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In Notice 2005-14, 2005-7 IRB 1, Doc 2005-1241, 2005 TNT 13-7,
the I RS provides interimguidance on the new section 199 deduction
related to incone attributable to donestic production activities, which
was enacted as part of the American Jobs Creation Act of 2004, P.L.
108-357. Taxpayers may rely on the rules set forth in Notice 2005-14
until Treasury and the IRS issue regul ations under section 199. The
rul es provided in Notice 2005-14 apply to tax years begi nning after
Decenber 31, 2004. This article sumarizes the interimgui dance
provided in Notice 2005-14.

|. Executive Summary

Noti ce 2005-14 provides rules and definitions for taxpayers to
use in conputing the section 199 deduction. In general, section 199
provi des a deduction equal to 3 percent (increasing to 9 percent when
fully phased in in 2010) of the |esser of: (a) taxable incone derived
froma qualified production activity or (b) taxable inconme, for the tax
year in question. However, the deduction is limted to 50 percent of
the W2 wages paid by the taxpayer during the cal endar year that ends
in that tax year.

The notice defines W2 wages and provi des three alternatives for
conmputi ng W2 wages.

The notice defines qualified production activities. Specifically,
the notice defines what constitutes the manufacture, production
growt h, or extraction (MPGE; with apol ogies to English | anguage
purists, we're going to use “MPGE" as a verb in a few instances, on the
theory that this article is |Iong enough already) in whole or in
significant part in the United States of tangible personal property,
conputer software, or sound recordings. Wthin that definition, the
notice generally provides that only the taxpayer with the benefits and
burdens of ownership of the property during the manufacturing process
is treated as the nmanufacturer for purposes of section 199.

Regardi ng gross receipts fromthe MPGE of conputer software, the
notice provides that conputer software is not limted to software for
conput ers, but includes, for exanple, software for video ganes.

However, in determ ning donmestic gross production receipts, receipts
for fees for online use of software and enbedded services are generally
not taken into account in conputing the section 199 deduction
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The notice also provides a “substantial in nature” test for
determining if the property is manufactured by the taxpayer in the
United States in significant part. Al so, the notice includes a safe
harbor that is satisfied if conversion costs incurred in the United
States (excluding certain design and devel opnent and packagi ng costs)
are 20 percent or nore of the total cost of the property.

Noti ce 2005- 14 defines what constitutes construction activities
and pernmits nore than one taxpayer to be regarded as constructing rea
property with respect to the sane activity. The notice clarifies that
gross receipts derived fromthe rental of property constructed by the
t axpayer are not considered derived fromconstruction and would not be
eligible for the section 199 deduction

The notice provides rules for allocating cost of goods sold and
deductions to domestic production gross receipts. In the case of the
latter, the notice generally requires taxpayers to follow the rules
under the section 861 regul ati ons. However, two sinplified nethods are
provi ded for small taxpayers.

The notice al so provides rules for applying section 199 to
passt hrough entities. Al so, the notice provides definitions and rules
for determ ning the expanded affiliated group and allocating the
section 199 deduction anong nmenbers of the expanded affiliated group
For exanple, the notice provides that a consolidated group is treated
as a single nenber of the expanded affiliated group (rather than each
nmenber of the consolidated group being treated as a separate nenber of
t he expanded affiliated group).

I'l. Specific Quidance
A. Wage Linmtation

Noti ce 2005-14 generally provides that for purposes of the wage
limtation under section 199, the term*“W2 wages” includes anounts
that an enpl oyer nust include on statements under section 6051(a)(3)
and (8). A taxpayer nmay al so take into account wages paid by agents of
t he taxpayer on behalf of the taxpayer for enpl oyees of the taxpayer
that are included on Forms W2 issued by the agent (for exanple, comon
paynmasters). Because the section 199(b)(2) definition of W2 wages
cannot be satisfied by a box on Form W2, the notice provides three
alternative nethods for cal culating W2 wages for purposes of section
199:

O Unnodified box nethod: A taxpayer can treat wages as the
| esser of (1) the total entries in Box 1 of all Forns W2
filed with the Social Security Admi nistration (SSA) or (2) the
total entries in Box 5 of all Forns W2 filed with the SSA

