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I. Introduction

On October 22, 2004, President George W. Bush signed
the American Jobs Creation Act of 2004 (P.L. 108-357),
legislation to phase out the extraterritorial income (ETI)
regime. The centerpiece of the statute is new Internal
Revenue Code section 199, which permits taxpayers to
claim a deduction from taxable income attributable to
domestic production activities.

When some members of the House Ways and Means
Committee first began discussing how best to structure
legislation to repeal the ETI regime, an early thought was
to include some incentive to foster job creation with a
particular emphasis on manufacturers, the primary ben-
eficiaries of the ETI exclusion. As is clear from the
statutory language of section 199, the new law provides
benefits to a much larger group of businesses than those
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traditionally considered ‘‘manufacturers,’’ and it is not
limited to those taxpayers who previously benefited from
the ETI regime.

Because the provision is effective for tax years begin-
ning after December 31, 2004, taxpayers need to act
immediately to assess the extent to which they can
benefit from the new provision.

A. The Not-So-Basic Calculation
When tax directors, chief financial officers, and other

executives delve into the new deduction, they will
quickly see the value in a provision in which taxpayers
paying tax at the 35 percent marginal rate can potentially
drop their marginal tax rate by 1 percentage point in year
one, and eventually by more than 3 percentage points by
2010.

For 2005 new section 199 provides for a 3 percent
deduction equal to the lesser of a taxpayer’s qualified
production activities income (QPAI) or taxable income,
for the tax year. The allowable deduction increases to 6
percent for tax years beginning in 2007, 2008, and 2009,
and finally grows to 9 percent for tax years beginning in
2010 and thereafter.

The deduction is limited to 50 percent of the W-2
wages paid by the taxpayer during the calendar year that
ends in the tax year.

Taxpayers who want to claim a deduction under
section 199 must document and determine items under
the following formula:

Allowable deduction in 2005 = 3 percent multiplied
by the lesser of:
• QPAI or
• taxable income
Limited to 50 percent of W-2 wages.
Although that may sound straightforward, the statute

provides many new definitions and special rules that
must be taken into account in computing the deceptively
simple formula. Notice 2005-14, 2005-7 IRB 1, Doc 2005-
1241, 2005 TNT 13-7, released by Treasury on January 19,
2005, provides a fairly comprehensive set of definitions
and rules that will be the framework for forthcoming
proposed regulations on the new deduction. But this
recent Treasury guidance only scratches the surface in
addressing issues that taxpayers will face.

This report is intended to provide an overview of
section 199 and the recently released Treasury guidance.
When appropriate we have provided observations that:

• put in context the meaning of many of the new law’s
complex and often novel tax concepts;

• identify common issues and opportunities that busi-
ness taxpayers may encounter; and

• suggest actions taxpayers should take now to im-
prove their ability to take full and appropriate
advantage of the new deduction.

II. Highlights of the Treasury Guidance
At 102 pages, Notice 2005-14 is more extensive than

many practitioners had anticipated and covers a wide
range of the issues that have been a source of questions or
concerns for taxpayers. Among the questions the notice
addresses are the following:

• What activities qualify for the qualified production
activities deduction?

• How does a taxpayer determine ‘‘domestic produc-
tion gross receipts’’?

• What does ‘‘manufactured, produced, grown, or
extracted’’ mean?

• How will net operating loss carryforwards and
carrybacks affect the QPAD?

• How are ‘‘contract manufacturing’’ situations
treated?

• What ‘‘construction’’ activities qualify for the de-
duction?

• How should taxpayers treat transactions with ‘‘em-
bedded services?’’

• What do ‘‘W-2 wages’’ mean for purposes of the
new law?

• What does manufactured ‘‘in significant part’’ in the
United States mean?

(Noteworthy provisions covered by the notice are
summarized on pp. 963 and 964.)

III. Activities Qualifying for the Deduction
Section 199 defines ‘‘qualified production activities

income’’ as the excess of ‘‘domestic production gross
receipts’’ over the sum of: (1) the cost of goods sold
allocable to those receipts; (2) other deductions, expenses,
or losses directly allocable to those receipts; and (3) a
ratable portion of deductions, expenses, and losses not
directly allocable to those receipts or to another class of
income.

The statute provides no direction regarding whether a
single taxpayer must treat all of its qualifying activities
together for calculation purposes or whether, on the other
hand, a taxpayer can separate its qualifying activities into
individual separate business lines or individual product
lines.

Frequently Used Acronyms

The statute and the notice include several technical
terms that sometimes appear as acronyms in this
report. We have listed them here for convenient refer-
ence:

CGS — cost of goods sold

DPGR — domestic production gross receipts

EAG — expanded affiliated group

NAICS — North American Industry Classification
System

QPAI — qualified production activities income

QPAD — qualified production activities deduction

QPP — qualifying production property

COMMENTARY / SPECIAL REPORT

962 TAX NOTES, February 21, 2005

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Noteworthy Provisions

The notice covers many issues, but several merit particular emphasis. We believe the following are particularly
noteworthy.

No ‘grouping’ permitted. According to the notice, QPAI is to be determined on an item-by-item basis and is the sum
of QPAI derived by the taxpayer from each item. Thus, QPAI is not determined on a division-by-division, product line-by-
product line, or transaction-by-transaction basis. QPAI calculated for each item may be positive or negative, but those
amounts are then netted together to arrive at a single QPAI amount for the taxpayer. This approach eliminates any possibility
of ‘‘grouping’’ transactions to isolate losses to maximize the QPAD.

Separating ‘the wheat from the chaff.’ The notice requires a taxpayer to separate its qualifying gross receipts from
its nonqualifying gross receipts using a ‘‘reasonable method’’ that is ‘‘satisfactory’’ to the IRS and that ‘‘accurately
identifies’’ its qualifying gross receipts. For the first time, many taxpayers will have to deal with the fact that different
types of ordinary business income will receive very different tax treatment. In many cases, taxpayers will want to
adopt new approaches to entering into their contractual arrangements and new ways to account for the profits
associated with their transactions.

Consistency with section 263A. The notice generally provides that a taxpayer that manufactures, produces, grows,
or extracts qualifying production property for purposes of the QPAD should also treat itself as a ‘‘producer’’ under
section 263A. It is understandable that Treasury would seek to establish parity between the two methods, but the
parity provided in the notice is a one-way street. The notice does not provide that any taxpayer treated as the
producer for section 263A purposes will also be eligible for the QPAD. That could result in disparate treatment in
several situations.

Contract manufacturing. The notice provides that if one taxpayer performs manufacturing activities for another
taxpayer, only the taxpayer with the ‘‘benefits and burdens of ownership’’ of the manufactured property during the
manufacturing process will be treated as the manufacturer. This tax ownership rule applies even if the taxpayer
exercises direct supervision and control over the activities of the contract manufacturer or is treated as a producer of
the property under section 263A. The notice states that this standard is based on principles under section 936 and
section 263A. It is interesting, however, that the IRS has in other contexts taken the position that there can be multiple
tax owners of produced property for the purposes of section 263A. But the notice clearly states that for purposes of
section 199, there can be only one tax owner at any particular time.

Arguably, this rule draws an artificial and unnecessary distinction that could create big winners and big losers. The
rule likely will force many companies to consider realigning their contractual relationships and will put much
pressure on negotiating these types of contracts with third parties.

Manufacturing in the United States. The notice provides that property will be treated as manufactured by the
taxpayer ‘‘in significant part within the United States’’ if the taxpayer can either satisfy a broad substantial-in-nature
test or meet an objective cost safe harbor test. The notice provides that two categories of activities or costs — (1)
packaging, repackaging, labeling, and minor assembly, and (2) design, development, or creation (or licensing) of
intangible property — generally are not taken into account in applying either the substantial-in-nature test or the cost
safe harbor test. The exclusion of those activities or costs is likely to be controversial, given that they are the basis for
millions of U.S. jobs and have traditionally been regarded as part and parcel of many U.S. manufacturing operations.
Moreover, there is a lack of parity with section 263A in that regard, because some packaging and assembly has been
held to be production for purposes of section 263A.

Bifurcating tangible mediums from qualified film, sound recordings, and computer software. The notice
requires a bifurcation of films, recordings, and software from the tangible medium in which they are embodied. That
will require complex allocations. Moreover, how Treasury intends for this rule to apply is not entirely clear from the
notice. Under one interpretation advanced by a government official in informal conversations, the bifurcation rule
may reduce the section 199 benefit of companies manufacturing mass-produced copies of films, recordings, and
software, when the underlying intangible was produced by another company.

Important questions of character. The notice provides that, for a transaction in which a service is provided along
with the lease, rental, license, sale, exchange, or other disposition of property, only receipts attributable to the property
transaction, and not receipts attributable to the ‘‘embedded’’ service, qualify for the QPAD. As a result, many
taxpayers for the first time will be required to allocate gross receipts between the qualifying components of their
transactions and the nonqualifying components. That will necessitate a new valuation analysis that has not been
conducted before. Presumably, the IRS will be prepared to disallow the QPAD whenever it is arguably attributable to
profit on a more-than-de minimis service.

Dealing with deductions. The notice provides three methods for allocating expenses (other than costs of goods
sold) to offset qualifying domestic production gross receipts. The vast majority of taxpayers (those with average
annual gross receipts, over the three prior years, of $25 million or less) will be able to use one of two fairly simple
methods. All other taxpayers, however, will be required to follow a modified form of the existing rules under section
861, which in the past applied only to taxpayers engaged in international business activities. This required use of the
section 861 expense allocation rules will bring new levels of complexity for those taxpayers not previously
accustomed to using those rules.

(Box continued on next page.)
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The notice, however, addresses this issue by providing
that for purposes of section 199, QPAI is determined on
an item-by-item basis and is the sum of QPAI derived by the
taxpayer from each item. It makes clear that QPAI is not
determined on a division-by-division, product line-by-
product line, or transaction-by-transaction basis. QPAI
calculated for each item may be positive or negative, but
those amounts are then netted together to arrive at a
single QPAI amount for the taxpayer.

Observations

If Treasury had chosen to permit grouping of related
activities by business line, for example, a taxpayer suf-
fering overall losses in one qualifying business line
would have been able to nevertheless take advantage of
section 199 for a profitable business line. The approach
taken in the notice, however, eliminates any possibility
for such helpful calculations. That approach is different
from that previously taken regarding the calculation of
benefits under the foreign sales corporation or ETI re-
gimes, where the government’s transactional grouping
rules provided benefits for profitable transactions or
operations, despite losses realized elsewhere.

IV. Identifying DPGR

The statute identifies five specific categories of DPGR
that will qualify for the QPAD. DPGR must result from
certain transactions involving (1) qualifying production
property, (2) qualified film, (3) electricity, natural gas, or
potable water, (4) construction, and (5) engineering and

architectural services. Each of those categories of DPGR
is further defined through a variety of rules summarized
below.

The notice requires a taxpayer to determine the por-
tion of its gross receipts that are DPGR and the portion of
its gross receipts that are not DPGR. When a taxpayer
engages in transactions giving rise to both DPGR and
non-DPGR, the notice requires the taxpayer to allocate its
gross receipts from its transactions based on a ‘‘reason-
able method’’ that is ‘‘satisfactory’’ to the IRS and that
‘‘accurately identifies the gross receipts that constitute
DPGR.’’ The notice sets forth the following factors to be
taken into account in determining whether the taxpayer’s
allocation method is reasonable:

• whether the taxpayer uses the most accurate infor-
mation available;

• the relationship between the gross receipts and the
apportionment base chosen;

• the accuracy of the method chosen as compared
with other possible methods;

• whether the method is used by the taxpayer for
internal management or other business purposes;

• whether the method is used for other federal, state,
or foreign income tax purposes;

• the time, burden, and cost of using various methods;
and

• whether or not the taxpayer applies the method
consistently from year to year.

The notice provides a de minimis safe harbor appli-
cable when small amounts of non-DPGR are present.
Under this de minimis rule, if the taxpayer’s non-DPGR

Real property produced under a contract. In contrast to the rules related to tangible property, the notice permits
multiple parties to claim the section 199 benefit relating to construction activities. Specifically, general contractors and
subcontractors may both be able to claim a QPAD. Whether the land developer or owner will be able to claim a QPAD
will likely turn on whether they are regarded as being in the trade or business of construction.

NAICS classification critical to the QPAD for construction activities. The notice provides that only construction
activity by a taxpayer in a trade or business considered to be construction for purposes of the North American
Industry Classification System is eligible for the QPAD for construction activities.

Methods for determining W-2 wages. The amount of a taxpayer’s W-2 wages that must be determined for
purposes of applying the allowable deduction limitation under section 199 will not be readily determinable by a
taxpayer (that is, the amount is not separately reported for either payroll or income tax purposes). Therefore, the
notice provides three alternative methods (including two simplified methods) for making the required calculations.
Also, the notice makes clear that W-2 wages reported by another taxpayer under specified contract employment or
paymaster arrangements may also be included in the W-2 wages of the taxpayer.

Application to passthrough entities. The notice confirms that the QPAD is determined at the partner or similar
owner level. Each owner is allocated its share of passthrough entity items, and those items are aggregated with the
partner’s items from other qualified production activities to determine its deduction. The notice also clarifies that
section 199 is applicable only to tax years of passthrough entities that begin on or after January 1, 2005.

