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tribution are set forth.
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The IRS Mission

Provide America’'s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

applying the tax law with integrity and fairness to all.

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury's Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 199.—Income
Attributable to Domestic
Production Activities

26 CFR 1.199-1: Income attributable to domestic
production activities.

T.D. 9263

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Parts 1 and 602

Income Attributable to
Domestic Production Activities

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations concerning the deduction
for income attributable to domestic pro-
duction activities under section 199 of the
Internal Revenue Code. Section 199 was
enacted as part of the American Jobs Cre-
ation Act of 2004 (Act). The regulations
will affect taxpayers engaged in certain do-
mestic production activities.

DATES: Effective Date: These regulations
are effective June 1, 2006.

Date of Applicability: For date of appli-
cability, see §§1.199-8(i) and 1.199-9(k).

FOR FURTHER
CONTACT: Concerning  §§1.199-1,
1.199-3, 1.199-6, and 1.199-8,
Paul Handleman or Lauren Ross
Taylor, (202) 622-3040; concern-
ing §1.199-2, Alfred Kelley, (202)
622-6040; concerning  §1.199-4(c)
and (d), Richard Chewning, (202)
622-3850; concerning all other pro-
visions of §1.199-4, Jeffery Mitchell,
(202) 622-4970; concerning §1.199-7,
Ken Cohen, (202) 622-7790; concern-
ing §1.199-9, Martin Schaffer, (202)
622-3080 (not toll-free numbers).

INFORMATION
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SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information con-
tained in these final regulations has been
reviewed and approved by the Office
of Management and Budget in accor-
dance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545-1966. Responses to this collec-
tion of information are mandatory so that
patrons of agricultural and horticultural
cooperatives may claim the section 199
deduction.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information unless the
collection of information displays a valid
control number assigned by the Office of
Management and Budget.

The estimated annual burden per re-
spondent varies from 15 minutes to 10
hours, depending on individual circum-
stances, with an estimated average of 3
hours.

Comments concerning the accuracy
of this burden estimate and sugges-
tions for reducing this burden should
be sent to the Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
SE:W:CAR:MP:T:T:SP, Washington, DC
20224, and to the Office of Manage-
ment and Budget, Attn: Desk Officer for
the Department of the Treasury, Office
of Information and Regulatory Affairs,
Washington, DC 20503.

Books or records relating to this col-
lection of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
return information are confidential, as re-
quired by 26 U.S.C. 6103.

Background

This document amends 26 CFR part
1 to provide rules relating to the deduc-
tion for income attributable to domestic
production activities under section 199
of the Internal Revenue Code (Code).
Section 199 was added to the Code by
section 102 of the American Jobs Creation
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Act of 2004 (Public Law 108-357, 118
Stat. 1418) (Act), and amended by section
403(a) of the Gulf Opportunity Zone Act
of 2005 (Public Law 109-135, 119 Stat.
25) (GOZA) and section 514 of the Tax
Increase Prevention and Reconciliation
Act of 2005 (Public Law 109-222, 120
Stat. 345) (TIPRA). On January 19, 2005,
the IRS and Treasury Department issued
Notice 2005-14, 20051 C.B. 498, provid-
ing interim guidance on section 199. On
November 4, 2005, the IRS and Treasury
Department published in the Federal Reg-
ister proposed regulations under section
199 (REG-105847-05, 2005-47 I.R.B.
987 [70 FR 67220]) (proposed regula-
tions). On January 11, 2006, the IRS and
Treasury Department held a public hearing
on the proposed regulations. Written and
electronic comments responding to the
proposed regulations were received. This
preamble describes the most significant
comments received by the IRS and Trea-
sury Department. Because of the large
volume of comments received, however,
the IRS and Treasury Department are not
able to address all of the comments in this
preamble. After consideration of all of
the comments, the proposed regulations
are adopted as amended by this Trea-
sury decision. Contemporaneous with
the publication of these final regulations,
temporary (T.D. 9262, 2006-24 I.R.B.
1040) and proposed (REG-111578-06,
2006-24 I.R.B. 1060) regulations have
been published involving the treatment
under section 199 of computer software
provided to customers over the Internet.

General Overview

Section 199(a)(1) allows a deduction
equal to 9 percent (3 percent in the case of
taxable years beginning in 2005 or 2006,
and 6 percent in the case of taxable years
beginning in 2007, 2008, or 2009) of the
lesser of (A) the qualified production ac-
tivities income (QPAI) of the taxpayer for
the taxable year, or (B) taxable income (de-
termined without regard to section 199) for
the taxable year (or, in the case of an indi-
vidual, adjusted gross income (AGI)).

Section 199(b)(1) limits the deduction
for a taxable year to 50 percent of the W-2
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wages paid by the taxpayer during the cal-
endar year that ends in such taxable year.
For this purpose, section 199(b)(2) defines
the term W-2 wages to mean, with respect
to any person for any taxable year of such
person, the sum of the amounts described
in section 6051(a)(3) and (8) paid by such
person with respect to employment of em-
ployees by such person during the calen-
dar year ending during such taxable year.
The term W-2 wages does not include any
amount that is not properly included in a
return filed with the Social Security Ad-
ministration on or before the 60th day after
the due date (including extensions) for the
return. Section 199(b)(3) provides that the
Secretary shall prescribe rules for the ap-
plication of section 199(b) in the case of an
acquisition or disposition of a major por-
tion of either a trade or business or a sep-
arate unit of a trade or business during the
taxable year.