O Modified Box 1 nmethod: A taxpayer can cal cul ate W2 wages by
subtracting fromthe total anmounts reported in Box 1 of Formns
W2 (1) anounts that are included in Box 1 that are not wages
under section 3401(a) and (2) itens that are treated as wages
under section 3402(o) (for exanple, supplenental unenpl oynent
conpensation benefits), and then addi ng those el ective
deferrals that are reported in Box 12 of Forms W2 w th Codes
Db EE F, G and S; or
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O Tracki ng wages nethod: A taxpayer can track the actual anount
of wages subject to federal incone tax w thhol ding, subtract
suppl enent al unenpl oynent conpensati on benefits that were
included in this amount, and then add specific el ective
deferrals that are reported in Box 12 of Fornms W2 wi th Codes
Db EE F, G and S

The notice also provides rules to prevent the duplicate reporting
of wages in conputing the section 199 deduction (for exanple, an anount
of nonqualified deferred conpensation treated as W2 wages under the
unnodi fi ed box nethod for one tax year cannot be treated as W2 wages
in any other tax year).

Al so, the notice provides that if a taxpayer (the successor)
acquires a nmgjor portion of a trade or business, or a najor portion of
a separate unit of a trade or business, from another taxpayer (the
predecessor), the successor nmay not take into account wages paid to
conmon | aw enpl oyees of the predecessor enployer for services rendered
to the predecessor enployer, even if those wages are reported on Forns
W2 furnished by the successor

B. Qualified Production Activities Incone (QPAl)

Section 199(c) (1) provides that QPAl is the excess of domestic
producti on gross receipts over the sumof (a) the cost of goods sold
(CGS) allocable to those receipts; (b) other deductions, expenses, or
| osses directly allocable to those receipts; and (c) a ratable portion
of deductions, expenses, or losses not directly allocable to those
recei pts or another class of inconme. Notice 2005-14 provides that QPAl
is determined on an itemby-itembasis (not a division-by-division,
product |ine-by-product line, or transaction-by-transaction basis).
QPAlI for each itemmay be positive or negative. Thus, a taxpayer that
i s engaged exclusively in the manufacture of qualifying production
property (QPP) within the United States and has no ot her sources of
i ncone generally will have QPAl that is equal to taxable incone.

C. Domestic Production Goss Receipts (DPGR)

Section 199(c)(4)(A) defines DPGR as the taxpayer’s gross
receipts that are derived from(a) any |lease, rental, license, sale,
exchange, or other disposition of (i) QPP that was MPGE by the taxpayer
in whole or in significant part within the United States; (ii) any
qualified filmproduced by the taxpayer; or (iii) electricity, natura
gas, or potable water produced by the taxpayer in the United States;
(b) construction perfornmed in the United States; or (c) engineering or
architectural services performed in the United States for construction
projects in the United States. For this purpose, the notice defines
gross receipts as those properly recogni zed for the tax year under the
t axpayer’s nmethod of accounting. Also, the term“within the United
States” does not include possessions or territories of the United
St at es.

Under the notice, a taxpayer must deternine the portion of its
gross receipts that are DPGR using a reasonabl e nethod that accurately
identifies the gross receipts derived fromactivities described in
section 199 based on all information available to the taxpayer.
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However, if a taxpayer uses a specific identification nethod (a nmethod
that specifically identifies where the itemwas MPGE) for any other
pur pose, the taxpayer nmust use that nethod to determ ne DPGR

The notice provides a safe harbor that allows taxpayers with | ess
than 5 percent of total gross receipts fromitens other than DPGR to
treat all gross receipts as DPGR and, therefore, the taxpayer is not
required to allocate its gross receipts. For exanple, interest and |ate
fees related to QPP manufactured in the United States by a taxpayer and
sold by the taxpayer on credit are not DPGR, but nmay be treated as DPGR
if the taxpayer’s interest and |ate fees, when aggregated with other
non- DPGR, are collectively less than 5 percent of the taxpayer’s tota
gross receipts.