Application to expanded affiliated groups. Section 199 treats all members of an EAG as a single corporation. The
EAG computes a single QPAD, and that deduction must be allocated to group members. The notice provides rules
(including a special rule for consolidated groups within EAGs) for computing taxable income and QPAI of EAGs, and
allocating the deduction to EAG members. The notice confirms that most transactions between EAG members will be
recognized, but also includes an anti-abuse rule to discourage transactions that have a principal purpose of qualifying
for or modifying the amount of the QPAD for one or more members. A helpful attribution-of-activities rule essentially
treats all EAG group members as a single corporation in determining whether a member is engaged in qualified
production activities.

Getting your hands on the right information. Understanding how the new law works mechanically and what
activities qualify for the new deduction is critical. But it is equally important for taxpayers to quickly determine how
to capture the necessary information and documentation that will have to be analyzed to determine which of their
activities will qualify for the deduction.
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is less than 5 percent of its total gross receipts, the taxpayer
may treat all gross receipts as DPGR. That 5 percent de
minimis approach is used in several other places in the
notice where Treasury addresses specific situations in
which it is necessary to allocate gross receipts to both
qualifying and nonqualifying aspects of a single business
activity or transaction.

Advance payment rule. The notice provides a special
rule applicable when a taxpayer has gross receipts in the
form of advance payments received in a tax year earlier
than when the related qualifying activities are actually
conducted. The rule requires that the taxpayer accurately
identify, based on a reasonable method that is satisfactory
to the IRS, whether the receipts (and corresponding
expenses) qualify as DPGR.
Observations

For the first time, many taxpayers will have to deal
with the fact that different types of ordinary business
income will receive very different treatment for tax
purposes. In many cases, taxpayers will want to adopt
new approaches to entering into their contractual ar-
rangements and new ways to account for many of their
transactions.

For example, some taxpayers may want to begin
separately negotiating for consideration for qualifying
transactions that in the past have been included in a lump
sum consideration received for both qualifying and non-
qualifying activities. Also, many taxpayers with both
qualifying and nonqualifying business activities will
want to ensure that they are properly determining and
accounting for the respective market-rate profit for each
activity.

Neither the statute nor the notice contains a restriction
on the time period during which the production activities
must occur to give rise to DPGR. Consequently, qualify-
ing property produced before the effective date of section
199 can give rise to DPGR. For example, DPGR can
include receipts from the sale of spirits produced a dozen
years before the enactment of section 199 (assuming all
other requirements are satisfied here), but sold in a
post-effective-date year.

The need to identify revenue streams based on the
location of production activity will place a premium on
having a thorough understanding of a taxpayer’s infor-
mation systems and tracking capabilities. To the extent
they have not already done so, most taxpayers will want
to begin conversations with their information technology
and accounting departments to understand exactly what
information exists within their organization and to deter-
mine the most efficient method to collect and analyze this
information for purposes of the section 199 calculation.

A. ‘Gross Receipts’
The notice defines the term ‘‘gross receipts’’ generally

as ‘‘the taxpayer’s receipts for the tax year that are
recognized under the taxpayer’s method of accounting
used in that tax year for federal income tax purposes.’’
The notice provides a series of examples of items that
qualify as gross receipts under that definition. Those
include total sales (net of returns and allowances), all
amounts received from services, and any income from
investments such as interest, dividends, rents, royalties,
and annuities, regardless of whether the amounts are

derived in the ordinary course of the taxpayer’s business.
The notice also provides examples of items that do not
qualify as gross receipts. Those include repayment of a
loan, amounts derived from nonrecognition transactions
(such as a section 1031 exchange), and sales or similar
taxes, when the tax is imposed on the customer under the
applicable state or local law.
Observations

With the guidance, Treasury has clarified that tax
accounting concepts will determine gross receipts for
section 199 purposes.

B. ‘Manufactured, Produced, Grown, or Extracted’
Under the statute, for gross receipts from transactions

involving ‘‘qualifying production property’’ to qualify as
DPGR, the QPP must be ‘‘manufactured, produced, grown,
or extracted by the taxpayer in whole or in significant part
within the United States.’’ (Emphasis added.)

The notice states that the terms ‘‘manufactured, pro-
duced, grown, or extracted’’ include activities relating to
manufacturing, producing, growing, extracting, install-
ing, developing, improving, and creating QPP; making
QPP out of scrap, salvage, or junk material as well as
from new or raw material by processing, manipulating,
refining, or changing the form of an article, or by
combining or assembling two or more articles; and
cultivating soil, raising livestock, fishing, and mining
minerals. The terms also include storage, handling, or
other processing activities (other than transportation
activities) within the United States related to the sale,
exchange, or other disposition of agricultural products,
provided the products are consumed in connection with,
or incorporated into, the manufacturing, producing,
growing, or extracting of QPP whether or not by the
taxpayer.
Observations

Taxpayers will want to ensure that they appropriately
consider all of their activities within the broad coverage
provided by the term ‘‘manufactured, produced, grown,
or extracted.’’
1. Consistency with uniform capitalization rules. The
notice also provides that a taxpayer that has manufac-
tured, produced, grown, or extracted QPP for the tax year
should treat itself as a producer under section 263A
regarding the QPP for the tax year unless the taxpayer is
not subject to section 263A under the Internal Revenue
Code, regulations, or other published guidance. The
notice provides that a taxpayer that currently is not
properly accounting for its production activities under
section 263A may change its accounting method to
comply with the producer requirements of section 263A.
Observations

It is beneficial to be treated as a producer to take
advantage of the QPAD; however, it is not beneficial to be
treated as a producer for purposes of the cost capitaliza-
tion rules of section 263A. It is understandable that
Treasury would seek to establish parity between the two
methods. However, the parity provided in the notice is a
one-way street. A taxpayer that reaps the benefit of the
QPAD by virtue of being treated as a producer must also
bear the burdens of treatment as a producer for purposes
of the section 263A cost capitalization regime. The notice
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does not provide for the converse, which will result in
disparate treatment in at least four areas:

• The IRS National Office has determined that there
can be two tax owners for purposes of section 263A.
Under section 199, there can be only one tax owner
at a particular time.

• Section 263A treats a customer that is not the tax
owner of property produced for that customer un-
der a contract as a producer. Under section 199, this
customer would not be treated as a producer.

• Taxpayers engaged in packaging and fairly minor
assembly operations have been regarded as produc-
ers for purposes of section 263A. Those taxpayers
may not be regarded as producers under section
199.

• Sections 263A and 199 both attempt to exclude
certain de minimis activities from being regarded as
production. However, section 263A employs a 10
percent test, while section 199 provides for a 20
percent safe harbor.

The application of the section 199 rules and their
differences with section 263A are explored in greater
detail below. In some instances, the inconsistency with
section 263A may be appropriate in light of the different
objectives of sections 263A and 199. In other instances, it
might be appropriate for Treasury and the IRS to attempt
to ‘‘close the gap’’ between section 263A and 199 by
modifying either the ruling positions under section 263A,
the proposed rules under section 199, or both. In any
case, it is important to appreciate the one-way nature of
the ‘‘consistency with section 263A’’ rule.

C. ‘By the Taxpayer’
Under the statute, taxpayers wishing to claim the

QPAD for QPP must establish that the QPP was manu-
factured, produced, grown, or extracted ‘‘by the taxpayer
in whole or in significant part within the United States.’’
(Emphasis added.) Congress has made it clear that a
taxpayer should not be able to benefit from the deduction
unless the taxpayer itself is engaged in the manufacture,
production, growth, or extraction of the underlying QPP.

The notice provides that if one taxpayer performs
manufacturing activities for another taxpayer, only the
taxpayer with the benefits and burdens of ownership of
the tangible personal property during the manufacturing
process will be treated as the manufacturer. For a tax-
payer entering into a contract manufacturing arrange-
ment with a third party, the availability of the QPAD will
depend heavily on whether the arrangement is struc-
tured as a buy-sell arrangement or as a consignment
arrangement from a tax perspective. That is, whether or
not one of the parties to the transaction will be entitled to
the QPAD for its own manufacturing activities will
depend on whether it will bear the economic risk of loss
on the raw materials and work-in-process while the
goods are being processed by the third party. That rule
applies even if the taxpayer exercises direct supervision
and control over the activities of the contractor or is
treated as a producer of the property under section
263A(g)(2).

For example, if the taxpayer allows the third party to
bear the economic risk of loss on the raw materials and
work-in-process, the third party would be eligible for the

deduction for its profits on its production activities. On
the other hand, if the taxpayer itself bears the economic
risk of loss on the raw materials and work-in-process (in
a consignment, or toll, manufacturing arrangement), the
taxpayer would be eligible for the deduction and the
third party would not, regardless of the fact that the third
party owns a factory in the United States and incurs
substantial labor costs in manufacturing the product in
that factory. The distinction between these two scenarios
depends entirely on the fairly minor matter of which
party bears the economic risk of loss on the raw materials
and work-in-process, which essentially boils down to
which party is funding the carrying costs and insurance
costs associated with the inventory.

It is important to note that the notice makes that ‘‘by
the taxpayer’’ or ‘‘contract manufacturing’’ rule appli-
cable not only to qualifying transactions involving QPP
but also to transactions involving (1) qualified film
produced ‘‘by the taxpayer’’; and (2) electricity, natural
gas, or potable water produced ‘‘by the taxpayer’’ in the
United States.
Observations

Treasury apparently believes that drawing a distinc-
tion between contracting arrangements based on the tax
ownership of the underlying property is important to
ensure that two parties do not get the QPAD for the same
activity performed on the same property. Treasury has
overlooked two very important considerations, however.
First, when a taxpayer pays a third party fair value for
processing goods on its behalf (in a consignment manu-
facturing arrangement), it will deduct, as CGS or other-
wise, the full fee (including the third party’s markup for
its work) in arriving at its taxable income. Thus, the
taxpayer could never obtain the QPAD for the manufac-
turing profit associated with the third party’s production
activity. Moreover, as a result of the rule set forth in the
notice, no party will be entitled to the QPAD for that
manufacturing profit.

Second, when the taxpayer allows the third party to
have tax ownership over the raw materials and work-in-
process, the third party will be entitled to the QPAD on
its own profits, but the taxpayer may earn significant
additional profits attributable to its own manufacturing,
production, growth, or extraction activities carried out
either before the goods were transferred to the third party
or after the goods were acquired (or reacquired) from the
third party. At best, the notice leaves open the question of
whether the taxpayer would also be eligible for the
QPAD to the extent the taxpayer independently engages
in qualifying activities regarding the QPP. At worst, the
single beneficiary rule of the notice suggests that those
qualifying activities would not give rise to a QPAD for
the taxpayer simply because contract manufacturing was
undertaken as part of the process.

Inconsistency with section 263A. The notice states
that the tax ownership standard is based on the prin-
ciples of sections 936 and 263A. The regulations under
section 263A, however, regard one as a producer if the
taxpayer is a tax owner of the property being produced.
Treasury has interpreted the regulations to provide that
more than one party can be an owner of property at the
same time. Consequently, under section 263A, when one
taxpayer performs production activities under a contract
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with another taxpayer, both taxpayers may be regarded
as tax owners of the property being produced; thus, both
must capitalize costs under section 263A. However, only
one of those taxpayers will be entitled to a QPAD.

Moreover, under section 263A, if a taxpayer has prop-
erty produced for it under a contract (the customer), the
taxpayer is treated as the producer of the property, even
if it is not a tax owner of the property during the
production period. Consequently, a customer that is not
the tax owner of the property being produced will be
required to capitalize costs under section 263A, but will
be ineligible for a QPAD.

D. ‘In Whole or in Significant Part’
Under the statute, taxpayers wishing to claim a de-

duction for QPP must establish that such property was
manufactured, produced, grown, or extracted by the
taxpayer ‘‘in whole or significant part within the United
States.’’ (Emphasis added.)

The notice provides that property will be treated as
manufactured by the taxpayer in significant part within
the United States if the taxpayer can either satisfy a broad
substantial in nature test or meet an objective cost safe
harbor test. The notice explains that those two tests were
adopted from the test set forth in the section 954 regula-
tions for establishing that a controlled foreign corpora-
tion is the manufacturer of property when the activity
involves the assembly of component parts. However, the
notice makes clear that the in-significant-part test does
not incorporate the full substantial transformation analy-
sis of the section 954 regulations. That is, the substantial-
in-nature requirement of the QPAD is not the same as the
requirements underlying the ‘‘not the property which it
purchased’’ standard in the section 954 regulations.
1. Substantial in nature. Under the first test, the signifi-
cant part requirement would be met if, based on all of the
taxpayer’s facts and circumstances, the manufacturing,
production, growth, or extraction activity performed by
the taxpayer in the United States is substantial in nature.
For example, if property is manufactured, produced,
grown, or extracted by the taxpayer outside of the United
States (or by an unrelated party within the United States),
and the property is used as a component part of the QPP
produced by the taxpayer within the United States, the
QPP, including the component part, will be treated as
manufactured, produced, grown, or extracted in signifi-
cant part by the taxpayer within the United States if the
production of the QPP performed by the taxpayer within
the United States is substantial in nature. The notice
indicates that if a taxpayer manufactures QPP in signifi-
cant part in the United States and exports the goods for
further manufacture outside the United States, the tax-
payer will meet the in-significant-part requirement re-
gardless of whether the QPP is imported back into the
United States before the lease, rental, license, sale, ex-
change, or other disposition of that property.

