should consider eliminating the EC profit back into the tax 
POC job schedules.

Take Advantage of Tax Strategies for 
Maximum Savings

As noted in the strategies listed here, the HHC segment 
offers numerous tax opportunities that might result in 
significant savings and improved cash flow management. 
Often, owners overlook available strategies; as a result, their 
companies forego significant tax savings and cash flow 
benefits. While all strategies may not apply to all contractors, 
companies should carefully plan and evaluate what strategies 
they currently use as well as the opportunity cost of not 
implementing available tax strategies. ◆
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