1. Goss receipts derived fromthe transfer of qualifying
property.

The notice limts gross receipts “derived fromthe | ease, rental

i cense, sale, exchange, or other disposition” of QPP to the direct
proceeds of those activities. Exanples of receipts that would qualify
under that definition (assum ng the section 199(c) requirenents are
ot herwi se net) incl ude:

O direct proceeds fromthe sale of QPP manufactured in whole or
significant part within the United States for sale;

O direct proceeds fromthe sale of self-constructed QPP
manufactured in whole or in significant part in the United
States by the taxpayer and used in the taxpayer’'s trade or
busi ness;

O business interruption insurance and paynments not to produce,
to the extent they are substitutes for gross receipts that
woul d qualify as DPGR

O gross receipts fromthe sale of newspapers and magazi nes
i ncludi ng advertising incone (the notice appears to limt the
al | onance for advertising incone to newspapers and nmagazi nes
despite the existence of other, simlarly functioning
medi uns) ;

O gross receipts derived by certain oil and gas partnerships
fromthe sale of oil and gas products; and

O gross receipts fromthe sale of U S.-devel oped conput er
software that custoners purchase by downloading it fromthe
Web.

Exanpl es of receipts that would not qualify under the notice
i ncl ude:

O gross receipts allocable to non-de mnims enbedded services
(that is, a service elenent contained in the | ease, rental
i cense, sale, exchange, or other disposition of property).
Enbedded services do not include gross receipts froma
qualified warranty; and
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O gross receipts derived by a taxpayer that offers software to
custoners online for a fee, including gross receipts derived
fromInternet access services, online services, custoner
support, tel ephone services, games played through a Wb site,
and provider-controlled online access services.

Al so, under section 199(c)(4)(B), DPGR does not include gross
recei pts derived fromthe sale of food and beverages prepared by a
taxpayer at a retail establishnment. The notice defines “retai
establishment” as real property |eased, occupied, or otherw se used by
the taxpayer in its trade or business of selling food or beverages to
the public and at which the taxpayer nakes retail sales. The term does
not include facilities that are used solely to prepare food or
beverages for wholesale sale. Simlarly, food or beverage preparation
facilities that derive less than 5 percent of their total gross
recei pts for the tax year fromretail food and beverage sales will not
be considered retail establishments. For taxpayers with retai
establ i shnents that prepare food and beverages for whol esale and retai
sales, the notice indicates that the IRS and Treasury will permt those
taxpayers, as a matter of administrative grace, to allocate their gross
recei pts between their wholesale and retail sales.

a. MPGE and QPP. The notice defines MPGE broadly to include all
of the activities listed in sections 199(c)(4)(A) (i) (1) and 263A(g) (1),
and reg. sections 1.48-1(d)(2) and 1.263A-2(a)(1)(i). However, the
notice narrowy construes the term*“by the taxpayer” to nean that only
one taxpayer may clai mthe deduction under section 199 for the sanme
function performed for the sane property. The notice states that
“benefits and burdens of ownership” principles will apply for that
pur pose. For exanple, in contract manufacturing situations in which one
t axpayer perforns activities that are the MPCGE activities applicable to
QPP or the production activities associated with qualified film
electricity, natural gas, or potable water under a contract wth
anot her taxpayer, generally only one taxpayer has the benefits and
burdens of ownership of the property under federal incone tax
principles (although arguably those principles do not approach bright-
line clarity under existing tax law) during the period the qualifying
activity occurs. As such, only that taxpayer is treated as engaging in
the qualifying activity. There is an exception to this rule for nenbers
of the expanded affiliated group

As noted above, to qualify for the section 199 deduction, QPP
nmust be MPGE in whole or in significant part by the taxpayer within the
United States. The gross receipts that are considered DPGR are not
limted to the gross receipts attributable to QPP MPGE entirely by the
taxpayer. Thus, for exanple, if a taxpayer purchases partially
manuf act ured QPP from anot her taxpayer and the taxpayer satisfies the
“in whole or in significant part” requirenent for the manufacture of
the QPP, the taxpayer’'s gross receipts derived fromthe | ease, rental
i cense, sale, exchange, or other disposition of that QPP will be
consi dered DPGR