The notice provides that the determination of whether
the taxpayer’s activity within the United States is ‘‘sub-
stantial in nature’’ must be made by taking into account
‘‘all the facts and circumstances, including the relative
value added by, and relative cost of, the taxpayer’s
activity in the United States, the nature of the property,
and the nature of the activity the taxpayer performs in

the United States.’’ The notice specifically provides that if
a taxpayer purchases unrefined oil extracted outside the
United States by an unrelated party and the taxpayer
refines the oil in the United States, the refining of the oil
by the taxpayer in the United States will be treated as
manufacturing, production, growth, or extraction that is
substantial in nature within the United States.
2. Cost safe harbor. Under the cost safe harbor test, the
in significant part requirement would be met if the
conversion costs (direct labor and related factory burden)
incurred by the taxpayer in the United States for the
manufacture, production, growth, and extraction of the
QPP are at least 20 percent of the taxpayer’s total cost for
the property.
3. Excluded costs. The notice provides that two catego-
ries of activities or costs generally are not taken into
account in applying either the substantial-in-nature test
or the cost safe harbor test:

• packaging, repackaging, labeling, and minor assem-
bly activities or costs; and

• design and development activities or costs and the
costs of the creation or licensing of intangible prop-
erty with respect to production of tangible QPP;
however, those activities or costs can be taken into
account when the QPP is computer software or
sound recordings, because those types of QPP are
themselves regarded as intangible property.

Observations
Packaging, labeling, and assembly. The notice is

confusing with respect to the excluded activities/costs.
Although some statements in the notice assert that those
activities and costs cannot be taken into account in any
respect in applying either version of the in-significant-
part test, other statements in the notice, particularly
regarding the substantial-in-nature test, seem to indicate
that those activities and costs may be taken into account
so long as they are not the only activities or costs on
which the taxpayer is relying for purposes of meeting the
in-significant-part requirement. For example, the notice’s
statement of the rules provides that ‘‘packaging, repack-
aging, labeling, and minor assembly operations do not
qualify as substantial in nature,’’ and the explanatory
section of the notice describes Treasury’s desire to pre-
vent qualification when a taxpayer’s U.S. activities con-
sist ‘‘solely of affixing a label to a plastic bottle otherwise
manufactured entirely outside the United States.’’ That
leaves open the question of whether the label operation
could be taken into account in combination with other
U.S. activities in determining whether the overall U.S.
operations are substantial in nature. That approach
would be a reasonable one, because the labor required to
carry out assembly, packaging, and labeling functions
makes for the creation of very real U.S. manufacturing
jobs.

Inconsistency with section 263A. Under section 263A,
packaging has been regarded as a production activity.
Moreover, the ‘‘production’’ of packaging materials and
the use of those materials in packaging property have
been regarded as production within the meaning of
section 263A. For example, in LTR 200328002, Doc 2003-
16402, 2003 TNT 134-20, the IRS ruled that taxpayers
providing packaging services to unrelated customers
were producers within the meaning of section 263A.
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Thus, absent a change in the administration of section
263A, companies engaged in packaging and minor as-
sembly might be regarded as producers for purposes of
section 263A, but not for 199.

Also, under section 263A, a taxpayer that engages in
more than de minimis production activities is regarded as
a producer for purposes of section 263A. More than de
minimis production is generally defined under a 10
percent test. As a result, some taxpayers may be regarded
as having more than de minimis production activities for
purposes of section 263A, but may not meet the 20
percent safe harbor under the notice.

Design and development. The notice asserts that
design and development activities do not constitute
manufacturing activities for purposes of the significant
part test for all tangible personal property (except for
computer software and sound recordings) because those
activities produce an intangible asset (the design) rather
than tangible personal property. That is a surprising
assertion for several reasons.

First, the assertion suggests that a manufactured prod-
uct should be broken down into a tangible component
and an intangible component for purposes of applying
section 199. Under the tax law, however, intangible
components of tangible goods generally are not sepa-
rately recognized. That is, it is generally accepted that the
profits from the sale of goods with embedded intangibles
are treated in their entirety as profits from the sale of
tangible goods. Thus, the idea that the costs of develop-
ing intangibles associated with such a product are not
manufacturing costs is novel and should be reexamined.

Second, the research, development, and marketing
functions associated with a product’s design and sale also
mean real jobs in the United States. The idea that some
manufacturing jobs (those associated with factory pro-
duction) should be favored over other manufacturing
jobs (for example, those associated with product design)
warrants attention and discussion.

Third, this approach represents a departure from that
taken in the ETI regime, under which not more than 50
percent of the fair market value of a product could be
attributable to articles manufactured, produced, grown,
or extracted outside the United States for the product to
be eligible for the ETI exclusion. That meant that taxpay-
ers could obtain an ETI benefit for export property
largely produced outside the United States but for which
value was attributable to U.S.-based intangibles (for
example, design, trademarks, or trade name). That new
approach would indicate clearly that the QPAD will not
serve as a substitute for benefits previously derived
under the ETI regime by at least some taxpayers.

E. ‘United States’
While the statute does not define ‘‘United States’’ for

purposes of the QPAD, the notice defines the term as the
50 states, the District of Columbia, the territorial waters
of the United States, and the seabed and subsoil of those
submarine areas that are adjacent to the territorial waters
of the United States and over which the United States has
exclusive rights, in accordance with international law, for
the exploration and exploitation of natural resources. The
notice provides that the term ‘‘United States’’ does not

include possessions and territories of the United States or
the airspace over the United States.

F. ‘Derived From’ Various Activities
The statute provides that DPGR ‘‘means gross receipts

of the taxpayer which are derived from any lease, license,
sale, exchange, or other disposition’’ of QPP. (Emphasis
added.) The statute, however, does not provide a defini-
tion or method for purposes of determining what consti-
tutes gross receipts derived from those types of transac-
tions.

The notice provides that gross receipts derived from
the above-mentioned activities are limited to direct pro-
ceeds from the lease, rental, license, sale, exchange, or
other disposition of QPP. The notice also indicates that
the proceeds from business interruption insurance and
payments not to produce are treated as gross receipts
‘‘derived from the lease, rental, license, sale, exchange, or
other disposition’’ of QPP to the extent the payments are
substitutes for gross receipts that would qualify as
DPGR.

The notice further provides that, for purposes of the
‘‘derived from the lease, rental, license, sale, exchange, or
other disposition’’ requirement, existing federal income
tax law principles apply to determine whether a transac-
tion is, in substance, a lease, rental, license, sale, ex-
change, or other disposition, or whether it is a service. As
an example, the notice makes reference to Rev. Rul. 88-65,
1988-2 C.B. 32, which treats a short-term lease as a
service.
Observations

Gross receipts of a taxpayer that are considered de-
rived from ‘‘any lease, license, sale, exchange, or other
disposition’’ can qualify for the QPAD, but gross receipts
that are considered derived from a service cannot. There-
fore, pressure will be placed on the characterization of
transactions as either services or sales of goods, or,
conversely, as either services or leases or licenses. Those
characterization issues are not new in the tax law. They
have long been important to the treatment of various
international transactions for many different purposes
and, until recently, were important to the treatment of
advance payments in transactions like those considered
in Rev. Proc. 71-21. Those character determinations have
been difficult and controversial in the past and will likely
be very difficult for the many taxpayers that for the first
time will have to make those distinctions for purposes of
the QPAD.

G. Allocating Gross Receipts: Embedded Services
The statute does not provide any rules regarding the

treatment of transactions with ‘‘embedded services’’ —
that is, transactions in which the price of a service is
included in the amount charged for a lease, rental,
license, sale, exchange, or other disposition of property.

The notice, however, provides that for an embedded
service, DPGR includes only the receipts from the lease,
rental, license, sale, exchange, or other disposition of the
property and not any receipts attributable to the embed-
ded service. The notice provides two exceptions to the
general rule regarding embedded services:

• Qualified warranty exception. A taxpayer may
include in DPGR (assuming all requirements of
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section 199(c) are met) gross receipts from a ‘‘quali-
fied warranty.’’ For purposes of this exception, the
term ‘‘qualified warranty’’ means a warranty that is
provided in connection with the sale of qualifying
production property if: (1) in the normal course of
its business, the charge for the warranty is included
in the price charged for lease, rental, license, sale,
exchange, or other disposition of the qualifying
production property; and (2) the warranty is neither
separately offered by the taxpayer nor separately
bargained for with the customer — that is, the
customer cannot purchase the qualifying produc-
tion property without the warranty.

• De minimis exception. If the amount of gross
receipts from embedded services is less than 5
percent of the gross receipts derived from the lease,
rental, license, sale, exchange, or other disposition of
the property, the amount of gross receipts from
embedded services would qualify as DPGR. For
purposes of applying the de minimis test, gross
receipts from qualified warranties are not treated as
gross receipts for services.

Observations

Many taxpayers conduct transactions that are best
characterized as a lease, license, sale, exchange, or other
disposition, but that involve an embedded service. Under
the general rule, those taxpayers for the first time will be
required to allocate gross receipts between the qualifying
components of their transactions and the nonqualifying
components. That will necessitate new valuation analysis
that has not been conducted before. Presumably, the IRS
will be prepared to disallow the QPAD whenever it is
arguably attributable to profit on any more-than-de mini-
mis service.

H. Advertising Income

The statute does not provide any special rules regard-
ing advertising receipts. The notice provides that adver-
tising income attributable to the sale or other disposition
of newspapers and magazines should be considered
‘‘derived from’’ the sale or other disposition of the
newspaper and magazine. The notice acknowledges that
the advertising income is ‘‘inextricably linked’’ to the
gross receipts derived from the lease, rental, sale, ex-
change, or other disposition of the newspapers and
magazines. For example, a newspaper manufacturer’s
receipts from an advertiser to publish display advertising
or classified advertisements in its newspaper are treated
as gross receipts derived from the sale of the newspaper
for section 199 purposes.

Observations

Public comments by Treasury officials indicate that the
specific reference to newspapers and magazines does not
necessarily restrict this rule from applying in the quali-
fied film context (for example, to television shows and
movies). When the guidance was issued, however, Trea-
sury had not yet heard from the television or movie
industries, and therefore did not believe it had sufficient
information to extend the rule. It is likely such an
extension will receive additional consideration during
the next round of guidance.

I. Computer Software Income
The statute provides that ‘‘computer software’’ quali-

fies as QPP. The statute does not provide any special rules
regarding when gross receipts can be considered derived
from the lease, license, sale, exchange, or other disposi-
tion of computer software.

The notice provides that the determination of whether
gross receipts can be considered derived from the lease,
license, sale, exchange, or other disposition of computer
software generally depends on all the facts and circum-
stances. The form adopted by the parties to the transac-
tion, the classification of the transaction under copyright
law, and the physical or electronic medium used to
effectuate the transfer are not determinative.

More specifically, the notice provides that DPGR de-
rived from computer software do not include gross
receipts from Internet access services, online services,
customer support, telephone services, games played
through a Web site, provider-controlled software online
access services, and other services that do not constitute
the lease, rental, license, sale, exchange, or other dispo-
sition of computer software that was developed by the
taxpayer. The notice characterizes receipts from those
transactions as receipts from services. The notice pro-
vides additional guidance regarding the definition of
‘‘computer software,’’ which is discussed below.
Observations

The notice grapples with the difficult service versus
sale (or license) characterization issue and attempts to
draw a bright line for software transactions by conclud-
ing outright that DPGR do not include gross receipts
from ‘‘Internet access services, online services, customer
support, telephone services, games played through a
website, provider-controlled software online access ser-
vices, and other services that do not constitute the lease,
rental, license, sale, exchange, or other disposition of
computer software that was developed by the taxpayer.’’
On the other hand, receipts from transactions in which
software is sold to customers who download the software
from the Internet qualify as DPGR, according to the
notice. Thus, while the statute provides that ‘‘any com-
puter software’’ qualifies as QPP, Treasury will appar-
ently draw distinctions between software transactions
treated as transfers of goods, which can potentially
qualify for the section 199 benefit, and software transac-
tions treated as services, which cannot.

The notice appears to focus the question of whether an
Internet software transaction gives rise to DPGR on
whether or not an installation or download takes place on
the customer’s computer. Whether that factor would also
be determinative when an installation is more than
momentary but less than permanent, and thus when the
transaction might be characterized as a lease or license of
the software, is not yet clear. Whether the download
distinction is intended to be the critical distinction in all
cases is also less than clear.

Taxpayers currently providing access to data, informa-
tion, games, or utilities over the Internet may want to
consider modifying their business practice so that it is
clear that gross receipts are derived from the provision of
computer code that will reside on a customer’s computer
at least temporarily.
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V. Defining QPP, Film, and Other Activities
‘‘Qualifying production property’’ is defined as tan-

gible personal property, any computer software, and
sound recordings (as described in section 168(f)(4)).

A. Tangible Personal Property
The term ‘‘tangible personal property’’ for this pur-

pose is any tangible property other than land, buildings,
and structural components of buildings. Intangible prop-
erty such as patents, copyrights, and subscription lists are
generally excluded as well. That definition is derived
primarily from the investment tax credit rules in Treas.
reg. section 1.48-1(c). Consistent with that usage, the
notice provides that local law is not controlling for
purposes of determining whether property is tangible
personal property under the statute.

Examples of tangible personal property include:
• clothing;
• goods;
• food;
• books;
• magazines;
• newspapers;
• production machinery;
• printing presses;
• transportation and office equipment;
• refrigerators;
• grocery counters;
• testing equipment;
• display racks and shelves;
• neon and other signs;
• gasoline pumps;
• hydraulic car lifts; and
• automatic vending machines.

1. Intellectual and creative property. ‘‘Tangible personal
property’’ excludes any property otherwise given specific
treatment under section 199. As a result, qualified films,
computer software, and sound recordings are not tan-
gible personal property for purposes of the new law.
However, the tangible medium on which that property is
fixed is tangible personal property (for example, video
cassettes, computer diskettes, or other similar tangible
items). Likewise, books, magazines, newspapers, and
similar intellectual or creative property embodied on any
tangible medium and mass distributed may meet the
definition of tangible personal property as well.
Observations

All types of tangible property held for sale, invest-
ment, or use by a taxpayer in its trade or business will
generally meet the definition of qualifying production
property provided the property is manufactured, pro-
duced, grown, or extracted by the taxpayer within the
United States and the taxpayer’s level of activity in this
regard meets the in whole or in significant part threshold.
That is true even if the property was not used in a
qualified production activity.

Regarding intellectual and creative property not spe-
cifically identified under section 199 (that is, qualified
films, computer software, and sound recordings), the
means by which the property is distributed may control
whether the taxpayer qualifies for the production activity
deduction. For example, gross receipts derived from the
sale of magazine subscriptions and related advertising

qualifies as domestic production gross receipts provided
the words are embodied on a tangible medium. However,
income from online subscriptions and advertising to the
very same publication likely fails to qualify because the
intellectual or creative property is not affixed to a tan-
gible medium. That anomaly appears to frustrate the
intent of the law, which seeks to provide an incentive for
production activity within the United States, including
researching, preparing, and writing intellectual and cre-
ative property irrespective of media on which it is
presented.

B. Computer Software
The term ‘‘computer software’’ means any program or

routine or any sequence of machine-readable code that is
designed to cause a computer to perform a desired
function or set of functions, and the documentation
required to describe and maintain that program or rou-
tine. Computer software also includes the machine-
readable coding for video games and similar programs,
regardless of whether the program is designed to operate
on a ‘‘computer’’ (as defined in section 168(i)(2)(B)).
Computer programs of all classes meet the definition of
computer software, including:

• operating systems;
• executive systems;
• monitors;
• compilers and translators;
• assembly routines;
• utility programs; and
• application programs.

1. Bifurcating tangible medium from software. If the
medium in which the software is contained (whether
written, magnetic, or otherwise) is tangible, the medium
is considered tangible personal property for purposes of
section 199.

Example: A taxpayer develops a software program
that it reproduces and sells on diskettes. The pro-
gram fixed on the diskette is treated as computer
software, and the diskette is treated as tangible
personal property.

2. Incidental and ancillary rights. The term ‘‘computer
software’’ also includes any incidental and ancillary
rights that are necessary to effect the acquisition of the
title to, the ownership of, or the right to use the computer
software, and that are used only in connection with that
specific computer software.

Example: A trademark or trade name acquired to
effect the acquisition (or right to use) a specific
program in a taxpayer’s trade or business is con-
sidered computer software for section 199 pur-
poses, provided the property is not acquired for the
purpose of marketing the software.

3. Certain databases excluded. Computer software does
not include any data or information base unless the data
base or item is in the public domain and is incidental to
a computer program. For that purpose, a copyrighted or
proprietary data or information base is treated as in the
public domain if its availability through the computer
program does not contribute significantly to the cost of
the program.
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Example: If a word processing program includes a
dictionary feature that may be used to spellcheck a
document or any portion thereof, the entire pro-
gram (including the dictionary feature) is computer
software regardless of the form in which the dictio-
nary feature is maintained or stored.

Observations

In the case of a taxpayer engaged in both software
development and the manufacture of the distributable
tangible medium, each production activity must sepa-
rately meet the ‘‘manufactured, produced, grown, or
extracted in whole or significant part within the United
States’’ requirement. In that situation, the sole effect of
that bifurcation rule is that design and development
activities associated with the production of the tangible
medium will be disregarded, while design and develop-
ment activities associated with the software will be taken
into account. As discussed below in the section pertain-
ing to qualified film, the bifurcation requirement may
have a significant effect on companies that do not de-
velop the original software but produce and sell copies of
the software.

C. Sound Recordings
The term ‘‘sound recordings’’ means any work that

result from the fixation of a series of musical, spoken, or
other sounds. The term ‘‘sound recordings’’ does not
include the creation of copyrighted material in a form
other than a sound recording, such as lyrics or music
written on paper or other similar material.
1. Bifurcating tangible medium from sound recordings.
If the medium (such as compact discs, tapes, or other
phonorecordings) in which the sounds are embodied is
tangible, the medium is considered tangible personal
property for purposes of section 199.

Example: Taxpayer records music that it repro-
duces and sells on compact disc. The music fixed on
the compact disc is treated as sound recordings,
and the compact disc is treated as tangible personal
property.

Observations

Treasury has not yet addressed whether or not the
medium of intended exploitation for sound recordings
(for example, downloads, MP3s, digital remastering, and
so forth) or their means of distribution affect their
qualification under section 199. Congressional intent is
clear on that question regarding film and video tape. The
legislative history states that the nature of the material on
which the property is embodied and the methods and
means of distribution do not affect their qualification as
qualified film. Section 168(f)(4) similarly suggests a broad
definition of sound recordings ‘‘regardless of the nature
of the material . . . in which such sounds are embodied.’’
Thus, it is likely that digital music, audio, and other
sound recordings, such as MP3s or similar items, meet
the definition of QPP.

As discussed below in the section pertaining to quali-
fied film, the requirement to bifurcate the tangible me-
dium from the sound recording may have a significant
effect on companies that do not produce the sound
recording but merely mass produce and sell copies of the
recordings.

D. Qualified Film
DPGR includes the gross receipts of the taxpayer that

are derived from any lease, rental, license, sale, exchange,
or other disposition of any qualified film produced by the
taxpayer.

Qualified film means any motion picture film, video-
tape, or live or delayed television programming (exclud-
ing some sexually explicit films), if at least 50 percent of
the total compensation relating to the production of the
film is compensation for services performed in the
United States by actors, production personnel, directors,
and producers.
1. Revenue streams from qualified film. Films produce
several different types of revenue streams: income from
film rentals, income from film sales (that is, when a film
producer sells copies of film directly to the public),
income from licensing of film, income from the licensing
of film characters, and income from the sale of film-
themed merchandise. In determining DPGR, the notice
specifically includes some of those revenue streams, with
some limitations, and specifically excludes other revenue
streams. Specifically excluded are revenue from film-
themed merchandise and the license of the right to use
film characters.
2. Need to bifurcate between the master copy and the
tangible personal property embodying the film. Trea-
sury explains in the notice that qualified film is limited to
the master copy of the film (or other copy from which the
holder is licensed to make and produce copies). In other
words, qualified film does not include the tangible per-
sonal property embodying the film, such as DVDs or
video cassettes. The examples provided by Treasury are
as follows:

Example 1: A produces qualified film, fixes the film
to a tangible medium purchased from an unrelated
taxpayer, and leases or licenses the qualified film
and medium containing the qualified film to unre-
lated commercial theaters. A’s gross receipts from
the lease or license of the qualified film are ‘‘de-
rived from’’ (1) the lease of tangible personal prop-
erty (tangible property on which the copy is fixed)
and (2) the license of the qualified film (the right to
publicly display the film). Gross receipts received
from the lease of the tangible personal property do
not constitute DPGR, because A did not produce
the tangible property. But gross receipts from the
license of the qualified film do constitute DPGR, as
A produced the film.

Example 2: A licenses qualified film to unrelated
taxpayer B, and B reproduces the film on DVDs or
video cassettes manufactured by B in the United
States. B’s gross receipts from the sale of the DVDs
and video cassettes are derived from the sale of (1)
tangible personal property (DVDs and video cas-
settes) and (2) the qualified film (the motion picture
fixed on the DVDs and video cassettes). For B, gross
receipts from the sale of the DVDs and video
cassettes constitute DPGR, because B produced the
tangible property. But gross receipts received from
the sale of the qualified film affixed to the DVDs
and video cassettes do not constitute DPGR for B,
because B did not produce the qualified film.
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Observations

The requirement to bifurcate the intangible from the
tangible medium in which it is embodied — which we
have discussed in connection with software, sound re-
cordings, and film — stands in stark contrast to the rules
for the production of other items of tangible personal
property.

In informal conversations, Treasury has stated that the
bifurcation was intended to be taxpayer favorable. Ap-
parently, some taxpayers producing the mass-produced
tangible medium questioned whether they would be
regarded as producers for purposes of section 199. The
bifurcation of the intangible and the tangible medium
was intended to ensure that those taxpayers would be
regarded as producers. While some taxpayers may ben-
efit by this bifurcation rule, depending on how it is
interpreted, others may be negatively affected.

It is not immediately clear from the notice how the
bifurcation is to be applied to a taxpayer that does not
produce the film, but manufactures the mass-produced
copies under a licensing agreement. Under one interpre-
tation, the taxpayer’s QPAD could be significantly cur-
tailed.

Consider this example: Taxpayer A licenses a qualified
film to Taxpayer B. Taxpayer B manufactures DVDs
containing popular films as well as blank DVDs. Under
the terms of the license, Taxpayer B pays Taxpayer A $8
each time it affixes the film to a DVD. Taxpayer B’s cost
of manufacturing a DVD is $4 and the cost of affixing a
film to the DVD is $3. Thus, Taxpayer B’s cost of
manufacturing DVDs containing popular films is $15.
Taxpayer B sells each finished product for $20. Assume
that blank DVDs are sold for $4.50.

Under the notice, the revenue attributable to the sale
of the DVD is DPGR, but the revenue attributable to the
sale of the licensed film is not DPGR, because Taxpayer B
did not produce the film. Taxpayer B enjoys $5 of profit
from selling the DVD on which the popular film is
recorded.

Because the blank DVDs are manufactured for $4 and
sold for $4.50, it would appear that, at a minimum, the 50
cents of profit attributable to the manufacture of the DVD
is DPGR. Presumably, an additional portion of the profit
is attributable to the activities related to the recording of
the film on the DVD. Assuming those activities constitute
production, the profit attributable to them should be
DPGR. However, in informal discussions, government
officials have stated that some portion of the profit is
attributable to the markup on the sale of the film that was
not produced by Taxpayer B, and is, therefore, not DPGR.
Government officials have noted that it is the taxpayer’s
burden to establish the portion of the gross receipts
qualifying as DPGR. If that interpretation of the bifurca-
tion rule were ultimately adopted, taxpayers in the
position of Taxpayer B would receive only a partial
QPAD even if 100 percent of their activities related to the
production of mass-produced DVDs in the United States.

Such a bifurcation rule does not apply to the manu-
facture of property other than property containing soft-
ware, sound recordings, or film. For example, a car
manufacturer is not required to bifurcate its sales pro-
ceeds between the portion of the car that it manufactured

and the components of the car. To illustrate, assume
Taxpayer A manufactures car engines that it sells to
Taxpayer B for $500. Taxpayer B includes the engine in a
car that it manufactures. Taxpayer B expends an addi-
tional $7,500 manufacturing the car. The car is sold for
$10,000. The entire profit of $2,000 qualifies for the
QPAD. Even when the cost of the component at issue is
significant in comparison to the sales price, bifurcation is
not required in situations involving purely tangible per-
sonal property. For example, when a jewelry manufac-
turer purchases a diamond for $1,000 and spends $500 to
produce a ring containing the diamond, which it, in turn,
sells for $2,500, presumably the entire $1,000 profit would
be treated as DPGR. Finally, in cases involving intan-
gibles other than software, sound recordings, and film,
no bifurcation is required. For example, a book publisher
is not required to allocate gross receipts between the
tangible medium (the book) and the underlying manu-
script.

It is not clear why the license of the film, for example,
would not be treated the same as the acquisition of any
other raw material used in a production process. The cost
of the license, like the cost of the engine, diamond, or
manuscript, should offset DPGR as part of the CGS.
There should not, however, be a disqualification of a
portion of the profit from DPGR.

The bifurcation of the intangible and the tangible
medium also will result in complex issues regarding the
allocation of expenses.

It should be noted that in the example in the notice,
Taxpayer B manufactured DVDs and recorded films on
the DVDs. Taxpayer B is regarded as a producer. An
interesting issue not addressed by the notice is whether a
taxpayer that purchases, rather than produces, DVDs and
records film on them will be regarded as a producer for
purposes of section 199. The next round of guidance is
expected to address that and similar issues.
3. Television programming. The notice is silent on
whether the advertising revenue related to television
programming is included in DPGR.
Observations

As discussed above, advertising revenue is included
in the DPGR related to the production of newspapers. In
the case of local programming, advertising may be the
only revenue derived from that programming. Accord-
ingly, if advertising revenue does not qualify as DPGR,
the extension of section 199 to that programming will be
an empty gesture.
4. Who is the producer? The notice does not contain
specific rules related to when a taxpayer will be treated as
the producer of a film when a taxpayer hires a third party
to assist in the production.
Observations

The contract manufacturing rules set forth in the
notice regarding tangible personal property are also
applicable to film. Under common industry practice, a
film studio will hire an independent production com-
pany to produce a film. Generally, the studio retains
ownership of the screenplay and rights to the film,
including exploitation and distribution rights. All financ-
ing of the production, as well as all material production
decisions, are made solely by the studio. The foregoing
would appear to be sufficient benefits and burdens of
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ownership to establish that the studio ought to be re-
garded as the producer, and therefore eligible for the
QPAD. On the other hand, the production company
would not be entitled to the QPAD.
5. Compensation for services and 50 percent rule. For
any film to be qualified film for purposes of section 199,
at least 50 percent of the total compensation relating to
the production of the film must be compensation for
services performed in the United States by actors, pro-
duction personnel, directors, and producers. According
to the notice, ‘‘compensation for services’’ includes all
payments for services performed by actors, production
personnel, directors, and producers, including participa-
tions and residuals. ‘‘Production personnel’’ includes
those people who are directly involved in the production
of the film, such as writers, choreographers, and compos-
ers providing services during the production of the film,
as well as casting agents, camera operators, set designers,
lighting technicians, make-up artists, and similar person-
nel. Not included as production personnel for purposes
of determining compensation for services in the United
States are individuals whose activities are ancillary to the
production, such as advertisers and promoters, distribu-
tors, studio administrators and managers, studio security
personnel, and personal assistants to actors.