Under Notice 2005-14, QPP is MPGE in significant part if a
taxpayer’s MPCGE activity is substantial in nature based on all facts
and circunstances, including (1) the retail value added by, and
relative cost of, the taxpayer’s MPCGE activity in the United States;
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(2) the nature of the property; and (3) the nature of the MPGE activity
that the taxpayer performs in the United States. That substantial-in-
nature requirement is not the same as the “not the property which it
purchased” standard in reg. section 1.954-3(a)(4). Specifically, the
substantial transformation test of reg. section 1.954-3(a)(4)(ii) is
not relevant to the determ nation of substantial in nature for purposes
of section 199(c)(4) (A (i)(1).

The notice states that the IRS and Treasury have concl uded that a
single, quantitative criterion would not be appropriate in determning
whet her a taxpayer’'s activities are substantial in nature. Therefore,
the substantial-in-nature test should be considered in light of all the
facts and circunstances. That standard is simlar to the substantial -
in-nature test outlined in Exanple 2 of reg. section 1.954-
(3)(a)(4)(iii). The notice al so provides a safe harbor under which a
taxpayer will be treated as MPGE property in whole or in significant
part within the United States if the conversion costs to MPCGE the
property are incurred by the taxpayer within the United States and the
costs account for 20 percent or nore of the total CGS of the property.
That rule is simlar to the safe harbor under reg. section 1.954-
3(a)(4)(iii), and illustrated by Exanple 1.

Under the notice, specified activities and costs are di sregarded
in determ ning whet her a taxpayer’s MPCGE activities are substantial in
nature and in applying the 20 percent safe harbor. Disregarded
activities include packagi ng, repackaging, |abeling, mnor assenbly
operations, and design and devel opnent activities (except design and
devel opnent activities for conmputer software and sound recordings).

As noted, section 199(c)(4)(A) defines DPGR to include gross
recei pts derived fromany | ease, rental, |icense, sale, exchange, or
ot her disposition of QPP. Under section 199(c)(5), QP includes (1)
tangi bl e personal property; (2) conputer software; and (3) sound
recordi ngs. Consistent with reg. section 1.48-1(c), the notice defines
tangi bl e personal property as any tangi ble property other than |and,
buil dings (including itens that are structural conponents of
bui | di ngs), and any property described in section 199(c)(4)(A)(i)(I1I)
and (111) or section 199(c)(5)(B) and (C). Tangi bl e personal property
does not include qualified filns, conputer software, sound recordings,
or the creation of copyrighted material, such as a nmanuscript, in a
formother than in a tangi bl e nmedi um

Consistent with the definition in reg. section 1.197-2(c)(4)(iv),
the notice defines conputer software as any program or routine or any
sequence of machi ne-readabl e code that is designed to cause a conputer
to performa desired function or set of functions, and the
docunentation required to describe and naintain that program or
routine, but expands the definition to include the nachine-readabl e
coding for video ganes and simlar prograns, regardless of whether the
programis designed to operate on a “conputer” (as defined in section
168(i)(2)(B). For purposes of section 199, conputer software does not
i ncl ude di skettes or other tangi bl e personal property on which nachi ne-
readi ng code is placed. As such, taxpayers that sell diskettes or other
tangi bl e personal property encoded with software nust allocate their
gross receipts between those attributable to the software and those
attributable to the tangi bl e personal property (the diskettes). (The
requi renent to allocate between tangible and intangible elenents of the
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software distributed through a tangi bl e nedi um (such as diskette)
appears to require a largely meani ngl ess allocation exercise since the
cost of the tangible elenment is usually de mnims. This is an area in
which a de mininms safe harbor woul d serve to provide for a nore

adm nistrable rule seemingly w thout conprom sing the specific

requi renents of section 199.)