Regarding residuals and participations, if a taxpayer
uses the income forecast method of section 167(g) and
capitalizes residuals and participations into the adjusted
basis of the qualified film, the taxpayer must use the
same estimate of residuals and participations for section
199 that is used for section 167(g). If a taxpayer excludes
participations and residuals from the adjusted basis of
the qualified film, the taxpayer must determine the
compensation expected to be paid as residuals and
participations based on the total forecasted income used
in determining income forecast depreciation.

The notice does not provide a specific allocation
method for compensation relating to the production of
the film within and outside of the United States. Instead,
the notice permits the taxpayer to use any reasonable
method for making the allocation, so long as it is used
consistently.

E. Producing Electricity, Natural Gas, or Water
Activities related to the production of electricity, natu-

ral gas, and potable water are included under section 199.
Specifically, DPGR includes the gross receipts of the
taxpayer that are derived from any lease, rental, license,
sale, exchange, or other disposition of electricity, natural
gas, or potable water produced by the taxpayer in the
United States. But the statute places a limitation on
electricity, natural gas, and potable water that is inappli-
cable to the other categories of tangible personal prop-
erty. Although the income related to the production of
electricity, natural gas, and potable water is included in
DPGR, the income related to the transmission and distri-
bution of electricity, natural gas, and potable water may
not be included in DPGR.
1. Need to bifurcate income between production and
distribution activities. The notice recognizes that an
integrated producer that produces and delivers electric-
ity, natural gas, or potable water must allocate its gross
receipts between: (1) production, which qualifies as

DPGR, and (2) distribution and transmission, which do
not qualify as DPGR. The notice establishes a de minimis
rule for integrated producers when gross receipts attrib-
utable to transmission and distribution of electricity,
natural gas, and potable water are less than 5 percent of
the gross receipts from the sale of such property. In those
cases, gross receipts attributable to the transmission and
distribution of the property will be considered DPGR for
purposes of section 199.
2. Natural gas. For purposes of section 199, the notice
defines the term ‘‘natural gas’’ in a manner consistent
with section 613A(e)(2) and includes only natural gas
extracted from a natural deposit. It does not include, for
example, methane gas extracted from a landfill. Natural
gas production activities include all activities involved in
extracting natural gas from the ground and processing
the gas into pipeline-quality gas. Gross receipts attribut-
able to the transmission of pipeline-quality gas from a
natural gas field (or from a natural gas processing plant)
to a local distribution company’s city gate (or to another
customer) are not DPGR. Likewise, gross receipts of a
local gas distribution company attributable to distribu-
tion from the city gate to the local customers are not
DPGR.
3. Potable water. The term ‘‘potable water’’ means un-
bottled drinking water. Production activities include the
acquisition, collection, and storage of raw water (un-
treated water); transportation of raw water to a treatment
facility; and treatment of the water at the facility. How-
ever, after the water has been treated, storage and deliv-
ery of the water will not be considered qualified produc-
tion activities.
Observations

While Treasury requires the allocation of gross receipts
between qualified production activities and transmission
and distribution of electricity, natural gas, and potable
water, the notice does not specifically suggest a method
for making the allocation. One commentator suggested
performing that allocation based on principles used for
regulatory purposes. However, the extent to which an
allocation based on regulatory accounting will be ac-
cepted or required is unclear. Moreover, utilities will be
presented with many of the issues common to all pro-
ducers of tangible personal property. For example, some
utilities both produce electricity or gas and acquire
electricity or gas for resale. Allocations between pro-
duced and purchased property will be necessary. Finally,
some utilities have electricity or gas produced for them
under a contract and are treated as the producers of the
property for purposes of section 263A. A determination
of whether, under the same facts, those utilities are
producers for purposes of section 199 will require a
benefits-and-burdens-of-ownership analysis.

F. Construction Performed in the United States
Section 199(c)(4)(A)(ii) defines the term ‘‘domestic

production gross receipts’’ to include the gross receipts of
the taxpayer that are derived from construction performed in
the United States. Under the notice, four requirements
must be met to obtain a QPAD related to construction
activities:

• the construction must relate to ‘‘real property’’;
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• the construction must be performed by a taxpayer
engaged in a construction trade or business;

• the taxpayer must engage in ‘‘construction activi-
ties’’; and

• the gross receipts must be ‘‘derived from’’ construc-
tion.

1. Construction of ‘real property.’ The notice explains
that to qualify as construction under section 199, the
construction must be of real property, which is defined
as:

• residential and commercial buildings (including the
structural components of such buildings);

• inherently permanent structures other than tangible
personal property in the nature of machinery;

• inherently permanent land improvements; and
• infrastructure.
The notice defines ‘‘infrastructure,’’ borrowing from

sections 168(j)(4)(C)(ii) and Treas. reg. section 1.263A-
12(e)(2)(iii), to include roads, power lines, water systems,
railroad spurs, communications facilities, sewers, side-
walks, cable, and wiring. Inherently permanent oil and
gas platforms are also specifically identified as infrastruc-
ture for purposes of section 199.
Observations

Before the publication of the notice, a commentator
suggested that construction of real property ought to be
broadly construed. The commentator argued that the
term ‘‘infrastructure’’ should include not only public
work projects, such as roads and bridges, but also the
construction of plant processes and equipment, such as
heating and ventilation systems. The notice appears to
have rejected the inclusion of plant equipment in real
property while including heating and ventilation sys-
tems. Production machinery, printing presses, transpor-
tation and office equipment, refrigerators, grocery
counters, testing equipment, display racks and shelves,
and neon and other signs are all defined as tangible
personal property in the notice.

The notice does include structural components of
buildings in real property. Definitions under sections
such as 48 and 263A would include in the definition of
‘‘structural components of buildings’’ heating and venti-
lation systems, as well as walls, partitions, doors, wiring,
plumbing, pipes and ducts, elevators and escalators, and
similar property.

The notice does not provide a definition of inherently
permanent structures. One would assume that this cat-
egory would be defined at least as broadly as it is in
section 263A, and perhaps as broadly as it is in section 48.
Thus, inherently permanent structures should include
property that is affixed to real property and that will
ordinarily remain affixed for an indefinite period of time,
such as special foundations, inherently permanent adver-
tising displays, inherently permanent outdoor lighting
facilities, railroad tracks and signals, telephone poles,
power generation and transmission facilities, perma-
nently installed telecommunications cables, broadcasting
towers, oil and gas pipelines, derricks and storage equip-
ment, and grain storage bins and silos. The notice does
provide that inherently permanent structures do not
include property in the nature of machinery, such as
gasoline pumps, hydraulic car lifts, and automatic vend-
ing machines

The notice does not define inherently permanent land
improvements; however, for several other purposes of
the code, land improvements have included swimming
pools, paved parking areas, wharves and docks, bridges,
and fences.
2. Tangible personal property provided in connection
with construction activities. Although tangible personal
property (for example, appliances, furniture, and fix-
tures) is not real property for purposes of section 199, the
notice establishes a de minimis rule for gross receipts
derived from construction. If more than 95 percent of the
total gross receipts derived from a construction project
are derived from real property (as defined in Treas. reg.
section 1.263A-8(c)), the total gross receipts derived by
the taxpayer from the construction project can be treated
as DPGR from construction. That rule in effect relieves
the taxpayer of the burden of breaking out tangible
property relating to the construction project to the extent
that the tangible property accounts for less than 5 percent
of the gross receipts.

For example, a home builder that sells homes contain-
ing appliances may treat the entire sales proceeds as
DPGR provided that less than 5 percent of the gross
receipts are ‘‘derived from’’ the appliances (and any other
tangible personal property). The notice does not explain
how the home builder is to determine the amount of the
gross receipts ‘‘derived from’’ the tangible personal prop-
erty.

3. Performed by a taxpayer engaged in a ‘construction
business.’ The notice provides that only taxpayers en-
gaged in a trade or business that is considered construc-
tion for purposes of the NAICS may claim the benefit of
a QPAD related to construction activities. Under the
NAICS definitions, the construction sector includes es-
tablishments that are primarily engaged in a variety of
activities, including land development, land subdivision,
general contracting, infrastructure construction, and
many specialty subcontracting trades.

Specifically excepted from the NAICS construction
sector are companies that are primarily engaged in
businesses other than construction that also engage in
construction using their own employees, for their own
account and use. For example, a specialty contractor
installing telecommunications and utility networks is
included in the construction sector. However, telecom-
munication companies or utilities performing the same
work on their own account are not included in the
construction sector.

Observations

The requirement that the construction activities be
performed by a taxpayer engaged in the trade or business
of construction does not appear to have its genesis in the
statute or legislative history. The addition of that require-
ment might be viewed as a rejection of a commentator’s
request. Specifically, one commentator inquired whether
the installation, construction, operation, and mainte-
nance of fiber optic cable that is permanently installed
and characterized as depreciable real property qualifies
as construction under section 199. If so, the gross receipts
derived from the sale or lease of an indefeasible right to
use of fiber optic cable and cable capacity may qualify as
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DPGR derived from construction performed in the
United States. The notice appears to have rejected that
view.

The notice does not explain why Treasury and the IRS
limited the construction activities to which section 199
might apply. The result is that a taxpayer that self-
constructs real property is not eligible for a QPAD for its
construction activities, while a taxpayer constructing
identical real property on behalf of a customer may be
entitled to a QPAD for its construction activities. To the
extent that a portion of those tax savings is passed on
from the contractor to the customer, that could create a
disparity between self-constructed and purchased assets.

It is interesting that Treasury’s interpretation of section
199 could result in the creation of such a disparity
because the largest tax act prior to this legislation — the
Tax Reform Act of 1986 (TRA86) — attempted to elimi-
nate such a disparity. Specifically, section 263A, enacted
as part of the TRA86, was intended to place purchased
assets on equal footing with self-constructed assets. Be-
fore the TRA86, fewer costs were generally capitalized
into self-constructed assets than were included in the
basis of purchased assets. As a result, some taxpayers
were motivated by tax considerations to self-construct —
rather than purchase — property even though that did
not result in the most efficient allocation of economic
resources. The government’s interpretation of section 199
might cause the reverse to occur: If a portion of the
contractor’s tax savings is passed on to the customer, tax
considerations might motivate taxpayers to contract out
work that they might be able to perform more efficiently
in-house.

It is possible that Treasury and the IRS adopted the
requirement that the taxpayer be engaged in a business
that is considered construction for purposes of the NA-
ICS to minimize a thornier issue, discussed below, related
to what constitutes gross income ‘‘derived from’’ con-
struction. Government officials have informally stated
that for taxpayers engaged in multiple activities, the
government might look to a ‘‘principal business activity’’
test such as that set forth in Rev. Proc. 2002-28, 2002-1
C.B. 815, Doc 2002-9029, 2002 TNT 72-6, a revenue proce-
dure that extends the availability of the cash method of
accounting to small taxpayers engaged in businesses
described in certain NAICS costs. Under Rev. Proc.
2002-28, a taxpayer must ‘‘reasonably determine’’
whether its ‘‘principal business activity’’ is described in
certain NAICS codes. The revenue procedure provides
that the principal business activity is determined by the
source of gross receipts under either a prior-year or
three-year average test.

Finally, the notice may result in the placement of an
increased importance on the selection of the NAICS code.
Companies ought to anticipate scrutiny, by the examina-
tion function, of section 199 construction benefits claimed
by companies that have selected a nonconstruction NA-
ICS code. It should be noted that several companies
engaged in construction activities may not have selected
an NAICS code that adequately reflects these activities.
Government officials have publicly stated if a taxpayer
has not been using the appropriate NAICS code, the
taxpayer would be ‘‘acting appropriately’’ by now select-
ing an NAICS code reflecting a construction activity.

4. More than one taxpayer may qualify as performing
construction activities related to the same project. On a
positive note, in contrast to the position taken in the
contract manufacturing realm, in the case of construction,
the explanation of the interim guidance set forth in the
notice provides that the same construction activity may
be used to qualify the income of two different taxpayers
as QPAI. Specifically, the explanation provides that it is
appropriate in certain situations for more than one tax-
payer to be regarded as deriving gross receipts from
construction with respect to the same activity and the
same construction project. An example illustrates that
both a general contractor and a subcontractor may
qualify for a QPAD for the same project.
Observations

This is an extremely significant issue to the construc-
tion industry. Home builders and general contractors
derive their income directly from the sale of constructed
homes or contracts to construct property. The statute
specifically does not require the taxpayer to do the actual
constructing. In light of the importance of this issue to the
industry, it is interesting that this discussion appears only
in the ‘‘Explanation’’ and not in the ‘‘Interim Guidance’’
section of the notice.