Consi stent with section 168(f)(4), the notice defines sound
recordings as any works that result fromthe fixation of a series of
nmusi cal , spoken, or other sounds. The term does not include the
tangi bl e personal property in which the sound recording is fixed, such
as a conpact disc.

b. Qualified film Under section 199(c)(4)(A), DPGR includes gross
recei pts derived fromany | ease, rental, |icense, sale, exchange, or
ot her disposition of any qualified filmthe taxpayer produces. Section
199(c) (6) defines qualified filmas any property described in section
168(f)(3). Under the notice, a notion picture or video tape, as well as
live or delayed tel evision programm ng, nmay be a qualified film
provided that 50 percent or nore of the total conpensation paid for its
production is conpensation for services performed by actors, production
personnel, directors, and producers in the United States. The notice
provi des definitions for production personnel, but does not provide a
specific nmethod for conputing the 50 percent or nore of tota
conpensati on.

Qualified films do not include copies of the film (other than the
nmast er copy), the tangi bl e personal property enbodying the qualified
film such as DVDs or videocassettes, or sexually explicit fil ns.

The notice points out that gross receipts fromticket sales for
viewing qualified film will not qualify as DPGR Simlarly, gross
recei pts “derived fronf a qualified filmdo not include (1) anounts a
t axpayer receives fromthe sale of a script or screenplay, even if it
is developed into a qualified film (2) revenue fromthe sale of film
t hemed nerchandi se; and (3) gross receipts derived fromthe a |license
of the right to use the filmcharacters.

c. Electricity, natural gas, and potable water. Under section
199(c)(4)(A), DPGR includes gross receipts derived fromany | ease
rental, license, sale, exchange, or other disposition of electricity,
natural gas, or potable water, but does not include gross receipts
derived fromthe transm ssion or distribution of those itens. As such
the notice requires integrated producers that both produce and deliver
electricity, natural gas, or potable water to allocate their gross
recei pts between (1) production that qualifies as DPGR and (2)

di stribution and transm ssion (which do not qualify). The notice does
not provide a nmethod for making that allocation. However, if |ess than
5 percent of gross receipts derived fromthe sale of those itens is
all ocabl e to transm ssion and distribution, however, the notice treats
t hose recei pts as DPGR

2. Construction.
Under section 199(c)(4)(A), DPGR al so includes gross receipts derived

fromconstruction perforned within the United States. The notice
defines construction as the construction, by a taxpayer that is in a
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trade or business that is considered construction for purposes of the
North Anerican Industry Cassification System (NAICS), of rea
property, including:

O residential and commercial buildings (including their
structural conponents);

O inherently permanent structures other than tangible property
such as nmachi nery;

i nherently permanent |and inprovenents; and

i nfrastructure (including roads, power |ines, water systens,
railroad spurs, conmunications facilities, sewers, sidewalks,
cable, wiring, and inherently permanent oil and gas

pl atforns).

It is not clear whether the reference to NAICS codes neans that a
taxpayer’s prinmary trade or business nust be construction, or whether
t he taxpayer nust have construction as one of its trades or businesses.
However, according to the notice the term “construction” includes nost
activities that are typically performed when erecting or substantially
renovating real property, but does not include tangential services such
as hauling trash and debris and delivering nmaterials, unless the
t axpayer provides tangential services as part of the construction it is
perform ng. The notice also provides that if nore than 95 percent of
the total gross receipts derived froma construction project is
attributable to real property, a taxpayer’'s total gross receipts from
the project are treated as DPGR

Under the notice, land inprovenents, such as grading and | andscapi ng
and painting nmay be considered “construction,” but only if they are
performed in connection with the erection or substantial renovation of
real property. Consistent with section 263(a), the notice defines
substantial renovation as the renovation of a major component or
substantial structural part of real property that materially increases
the value of the property, substantially prolongs the property’ s usefu
life, or adapts the property to a new or different use.

The notice provides that DPGR nay include the proceeds of a sale,
exchange, or other disposition of real property constructed in the
United States (whether or not the property is sold inmediately after
construction is conpleted), as well as conpensation for construction
servi ces, but does not include gross receipts fromthe |ease or renta
of constructed real property. Al so, DPGR derived from construction does
not include gross receipts attributable to the sale or other
di sposition of land despite the fact that the notice defines rea
property by reference to reg. section 1.263A-8(c), which includes |and
inits definition of real property.

Unli ke the contract nmanufacturing rules for QPP MPGE by a taxpayer,
the notice points out that it nmay be appropriate, in certain instances,
for nore than one taxpayer to claimthe deduction for the sane activity
and the sane construction project. Thus, under the notice, both a
general contractor and any hired subcontractor could claimthe
deduction for gross receipts they derived fromthe same renovation
proj ect.
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3. Engi neering and architectural services.

Under section 199(c)(4)(A), DPGR al so includes gross receipts derived
from engi neering or architectural services perforned in the United
States for construction projects in the United States. Consistent with
reg. sections 1.924(a)-1T(e)(2) and -1T(e)(3), the notice defines
engi neering services as any professional services requiring engineering
education, training, and experience and the application of special
know edge of the mathematical, physical, or engineering sciences to
t hose prof essional services, such as consultation, investigation
eval uation, planning, design, or responsible supervision of
construction for the purpose of assuring conpliance with plans
speci fications and designs. Architectural services include the offering
or furnishing of any professional services such as consultation
pl anni ng, aesthetic and structural design, draw ngs and specifications,
or responsi bl e supervision of construction (for the purpose of assuring
conpliance with plans, specifications, and design) or erection, in
connection with any construction project.

Under the notice, gross receipts derived from engi neering and
architectural services qualify as DPGRif (1) the services relate to
real property; (2) the services are performed in the United States; and
(3) the taxpayer providing the services can substantiate that the
services relate to a construction project in the United States. The
construction project to which the services relate need not be
undertaken or conpleted to satisfy those requirenents.

The notice provides a de mnims exception for engineering or
architectural services (1) performed outside the United States or (2)
related to property other than real property, for a construction
project within the United States. To qualify as DPGR under the
exception, the gross receipts derived fromthose services nmust be |ess
than 5 percent of the total gross receipts derived fromthose services
on the sane construction project.

D. Determ ning Costs

To determine QPAI for the tax year, a taxpayer mnmust reduce its
DPGR by the anmount of CGS directly allocable to DPGR, the anount of
deductions, expenses, and | osses (deductions) directly allocable to
DPGR, and a ratable portion of other deductions not directly allocable
to DPGR, or another class of incone.

The notice provides rules that CGS generally nust be specifically
identified with, or directly traced to, DPGR in accordance with the
t axpayer’s books and records. If the taxpayer’s books and records,
however, do not allow the taxpayer to identify the CGS directly
al l ocabl e to DPGR, the taxpayer can use a reasonable nethod to allocate
CGS between DPGR and ot her gross receipts. If, however, a nethod is
used to allocate gross recei pts between DPGR and non- DPGR, the taxpayer
cannot use a different nethod for purposes of allocating CGS

The notice provides three alternative nethods for allocating and
apportioni ng deductions:
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O Section 861 nethod: A taxpayer determ nes the deductions
al | ocated and apportioned to DPGR by applying the allocation
and apportionnment rules provided by the section 861
regul ati ons. Those regulations are nodified by the notice to
provide that charitable contributions are to be ratably
apportioned based on gross incone. Research and experinental
expenditures will be apportioned based on reg. section 1.861-
17. However, exclusive apportionnment will not apply because
apportionnent based on geographi c sources is not required.
Subj ect to the above nodifications, if the taxpayer uses the
section 861 rules for another operative section of the code
(for example, foreign tax credit, conputation of earnings and
profits, and branch profits), it nust use the same nethod and
principles for all operative sections. Treasury and the |IRS
have requested comments on whet her there shoul d be
restrictions on a taxpayer’'s ability to change from one
al |l ocation or apportionnent method to another. Any suggestion
that taxpayers are not able to change their methods of
al I ocation or apportionnment under section 861 fromyear to
year is a significant change to current practice under section
861.

O Sinplified deduction nmethod: A taxpayer w th average annua
gross receipts of $25 mllion or less (determned at the
expanded affiliated group (EAG level), may elect to ratably
apportioned deductions between DPGR and ot her receipts based
on relative gross receipts.