The notice does not explicitly resolve the issue of
whether land developers may qualify for the QPAD. The
notice provides an example involving a land owner, a
general contractor, and a subcontractor. The notice ex-
plains that while the general contractor and subcontrac-
tor may qualify for a QPAD, a land owner that does not
engage in construction activities will not qualify. Com-
ments of government officials at a public meeting held
shortly after the release of the notice suggest that three or
more tiers of companies engaged in construction activi-
ties may potentially qualify for a QPAD. Thus, for
example, if a general contractor contracts with an electri-
cal contractor that, in turn, subcontracts specialty electri-
cal contracting to another contractor, all three parties
could qualify for a QPAD. Presumably, a land developer
engaged in activities considered construction for pur-
poses of the NAICS codes would similarly qualify for the
QPAD.
5. Qualifying construction activities. Activities per-
formed in connection with a project to erect or substan-
tially renovate real property qualify as construction for
purposes of section 199. But according to the notice,
tangential services, such as hauling trash and debris and
delivering materials, do not qualify as a construction
activity unless the taxpayer performing construction is
also performing those tangential services in connection
with the construction project. In other words, a taxpayer
engaged solely in the tangential services of a construction
project cannot claim gross receipts from those services as
DPGR.

According to the notice, activities, such as improving
land (for example, grading and landscaping) and paint-
ing, will constitute construction only if those activities are
performed in connection with other activities (whether or
not by the same taxpayer) that constitute the erection or
substantial renovation of real property. It is up to the
taxpayer performing those activities to make a reason-
able inquiry as to whether the activity relates to the
erection or substantial renovation of real property.
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Substantial renovation includes structural improve-
ments, but not mere cosmetic changes, such as painting.
The appropriate standard in determining whether there
has been a substantial renovation of real property, ac-
cording to Treasury, is the standard applied under section
263(a) to determine whether a taxpayer’s activities result
in permanent improvements or betterments of property,
such that the cost of the activities must be capitalized. In
following the section 263(a) standard, the notice specifi-
cally 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 useful life of the
property, or adapts the property to a new or different use.

To the extent that a particular activity is included in
the definition of ‘‘engineering and architectural services,’’
the activity will not qualify as construction for purposes
of section 199(c)(4)(A)(ii).
6. What constitutes ‘derived from construction’? Re-
garding gross receipts ‘‘derived from construction’’ per-
formed in the United States, there is no requirement
under section 199(c)(4)(A)(ii) that there be a ‘‘lease, rental,
license, sale, exchange, or other disposition of’’ property
as required by section 199(c)(4)(A)(i). The notice explains
that gross receipts may be derived from construction only
if derived from (1) a sale, exchange, or other disposition
of the property constructed or (2) the performance of
construction services. Treasury determined that lease or
rental income related to property constructed by the
taxpayer is not ‘‘derived from construction.’’

On a positive note, the notice explains that a sale,
exchange, or other disposition of property need not occur
immediately on completion of construction. As such, a
taxpayer that constructs a building and leases it for
several years before sale may qualify for a QPAD on the
ultimate sale.
Observations

The exclusion of lease or rental income is surprising. A
taxpayer constructing a building for sale looks to the
sales proceeds for its recovery of costs and profit, while a
taxpayer constructing a building for lease looks to the
stream of rental income for recovery of costs and profit.
In either instance, the taxpayer is engaged in construction
activities resulting in U.S. jobs. One wonders whether the
notice’s exclusion of lease and rental income is consistent
with the objectives of the statute.

Moreover, a literal reading of the statute suggests that
the eligible category of income related to construction
should be broader, not narrower, than the eligible cat-
egory of income related to QPP, film, and utility property.
The statute provides that DPGR includes receipts ‘‘de-
rived from any lease, rental, license, sale, exchange, or
disposition of’’ the latter categories of property. The
statute provides that receipts ‘‘derived from construction
performed,’’ without specific limitation, are DPGR.

G. Engineering and Architectural Services
Section 199(c)(4)(A)(iii) defines ‘‘domestic production

gross receipts’’ to include the gross receipts of the tax-
payer that are derived from engineering or architectural
services performed in the United States for construction
projects in the United States.

For purposes of section 199, the definitions of the
terms ‘‘engineering services’’ and ‘‘architectural services’’
generally follow the definitions in the section 924 regu-
lations.

Engineering services in connection with any construc-
tion project include any professional services requiring
engineering education, training, and experience, and the
application of special knowledge of the mathematical,
physical, or engineering sciences to those professional
services, such as consultation, investigation, evaluation,
planning, design, or responsible supervision of construc-
tion for the purpose of assuring compliance with plans,
specifications, and design.

Architectural services in connection with any con-
struction project include the offering or furnishing of any
professional services, such as consultation, planning,
aesthetic and structural design, and drawings and speci-
fications, or responsible supervision of construction (for
the purpose of assuring compliance with plans, specifi-
cations, and design) or erection, in connection with any
construction project.
Observations

Comments received by Treasury urged the govern-
ment to adopt a broad and easily construed definition of
‘‘engineering services.’’ The commentators suggested us-
ing the definition provided in Treas. reg. section 1.924(a)-
1T(e)(5).
1. Limitation to services provided in the United States
for U.S. real property construction projects. In general,
the notice requires that the engineering or architectural
services must relate to real property and must be per-
formed in the United States, and that the taxpayer
providing those services must be able to substantiate that
the services relate to a construction project within the
United States. The notice also provides that DPGR in-
cludes gross receipts derived from engineering or archi-
tectural services even if the planned construction project
is not undertaken or is not completed.

The notice provides a de minimis exception for per-
formance of services in the United States. If gross receipts
derived from engineering or architectural services (1)
performed outside the United States or (2) related to
property other than real property for a construction
project inside the United States total less than 5 percent of
the total gross receipts of the taxpayer derived from
engineering or architectural services performed by the
taxpayer regarding the same construction project, the
receipts will be treated as DPGR.
Observations

The statute provides that the engineering and archi-
tectural services must be performed for ‘‘construction
projects in the United States.’’ The statute and legislative
history do not specify whether ‘‘construction projects’’
refers to only the construction of real property or whether
it also includes the construction of tangible personal
property. In a separate section related to construction
activities performed in the United States, the legislative
history provides ‘‘for this purpose, construction activities
include activities directly related to the erection or sub-
stantial renovation of residential and commercial build-
ings and infrastructure.’’ A government official has pub-
licly commented that because the provision addressing
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construction activities is limited to real property con-
struction, the provision addressing engineering and ar-
chitectural services related to construction projects
should similarly be limited to real property construction.

Some have suggested that the language ‘‘construction
activities include’’ should be read to mean that while
construction activities include the defined categories of
real property construction, it should not be read to limit
construction activities to the defined categories. More-
over, because that language appears only for purposes of
explaining the construction activities provision, and not
the engineering and architectural services provision,
some suggest that in any case it ought not to be read as
limiting the engineering and architectural services provi-
sion. Accordingly, it has been suggested that the notice
may be limiting the scope of the statute and excluding
some companies intended to benefit from section 199.

H. Exception for Sales of Food and Beverages
Under the exception for sales of certain food and

beverages, DPGR does not include gross receipts derived
from the sale of food or beverages prepared by the
taxpayer at a retail establishment. Several ‘‘exceptions to
the exception’’ are available. The notice defines a ‘‘retail
establishment’’ as real property leased, occupied, or
otherwise used by the taxpayer in its trade or business of
selling food or beverages to the public at which retail
sales are made. The notice explains that this definition is
similar to the definition of ‘‘retail space’’ under section
110 (relating to qualified lessee construction allowances
for short-term leases). It is important to note that retail
establishments used in the trade or business of selling
food are not limited to dine-in establishments. The legis-
lative history provides that retail establishments include
carry-out restaurants as well as in-store bakeries at
grocery stores.
1. Five percent de minimis rule. A facility will not be
treated as a retail establishment if less than 5 percent of
the food or beverages sold at that facility during the year
are sold at retail.
Observations

Under the 5 percent de minimis rule, for example, a
bread plant that bakes bread to sell at wholesale will not
be treated as a retail establishment if it operates a
‘‘day-old’’ shop on the plant premises, provided that less
than 5 percent of the bread baked at the plant during the
year is sold at the day-old shop. Records will need to be
maintained to establish qualification for this exception.
2. Dual-function facility rule. If more than 5 percent of
the food or beverages prepared at a facility is sold at
retail, the facility will be regarded as a retail establish-
ment; however, it may allocate its gross receipts between
gross receipts derived from wholesale activities (DPGR)
and retail activities (non-DPGR).
Observations

Although not specifically discussed in the notice, costs
will also be allocated between the DPGR and non-DPGR.
The general cost allocation rules will apply. Based on
comments by government officials, it may be possible
that a simple allocation of costs based on gross receipts
might be regarded as reasonable under the 861 method.
In public comments and informal discussions, govern-
ment officials have referred to this exception as a dual-

function rule similar to that for dual-function storage
facilities under section 263A. Under section 263A, storage
costs associated with a dual-function storage facility are
allocated between what is effectively the retail and non-
retail functions based on the ratio of retail sales to total
sales.

VI. Cost Allocation
A company’s DPGR must be offset by three categories

of costs:
• the cost of goods sold that are allocable to those

receipts;
• other deductions, expenses, or losses directly allo-

cable to those receipts; and
• a ratable portion of other deductions, expenses, and

losses that is not directly allocable to those receipts or
another class of income.

Section 199(c)(2) states that Treasury shall prescribe
rules for the proper allocation of items of income, deduc-
tion, expense, and loss for purposes of determining
income attributable to domestic production activities.
The notice provides a multiple-step process for dealing
with the expense allocation question and provides mul-
tiple possible methods within each step.

A. Allocating Cost of Goods Sold
First, the notice provides that a taxpayer engaged in

the sale of qualifying production property should allo-
cate its expenses to CGS in accordance with the general
principles of section 263A. Section 263A requires the
capitalization of direct costs and, with few exceptions, the
indirect costs that ‘‘directly benefit or are incurred by
reason of’’ a production activity. In a typical scenario, a
manufacturer would capitalize into inventory its direct
material, direct labor, factory overhead, and a portion of
‘‘mixed service costs’’ (for example, general and admin-
istrative costs and non-section 174 engineering and de-
sign costs).

The notice contains a special rule for imported items
or services. The cost of any item or service brought into
the United States cannot be less than its value immedi-
ately on entering the United States. If the item is exported
from the United States for further manufacture and then
reimported, the increase in cost may not exceed the
difference between the value of the property when ex-
ported and the value of the property when brought back
into the United States. ‘‘Value’’ means customs value as
defined in section 1059A(b)(1).

The notice also provides that, if a taxpayer cannot
specifically identify the CGS allocable to the DPGR, the
taxpayer may make the allocation using a reasonable
method. Situations in which a taxpayer might not be able
to specifically identify CGS could include the following:

• the taxpayer produces QPP and also produces prop-
erty in another country;

• the taxpayer produces QPP and engages in the
packaging, repackaging, labeling, or minor assem-
bly of other property;

• the taxpayer produces QPP and acquires property
for resale; and

• the taxpayer produces QPP and sells it in connection
with more-than-de minimis services.
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Taxpayers using the simplified production method
under section 263A will generally be unable to specifi-
cally identify CGS and, therefore, if engaging in both
qualifying and nonqualifying activities, will be required
to make a reasonable allocation of CGS. If the taxpayer
uses a method to determine the allocable portion of its
gross receipts derived from qualified production activi-
ties, the taxpayer must use the same method to determine
the allocable CGS.

Although CGS is an inventory concept, the notice
explains that for purposes of section 199, CGS also refers
to the adjusted basis of noninventory QPP.

Small taxpayers (those with average annual gross
receipts of $5 million or less) may use a single simplified
method, described below, to allocate its CGS and other
deductions, expenses, and losses.

B. Allocating Deductions, Expenses, and Losses
The costs that are not allocated to CGS under section

263A may include section 174 costs; selling, marketing,
advertising, warranty expenses; policymaking costs; the
portion of the mixed service costs that were not allocated
to noncapitalizable activities; interest; losses; and chari-
table contributions.
1. Methods for Allocation and Apportionment of De-
ductions. The notice provides three methods for allocat-
ing deductions (other than CGS) to qualified production
activities. Those methods presumably will be used both
by taxpayers not engaged in qualifying activities that do
not involve the sale of goods and by taxpayers who sell
goods but who have deductions to allocate and apportion
other than deductions that factor into the cost of goods
sold.

• Section 861 method. This method is available to all
taxpayers and generally follows existing rules ap-
plicable to taxpayers required to determine taxable
income from within and outside the United States.
The notice provides that a taxpayer generally must
allocate and apportion its deductions using the rules
provided in the section 861 regulations. The notice
states that, under the section 861 method, section
199 is treated as an ‘‘operative section’’ described in
Treas. reg. section 1.861-8(f). Accordingly, the tax-
payer applies the rules of the section 861 regulations
to allocate and apportion deductions to gross in-
come attributable to DPGR. In general, the section
861 regulations are applied on a single-entity basis,
although the rules are applied on the basis of the
affiliated group (as determined under the section
861 regulations) for certain expenses, such as inter-
est expense and research and experimental ex-
penses.

It is important to note that, according to the notice,
a taxpayer using a particular method for allocating
and apportioning costs under section 861 for pur-
poses other than determining its QPAI (for example,
for purposes of calculating its foreign tax credit
limitation) must use the same particular method for
allocating and apportioning those costs for purposes
of section 199. This consistency rule mimics the
consistency rule already present under the section
861 regulations. There are two special allocation
rules under the section 861 method. Charitable

deductions must be ratably apportioned based on
the relative amount of DPGR gross income and
other gross income. Research and experimentation
expenses must be allocated and apportioned in
accordance with Treas. reg. section 1.861-17, without
reference to the exclusive apportionment rule of
Treas. reg. section 1.861-17(b).

• Simplified deduction method. This method is
available only to taxpayers with average annual
gross receipts (over the three prior years) of $25
million or less. It provides a simplified formula that
allocates deductions based on the ratio of the tax-
payer’s income derived from qualified production
activities as compared to the taxpayer’s income from
all sources. A taxpayer electing this simplified de-
duction method must use that method for all deduc-
tions.

• Small-business simplified overall method. Under
this method, both CGS and all other deductions are
allocated based on the same ratio applicable under
the second method. This method is available only to
taxpayers with average annual gross receipts (over
the three prior years) of $5 million or less, and
certain other small taxpayers that are permitted to
use the cash method of accounting (that is, any
taxpayer with average annual gross receipts of $10
million or less that is not prohibited from using the
cash method under section 448, including a partner-
ship, an S corporation, a C corporation, or an
individual).

Observations

Although the notice provides three methods of allo-
cating costs other than cost of goods sold, two of those
three methods are available to small taxpayers. Thus,
large taxpayers (taxpayers with average annual gross
receipts exceeding $25 million) have a single option: the
section 861 method. Government officials have publicly
stated that they believe more than 99 percent of C
corporations will qualify as small taxpayers.

For taxpayers that must use the section 861 method
and already use section 861 for other purposes, the
consistency rule may require the taxpayer to reassess its
choice of methods, because any given method may
provide a favorable result for one purpose but an unfa-
vorable result for another.
2. Specific treatment of certain deductions. Four special
rules apply to all three methods for allocating and
apportioning deductions:

• a section 165 loss related to property is allocated or
apportioned to DPGR only if the proceeds from the
sale of the property are, or would have been, DPGR;

• a section 172 net operating loss is not allocated or
apportioned to DPGR;

• a deduction that is not attributable to the actual
conduct of a trade or business (for example, the
standard deduction or deduction for personal ex-
emptions) is not allocated or apportioned to DPGR;
and

• if non-DPGR is treated as DPGR under a safe harbor
or de minimis rule under the notice, the deductions
related to such non-DPGR must be allocated or
apportioned to DPGR.
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VII. Wages-Paid Limitation
In general, the QPAD for any tax year is limited to 50

percent of the ‘‘W-2 wages’’ paid by the taxpayer during
the calendar year that ends in that tax year. Therefore,
fiscal year taxpayers will look to the wages paid through-
out the calendar year ending within their fiscal year
when determining this limitation.

For those purposes, the term ‘‘W-2 wages’’ generally
means the sum of the aggregate amounts that are re-
quired to be reported on Form W-2 by the employer or
those acting as agents for the employer with respect to:

• total wages, tips, and other compensation;
• employee salary reduction contributions to 401(k)

arrangements and similar plans; and
• designated Roth IRA contributions for tax years

beginning after December 31, 2005.

A. Methods for Calculating W-2 Wages
Taxpayers do not currently determine, for payroll or

income tax purposes, an amount that can be used for
calculating the wage limit requirement without making
some adjustments. The notice provides three alternative
methods for making the required calculations:

• Unmodified Box Method. The taxpayer uses the
lesser of the aggregate amount reported as (1)
Wages, Tips, and Other Compensation (Box 1), or (2)
Medicare Wages and Tips (Box 5) on all Forms W-2
filed with the Social Security Administration for all
employees during the year.

• Modified Box 1 Method. The taxpayer reduces the
aggregate amounts that are reported as Wages, Tips,
and Other Compensation (Box 1) by both (1)
amounts that are not wages for federal income tax
withholding purposes and (2) amounts that are
merely treated as wages for withholding purposes
(for example, supplemental unemployment com-
pensation benefits and certain forms of sick pay,
among others). That amount is then increased by
employee salary reduction contributions to 401(k)
arrangements and similar plans.

• Tracking Wages Method. A taxpayer calculates the
actual amount of wages subject to federal income
tax withholding, subtracts supplemental unemploy-
ment compensation benefits that were included in
that amount, and then adds employee salary reduc-
tion contributions to 401(k) arrangements and simi-
lar plans.

1. Nonduplication rule. Amounts that are treated as W-2
wages for a tax year under any method may not be
treated as W-2 wages of any other tax year. For example,
an amount of nonqualified deferred compensation that is
treated as W-2 wages under the Unmodified Box Method
for any tax year may not later be treated as W-2 wages in
any other tax year.
Observations

Although the Unmodified Box Method is the easiest
method available to determine the deduction limit, it will
usually result in the lowest deduction limit. Taxpayers
using the Modified Box 1 or Tracking Wages Methods
will generally have a higher deduction limit. For ex-
ample, under the Unmodified Box Method, employee
salary reduction contributions to a 401(k) arrangement
are not included in taxable wages, the amount that is

usually less than the Medicare wages amount on the
Form W-2. However, both the Modified Box 1 and
Tracking Wages Methods would increase the limitation
for this amount. The Unmodified Box Method disregards
all 401(k) deferrals, making the W-2 wages and the
deduction limit lower than if these amounts were taken
into account.

While there is currently no provision that would
prohibit taxpayers from changing from one method of
calculating W-2 wages to another in any given tax year,
taxpayers making those changes will need to make
additional calculations because of the nonduplication
rule and the different treatment of nonqualified deferred
compensation for income and Medicare tax purposes.

Because the W-2 wage limitation is computed on the
taxpayer’s entire wage base and the production activities
deduction is based on a limited percentage of a net
income number related only to qualified production
activities, most taxpayers will not ‘‘bump into’’ the wage
limitation.

B. Employees of Taxpayer
According to the notice, the Forms W-2 used in

determining the amount of the taxpayer’s total W-2
wages under the methods described above include wages
paid to employees or former employees of the taxpayer
for employment by the taxpayer. Employees would in-
clude corporate officers and common-law employees, but
not independent contractors.

Also, the determination of total W-2 wages may take
into account any wages paid by another entity and
reported by the other entity on Forms W-2, provided that
the wages were paid to employees of the taxpayer for
employment by the taxpayer. Consequently, an agent or
statutory employer cannot use those amounts in its
deduction limitation. For example, if the taxpayer is not
the common-law employer of the payee but rather the
statutory employer because of control of the payment of
wages, that payment of wages may not be included in
determining W- 2 wages of the taxpayer. Likewise, if the
taxpayer is paying wages as an agent of another entity to
individuals who are not employees of the taxpayer, the
wages may not be included in determining the W-2
wages of the taxpayer.
Observations

Essentially, the notice looks to the common-law em-
ployer to determine the taxpayer that can include payee
wages for purposes of the section 199(b)(2) W-2 limita-
tion. Compensation paid to independent contractors (and
by those acting as agents or statutory employers) is
excluded for those purposes. Taxpayers should be able to
include the wages of all common-law employees, includ-
ing:

• temporary employees from an employment agency;
• contract employees working under the supervision

and control of the taxpayer; and
• certain employee-leasing arrangements.
Consistent with the intent of the legislation, the notice

uses the common-law standard to coordinate W-2 wages
for employment by the taxpayer with the taxpayer un-
dertaking the qualified production activities.
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VIII. Special Rules

A. Application to Expanded Affiliated Groups
In general, all members of an expanded affiliated

group are treated as a single corporation for purposes of
section 199. An EAG is an affiliated group of includable
corporations as defined in section 1504(a) determined by
substituting ‘‘50 percent’’ for ‘‘80 percent’’ each place it
appears, and includes insurance companies and corpora-
tions that have made an election under the possessions
tax credit rules.

A single QPAD is computed for the EAG, and is then
allocated among members of the EAG. The statute pro-
vides that, except as provided in regulations, the QPAD is
allocated among the members of the group in proportion
to each member’s respective amount (if any) of QPAI.
1. Computation of EAG’s QPAD. Under the notice, the
QPAD for an EAG is determined by aggregating each
member’s taxable income or loss, QPAI, and W-2 wages.
For that purpose, a member’s QPAI is the member’s
DPGR less the sum of the CGS allocable to such receipts
and other costs required to be allocated under the notice,
as discussed above. A member’s QPAI may be positive or
negative. A member’s taxable income or loss and QPAI
are determined by reference to the member’s method of
accounting. Under a special rule, for purposes of section
199, a consolidated group is treated as a single member of
the EAG. That rule applies for all purposes, and thus will
be used to compute the taxable income limitation and
QPAI, and in allocating the QPAD to members of the
EAG.

Based on the statutory exception in section 199(c)(7),
DPGR does not include any gross receipts derived from
related-party transactions if the property that is leased,
licensed, or rented stays in the group. The notice does not
explicitly address the treatment of other transactions
between group members.
Observations

The treatment of transactions between members of an
EAG deserves further development in regulations. Trans-
actions between EAG members other than related-party
leases, and so forth, apparently will be recognized even
when the property remains in the EAG. If the EAG
members do not file a consolidated return, then the sale
should result in taxable income and QPAI, both taken
into account in the year of the sale. Section 267 likely
would defer any losses. If a sale occurs between EAG
members who are members of a consolidated group,

Treas. reg. section 1.1502-13 provides that the resulting
gain or loss is not taken into account in determining the
selling member’s income until a subsequent event occurs.
Thus, the gain or loss should not be taken into account in
determining the group’s (or the member’s) taxable in-
come or QPAI. Specific guidance regarding the treatment
of QPAI in that situation would be helpful.
2. Attribution of activities. According to the notice,
Treasury believes that each member of an EAG should be
treated as conducting the activities conducted by each
other member for purposes of determining whether gross
receipts are DPGR. Therefore, the notice establishes an
attribution of activities rule under which ‘‘[e]ach member
of an EAG is treated as conducting the activities con-
ducted by each other member of the EAG.’’ As a result,
production activities engaged in by one member are
attributed to another member even if the second member
does not engage in qualified production activities.

Example: Attribution of Activities. A and B are
members of an EAG. A manufactures QPP and sells
it to B for $100 in 2005. A’s total costs allocated to
the QPP are $50. B resells the property to unrelated
party C in 2005 for $110. B incurs selling costs and
other expenses of $1. A’s sale to B produces DPGR,
because A is selling property that it manufactured.
Ordinarily, B’s sale to C would not produce DPGR,
because B is merely a reseller. Under the
attribution-of-activities rule, however, B is consid-
ered to be conducting the qualifying activities of
fellow group member A. Consequently, both A and
B have DPGR, assuming all other requirements of
section 199 are satisfied. A will have QPAI of $50
($100-$50 costs) and B of $9 ($110-$101 costs).

3. Antiavoidance rule. The notice states that EAGs can-
not engage in transactions ‘‘with a princip[al] purpose of
qualifying for, or modifying the amount of, the [QPAD].’’
If it is determined that those transactions have been
entered into, adjustments must be made to eliminate the
effect of the transaction on the computation of the QPAD.
Observations

Because the general rules recognize transactions be-
tween group members, rather than disregarding them as
occurring between branches of a single corporation,
Treasury and the IRS included an antiabuse rule to
discourage transactions that have a tax avoidance pur-
pose. The scope of the rule broadly includes transactions
that attempt to qualify for or change the amount of the

Example: Allocation of QPAD to Members of an EAG
Assume A owns 100 percent of B and A-B file a consolidated return. B owns 75 percent of C, so A- B-C constitute

an EAG for section 199 purposes. In 2005 the A-B-C group determines that it is entitled to a QPAD of $12. Separate
company taxable income and QPAI are as follows:

A B C
Taxable Income 300 (200) 300
QPAI 300 (100) 200

The deduction must be allocated to group members. Under the special rule, the A-B group is treated as a single
EAG member, and that member’s QPAI is 200. Consequently, the $12 QPAD is allocated $6 to A-B and $6 to C. The
entire $6 allocated to A-B is then allocated to A, the only consolidated group member with QPAI. Without the special
rule, the allocation would be different. The deduction would be allocated between A and C based on their amounts
of QPAI ($7.20 to A and $4.80 to C), with no allocation to B.
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deduction. The ‘‘a principal purpose’’ standard means
the tax avoidance purpose must be one of the principal
motivations for the transaction.
4. Allocation of expanded affiliated group’s QPAD.
The EAG’s QPAD is allocated among members of the
EAG in proportion to each member’s QPAI, if any,
regardless of whether the EAG member has taxable
income or loss for the tax year and regardless of whether
the EAG member has W-2 wages for the tax year. For
allocation purposes, if a member has negative QPAI, the
QPAI of the member shall be treated as zero. Under the
special rule mentioned above, if the EAG includes mem-
bers of a consolidated group, the consolidated group is
treated as a single corporation for allocation purposes.
Once the QPAD is allocated between nongroup members
and the consolidated group, however, a further allocation
of the group’s portion of the deduction must be made
among members of the consolidated group. (See ex-
amples of QPAD to members of an EAG on p. 980.)
5. Partial-year members of the EAG. Under the notice, a
corporation must determine whether it is a member of an
EAG on a daily basis. If a corporation becomes or ceases
to be a member of an EAG, the corporation is treated as
becoming or ceasing to be a member of the EAG at the
end of the day on which its status as a member changes.
6. Allocation of income and loss: partial-year members.
A partial-year member of an EAG is required to allocate
its taxable income or loss, QPAI, and W-2 wages between
the portion of the tax year during which it is a member of
the EAG and the portion of the tax year during which it
is not a member of the EAG. The corporation may use
one of two allocation methods.