O Snall business sinplified overall nethod: A taxpayer that has
average annual gross receipts of $5 mllion or |ess
(determined at the EAG level ), or a taxpayer that is eligible
to use the cash nethod as provided in Rev. Proc. 2002-28,
2002-1 C. B. 815, Doc 2002-9029, 2002 TNT 72-6, may elect to
ratably apportion total CGS and deducti ons between DPGR and
other receipts based on relative gross receipts.

A nmenber of an EAGthat qualifies for either of the sinplified
nmet hods nmay use the sinplified nethod only if all nmenbers of the EAG do
so.

The notice clarifies that sonme deductions (for exanple, sone
section 165 | osses, section 172 net operating | oss deductions, and
deductions not attributable to the actual conduct of a trade or
busi ness) do not reduce DPGR or gross inconme attributable to DPGR under
any of the above three nethods.

E. Application of Section 199 to Passthrough Entities

The section 199 deduction is applied at the sharehol der, partner
or simlar level. Notice 2005-14 provides that each owner nmay conpute
its section 199 deduction by taking into account its distributive or
proportionate share of the itens allocated or attributable to the
passt hrough entity’'s activities described in section 199(c)(4),
provided the itens are not otherw se disallowd by the code. The owner
of the passthrough entity nust aggregate its itens of incone or expense
allocated or attributable to the passthrough entity’'s qualified
production activities, including those expenses incurred by the owner
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of the passthrough entity directly that are allocated to the

passt hrough entity’'s qualified production activities, and the owner’s
items of inconme or expense allocated or attributable to its other
qualified production activities.

The notice states that QPAl generally does not include gain or
| oss recogni zed on the sale, exchange, or other disposition of an
interest in the entity. However, if section 751(a) or (b) applies, gain
or loss allocated to assets of the partnership, the sale, exchange, or
ot her disposition of which would give rise to an itemof QPAl is taken
into account in conputing the partner’s section 199 deduction

The notice clarifies that section 199 applies only to tax years
of passthrough entities that begin on or after January 1, 2005. Thus,
for exanple, if a passthrough entity has a tax year begi nning Septenber
30, 2004, and endi ng Septenber 30, 2005, and the owners of the
passt hrough are cal endar-year taxpayers, the provisions of section 199
do not apply to the passthrough entity until its tax year begi nning
Cct ober 1, 2005.

F. EAGs

Section 199(d)(4)(A) provides that all nenbers of an EAG are
treated as a single corporation for purposes of section 199. Section
199(d) (4) (B) provides that an EAGis an affiliated group as defined in
section 1504(a), determi ned by substituting 50 percent for 80 percent
each place it appears and without regard to section 1504(b)(2) and (4).
The section 199 deduction is allocated anong the nmenbers of the EAGin
proportion to each nenber’s respective amount of QPAI.

Noti ce 2005-14 provides that a nenber’'s QPAl is the nenber’s DPGR
| ess the sumof the CGS allocable to the receipts and other costs
required to be allocated to DPGR A nenber’s QPAl nmay be positive or
negative and the nmenber’s taxable inconme or loss and QPAI will be
determ ned by reference to the nenber’s nethods of accounting. However,
under section 199(c)(7)(A), a nmenber’s DPGR will not include any gross
recei pts of the nmenber derived fromproperty | eased, |icensed, or
rented by it for use by any related person as defined in section
199(c) (7) (B)

For purposes of determ ning whether gross receipts are DPGR the
noti ce provides that each nenber of an EAG should be treated as
conducting the activities conducted by each other nenber of the EAG
Thus, for exanple, Corporation A nmanufacturer of QPP, and Corporation
B, reseller of A's QPP, are nenbers of the sane EAG but do not file a
consolidated return. But for this rule, B wuld not qualify for the
section 199 deduction. However, under this provision, B, as a nenber of
the sane EAG as A is treated as conducting A s manufacturing
activities such that B s gross receipts attributable to the sale of QPP
purchased from A are DPGR (assunming all other requirenments of section
199 are net).