• Pro rata allocation method. Under the pro rata
allocation method (the default method), an equal
portion of each of the taxable income or loss, QPAI,
and W-2 wages for the tax year is assigned to each
day of the corporation’s tax year. Then those items
assigned to those days during which the corpora-
tion was a member of the EAG are aggregated.

• Closing-of-the-books method. Under the closing-
of-the-books method, taxable income or loss, QPAI,
and W-2 wages for the period during which the
corporation was a member of the EAG are com-
puted by 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
a member of the EAG changes and the second of
which begins at the beginning of the day after the
corporation’s status as a member of the EAG
changes. The closing of the books election is irrevo-
cable and is made by filing a prescribed statement
with a timely filed (including extensions) federal
income tax return.

7. Coordination with consolidated return allocation
rules. Special allocation rules under Treas. reg. section
1.1502-76 apply in the context of a consolidated group in
which a subsidiary becomes or ceases to be a member
during a consolidated return year. Those rules take
precedence and are applied before any allocation is made
pursuant to the rules under section 199 described above.
Observations

Because allocation under Treas. reg. section 1.1502-76
takes precedence, no further adjustment would appear

necessary when that rule covers all allocations to depart-
ing or joining members. If the entering or departing
member does not join a consolidated group or owns a
subsidiary that is not a member of the consolidated
group, however, then the notice rule applies. There is no
conformity requirement as to the methods used in this
situation, so one method can be used for the Treas. reg.
section 1.1502-76 allocation and another for section 199
purposes.
8. Total QPAD for a corporation that is a member of an
expanded affiliated group for some or all of its tax year.
If a corporation is a member of an EAG for its entire tax
year, the corporation’s QPAD for the tax year is the
amount of the QPAD of the EAG allocated to the corpo-
ration by the EAG. If a corporation is a member of an
EAG for a portion of its tax year, and is either not a
member of any EAG, or is a member of another EAG, or
both, for another portion of the tax year, the corporation’s
QPAD for the tax year is the sum of its QPADs for each
portion of the tax year.
9. Computation for members of EAG with different tax
years. If members of an EAG have different tax years, in
determining the QPAD of a member (the computing
member) with respect to each member of the EAG, the
computing member is required to take into account the
taxable income or loss, QPAI, and W-2 wages that are
both (1) attributable to the period during which the
member of the EAG and the computing member are both
members of the EAG, 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 computing
member for which the QPAD is computed.

B. Application to Passthrough Entities
Section 199(d)(1) provides that, in the case of a part-

nership, S corporation, estate, or other passthrough en-
tity, the QPAD is determined at the partner, shareholder,
or similar level. The notice provides that the IRS and
Treasury believe that Congress intended section 199 to be
applied in a manner consistent with the economic ar-
rangement of the owners of a passthrough entity. An
owner of a passthrough entity will calculate the amount
of its QPAD by taking into account its distributive or
proportionate share of the items (including items of
income, gain, loss, deduction, CGS allocated to such
items of income, and gross receipts that are included in
such items of income) allocated or attributable, in accor-
dance with section 4.06 of the notice, to the passthrough
entity’s activities described in section 199(c)(4) (qualified
production activities), provided those items are not oth-
erwise disallowed by the code. The owner of the
passthrough entity will aggregate its items of income or
expense (including W-2 wages) allocated or attributable
to the passthrough entity’s qualified production activi-
ties, including those expenses incurred by the owner of
the passthrough entity directly that are allocated to the
passthrough entity’s qualified production activities, and
the owner’s items of income or expense (including W-2
wages) allocated or attributable to its other qualified
production activities.
Observations

The notice does not explicitly provide that the charac-
ter of an item as a production item passes through to the
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partner or shareholder. Nevertheless, under the approach
taken by Treasury, it appears that character passes
through to the partner or shareholder. The notice does
not explicitly provide how to determine when a partner-
ship’s activities are qualifying activities. It is clear that a
partnership’s items are production items if the partner-
ship’s activities are production activities; but it is not
clear whether the partnership’s nonproduction activities
can be combined with someone else’s activities to add up
to a production activity.
1. Treatment of expenses. Each partner or shareholder
must take into account its distributive share of expenses
allocated to the qualified production activities of the
partnership or S corporation, regardless of whether the
partnership or S corporation otherwise has taxable in-
come. To the extent there are disallowed losses or deduc-
tions because of a lack of basis, the at-risk rules, or the
passive activity rules, a proportionate share of the losses
or deductions that reflect expenses allocated to qualified
production activities are suspended as well. Subse-
quently, when those losses or deductions are ‘‘freed up,’’
the partner or shareholder will take into account (in the
year they are freed up) its proportionate share of produc-
tion activity losses or deductions previously suspended.
2. Special allocations. A partnership may specially allo-
cate items of income, gain, loss, or deduction allocated or
attributable to the partnership’s qualified production
activities, subject to the normal section 704(b) rules,
including the rules for determining substantial economic
effect.
Observations

Careful consideration must be given to the substantial
economic effect requirement and the economic and tax
risks associated with a special allocation of production
activity related items by a partnership.
3. W-2 limitation. An owner’s share of W-2 wages of a
passthrough entity is the lesser of the owner’s allocable

share of the passthrough entity’s W-2 wages or two times
the applicable percentage of the owner’s QPAI computed
taking into account only the items of the passthrough
entity allocated to the owner for the tax year.
Observations

The special limitation to two times the applicable
percentage of the partner or shareholder’s QPAI is based
only on items allocated from the entity in question. A
partner or shareholder who is not allocated any positive
QPAI from the entity may not take into account any W-2
wages of the entity for purposes of computing the QPAD.
4. Gain or loss from disposition of interests. Because
the sale of an interest in a passthrough entity does not
reflect the realization of QPAI by that entity, QPAI
generally does not include gain or loss recognized on the
sale, exchange, or other disposition of an interest in the
entity. Nevertheless, some sales or exchanges of a part-
nership interest (or distributions treated as a sale or
exchange) under section 751 might give rise to an item of
QPAI being taken into account for purposes of comput-
ing the QPAD. It is not clear under the notice how to
determine when items of QPAI are generated when
section 751 applies.
5. Effective date. The notice provides that section 199
applies only to tax years of passthrough entities that
begin on or after January 1, 2005.
Observations

It is important to note that this effective date can cause
a partner with a different tax year than the partnership’s
tax year to lose a portion of that partner’s QPAD. While
a January 1, 2005, effective date is easier to administer, it
is not consistent with the aggregate approach.
6. Additional K-1 reporting requirements. The notice
states that Treasury intends to provide rules relating to
information reporting by passthrough entities in future
guidance.

Observations

Overall, Treasury has generally taken an aggregate approach to section 199. Essentially, each partner or shareholder
will separately take into account its distributive or proportionate share of items of income, gain, loss, or deduction
(including gross receipts, costs of goods sold, and W-2 wages) allocable or attributable to qualified production
activities performed by the partnership or S corporation. Those items will then be aggregated at the partner or
shareholder level with other qualifying production activity income and items for the purpose of computing the
allowable deduction under section 199.

Example: Application of Section 199 to Passthrough Entities. Assume A and B are partners in AB General and
AB Limited. AB General and AB Limited both operate wholesale bakeries that sell baked goods to local grocers
and restaurants. A is a 50 percent general partner in both AB General and AB Limited. B is a 50 percent general
partner in AB General and a 50 percent limited partner in AB Limited. The parties have agreed to share profits
and losses equally.
In years 1 and 2, the partnerships have the following activity, shown in the table on the following page, all of
which is QPAI:
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IX. Five Steps Taxpayers Should Take
The QPAD offers a significant tax benefit for a wide

range of taxpayers. Now that Treasury has provided this
first round of guidance, what should taxpayers do next?
Below are five steps taxpayers should consider immedi-
ately to help them appropriately respond to the new law.

1. Understand what activities qualify for the QPAD.
While the notice provides answers to many of the initial
questions arising from the passage of section 199, taxpay-
ers still should conduct a thorough analysis of their
activities to determine exactly what qualifies for the
QPAD. Most importantly, taxpayers should not assume

AB Limited AB General
Year 1 Year 2 Year 1 Year 2

DPGR $1,000,000 $1,500,000 $1,000,000 $1,000,000
Allocated and
Apportioned Costs ($1,200,000) ($1,250,000) ($500,000) ($500,000)
Income/Loss ($200,000) $250,000 $500,000 $500,000
W-2 Wages $100,000 $100,000 $40,000 $40,000
A&B’s Distributive Share (50%)

QPAI ($100,000) $125,000 $250,000 $250,000
Lesser of:

W-2 wages $50,000 $50,000 $20,000 $20,000
2X Limitation $0 $7,500 $15,000 $15,000

W-2 wages 0* $7,500 $15,000 $15,000
*Each partner’s share of W-2 wages from the partnerships is the lesser of the partners’ allocable share of the partnership W-2
wages, or two times the applicable percentage of the owner’s QPAI taking into account only the items of the partnership allo-
cated to the partner, determined at the partner level (2 x 3% x QPAI). If the distributive share of QPAI allocated to the partner
for the tax year is not greater than zero, the partner may not take into account any W-2 wages of the partnership for purposes
of computing the wage limitation at the partner level.
Once the partnership has determined each partner’s distributive share of all items, each owner then computes its deduction by
taking into account the items allocated or attributable to the partnership’s qualified production activities, provided recognition
of those items is not otherwise disallowed by the code.
The partner-level computations are as follows:

Partner A Year 1 Year 2
AB Limited QPAI ($100,000) $125,000
AB General QPAI $250,000 $250,000

QPAI $150,000 $375,000
x 3% $4,500 $11,250

AB Limited W-2
wages $0 $7,500
AB General W-2 wages $15,000 $15,000

Total W-2 wages $15,000 $22,500
x 50% = W-2

Limitation $7,500 $11,250
Allowable QPAD $4,500 $11,250
Because B’s loss for year 1 is disallowed as a passive activity loss under section 469, the computation of B’s deduction is as follows:

Partner B Year 1 Year 2
AB Limited QPAI $0 $25,000
AB General QPAI $250,000 $250,000

QPAI $250,000 $275,000
x 3% $7,500 $8,250

AB Limited W-2 wages $0 $7,500
AB General W-2 wages $15,000 $15,000

Total W-2 wages $15,000 $22,500
x 50% = W-2

Limitation $7,500 $11,250
Allowable QPAD $7,500 $8,250
Note that the $100,000 passive activity loss from the limited partnership is suspended in year 1, but is taken into account in year 2.
That decreases partner B’s recognition of QPAI accordingly to $25,000 ($125,000 - $100,000).
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that they do not qualify because they are not a ‘‘tradi-
tional’’ manufacturer. The explanation accompanying the
notice specifically refers to Congress’s intent to make the
new deduction available to taxpayers undertaking a wide
variety of production activities. In line with that intent,
the notice broadly defines the meaning of ‘‘manufac-
tured, produced, grown, or extracted.’’ Taxpayers should
thoroughly familiarize themselves with all areas to which
the ‘‘manufactured, produced, grown, or extracted’’ re-
quirement extends and should conduct a detailed analy-
sis of their business operations to identify all activities
that potentially qualify.

2. Put in place processes for gathering the requisite
data to calculate QPAI. Taxpayers who can identify
qualifying activities need to accumulate the revenue and
expense detail necessary to calculate QPAI. In many
instances, bifurcating financial detail between qualifying
and nonqualifying activities will require development of
new processes and procedures within the tax depart-
ment, as well as in other areas of the organization, such as
the accounting and information technology departments.

3. Develop methods for data analysis. Additional
work may be required to apply the section 861 source
rules within a wholly domestic context. Taxpayers that
have never previously performed a section 861 allocation
— many utilities fall into that category — will need to
develop a method. For taxpayers with previous section

861 experience, the interaction between the new QPAI
calculation and the current foreign tax credit or ETI
calculation will need to be fully considered.

4. Accumulate appropriate information to substanti-
ate amount claimed. Taxpayers should ensure that they
accumulate and preserve the information necessary to
substantiate the final amount claimed. For purely finan-
cial data, as stated above, taxpayers will probably need to
work with their IT department or outside consultant to
identify and accumulate the relevant transactional detail
available within the organization. When qualitative
analyses are required, taxpayers should document the
facts and conclusions necessary to justify and sustain the
positions taken.

5. Consult with a qualified professional tax adviser.
Even taxpayers who are certain that their activities
qualify and who believe that they possess the requisite
information to substantiate their QPAD may benefit from
consulting with their tax advisers. While section 199 may
be refreshingly short, the notice is not. There are many
nuances in the statute and the notice: Some are addressed
in the notice; some are addressed but not yet resolved;
others have not been addressed at all. A qualified profes-
sional tax adviser may be able to assist a taxpayer not
only in complying with section 199 but also in sustaining
additional benefits.
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