Noti ce 2005-14 provides that the EAG s section 199 deduction is
al | ocat ed anong the EAG nenbers in proportion to each nenber’s QPAl,
regardl ess of whether the EAG nenber has taxable incone or |oss for the
tax year and regardl ess of whether the EAG nenber has W2 wages for the
tax year. Accordingly, if a menber has negative QPAlI, the menber’s QPAI

DOCUMENT SERVICE
Doc 2005-1666 (13 pgs)

"Juaju09 Aued paiyl Jo urewop aljgnd Aue ul 1ybuAdod wied 1ou saop S1sAjeuy xe] ‘panlasal siybu |V ‘100z SisAreuy xel (D)



will be treated as zero. Under Notice 2005-14, nenbers of a

consol idated group are treated as a single nenber of the EAG Thus, if
an EAG includes corporations that are nenbers of a consolidated group
and corporations that are not nenbers of a consolidated group, in
determning the taxable inconme limtation of the EAG the consolidated
taxabl e i nconme of the consolidated group, not the separate taxable

i ncone of the nmenbers of the consolidated group nenbers, is taken into
account .

Under Notice 2005-14, a corporation’s status as a nenber of an
EAG nust be determned on a daily basis. For exanple, a corporation nmay
be an EAG nenber on January 1, but not a nenber on January 2. If a
corporation beconmes or ceases to be an EAG nenber, the corporation is
treated as becomng or ceasing to be a nenber at the end of the day on
which its status as a nmenber changes.

A corporation that is a nenber of an EAG for a portion of the tax
year nust allocate its taxable inconme or loss, QPAl, and W2 wages
bet ween the portion of the tax year during which it is an EAG nenber
and the portion of the tax year during which it is not an EAG nenber.
That allocation is generally done on a pro rata basis. However, the
corporation nay elect to use a closing of the books nethod, under which
the taxabl e income or loss, QPAl, and W2 wages for the period during
whi ch the corporation was an EAG nenber are calcul ated treating the
corporation’s tax year as two separate tax years, the first of which
ends at the close of the day on which the corporation’s status as an
EAG nenber changes and the second of which begins at the begi nning of
the day after the corporation’s status as an EAG nmenber changes.

Under Notice 2005-14, if a corporation is an EAG nmenber for its
entire tax year, its section 199 deduction for the tax year is the
amount of the section 199 deduction of the EAG allocated to the
corporation by the EAG |If a corporation is an EAG nenber for a portion
of its tax year, and is either not a nmenber of any EAG or is a nmenber
of another EAG or both, for another portion of the tax year, the
corporation’s section 199 deduction for the tax year is the sumof its
section 199 deductions for each portion of the tax year

The notice also provides that if EAG nenbers have different tax
years, in determning the section 199 deduction of a nenber (the
conputing nenber), for each EAG nenber, the conputing nenber nust take
into account the taxable inconme or |loss, QPAl, and W2 wages that are
both (1) attributable to the period during which the EAG nenber and the
conputi ng nmenber are both EAG nenbers, and (2) taken into account in a
tax year that begins after the effective date of section 199 and ends
with or within the tax year of the conputing menber for which the
section 199 deduction is conputed.

Il'l. Concl usion

Noti ce 2005-14 is detailed and provides answers to nmany of the
guestions that arose as a result of the enactnent of section 199. In
that respect, Treasury and the I RS were responsive to the need of
t axpayers to have definitive answers as quickly as possible foll ow ng
t he enactnent of section 199. Neverthel ess, many issues remain
unresol ved and nuch of the guidance relies on taxpayers using a
“reasonabl e nmethod.” Presunmably, future guidance will provide nore
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clarity and certainty for taxpayers in conputing the section 199
production deducti on.

The goal of much of the recent guidance issued by Treasury and
the RS has been to create tax sinplification and to m nim ze
controversy by providing adm nistrable rules. Notice 2005-14 does
i ncl ude sone practical adm nistrabl e gui dance. However, the conputation
of the section 199 production deduction will require taxpayers to spend
val uabl e time and resources gathering and anal yzing i nfornmati on that
was not previously required to determ ne the taxpayer’s tax conpliance
burdens. Moreover, controversy will likely exist as taxpayers and the
IRS struggle to reach agreenent on what is, for exanple, “reasonable”
in light of the existing facts and circunstances, or decide to test the
boundari es of existing tax principles already the subject of dispute,
but neverthel ess “borrowed” for purposes of section 199.
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