Section 514(a) of TIPRA amended sec-
tion 199(b)(2) by excluding from the term
W-2 wages any amount that is not prop-
erly allocable to domestic production gross
receipts (DPGR) for purposes of section
199(c)(1). The IRS and Treasury Depart-
ment plan on issuing regulations on the
amendments made to section 199(b)(2) by
section 514 of TIPRA.

Qualified Production Activities Income

Section 199(c)(1) defines QPAI for any
taxable year as an amount equal to the ex-
cess (if any) of (A) the taxpayer’s DPGR
for such taxable year, over (B) the sum of
(i) the cost of goods sold (CGS) that are al-
locable to such receipts; and (ii) other ex-
penses, losses, or deductions (other than
the deduction under section 199) that are
properly allocable to such receipts.

Section 199(c)(2) provides that the Sec-
retary shall prescribe rules for the proper
allocation of items described in section
199(c)(1) for purposes of determining
QPAL Such rules shall provide for the
proper allocation of items whether or not
such items are directly allocable to DPGR.

Section 199(c)(3) provides special rules
for determining costs in computing QPAL
Under these special rules, any item or
service brought into the United States is
treated as acquired by purchase, and its
cost is treated as not less than its value im-
mediately after it enters the United States.
A similar rule applies in determining the
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adjusted basis of leased or rented prop-
erty when the lease or rental gives rise to
DPGR. If the property has been exported
by the taxpayer for further manufacture,
the increase in cost or adjusted basis
must not exceed the difference between
the value of the property when exported
and its value when brought back into the
United States after further manufacture.

Section 199(c)(4)(A) defines DPGR to
mean the taxpayer’s gross receipts that are
derived from: (i) any lease, rental, license,
sale, exchange, or other disposition of
(D qualifying production property (QPP)
that was manufactured, produced, grown,
or extracted (MPGE) by the taxpayer in
whole or in significant part within the
United States; (II) any qualified film pro-
duced by the taxpayer; or (III) electricity,
natural gas, or potable water (collectively,
utilities) produced by the taxpayer in the
United States; (ii) in the case of a taxpayer
engaged in the active conduct of a con-
struction trade or business, construction
of real property performed in the United
States by the taxpayer in the ordinary
course of such trade or business; or (iii) in
the case of a taxpayer engaged in the active
conduct of an engineering or architectural
services trade or business, engineering
or architectural services performed in the
United States by the taxpayer in the ordi-
nary course of such trade or business with
respect to the construction of real property
in the United States.

Section 199(c)(4)(B) excepts from
DPGR gross receipts of the taxpayer that
are derived from: (i) the sale of food and
beverages prepared by the taxpayer at a
retail establishment; (ii) the transmission
or distribution of utilities; or (iii) the lease,
rental, license, sale, exchange, or other
disposition of land.

Section 199(c)(4)(C) provides that
gross receipts derived from the manufac-
ture or production of any property de-
scribed in section 199(c)(4)(A)(1)(I) shall
be treated as meeting the requirements of
section 199(c)(4)(A)(i) if (i) such prop-
erty is manufactured or produced by the
taxpayer pursuant to a contract with the
Federal Government, and (ii) the Federal
Acquisition Regulation requires that title
or risk of loss with respect to such property
be transferred to the Federal Government
before the manufacture or production of
such property is complete.
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Section 199(c)(4)(D) provides that for
purposes of section 199(c)(4), if all of the
interests in the capital and profits of a part-
nership are owned by members of a sin-
gle expanded affiliated group (EAG) at all
times during the taxable year of such part-
nership, the partnership and all members
of such group shall be treated as a single
taxpayer during such period.

Section 199(c)(5) defines QPP to mean:
(A) tangible personal property; (B) any
computer software; and (C) any property
described in section 168(f)(4) (certain
sound recordings).

Section 199(c)(6) defines a qualified
film to mean any property described in
section 168(f)(3) if not less than 50 per-
cent of the total compensation relating to
production of the property is compensation
for services performed in the United States
by actors, production personnel, directors,
and producers. The term does not include
property with respect to which records
are required to be maintained under 18
U.S.C. 2257 (generally, films, videotapes,
or other matter that depict actual sexually
explicit conduct and are produced in whole
or in part with materials that have been
mailed or shipped in interstate or foreign
commerce, or are shipped or transported
or are intended for shipment or transporta-
tion in interstate or foreign commerce).

Section 199(c)(7) provides that DPGR
does not include any gross receipts of the
taxpayer derived from property leased, li-
censed, or rented by the taxpayer for use
by any related person. However, DPGR
may include such property if the property
is held for sublease, sublicense, or rent, or
is subleased, sublicensed, or rented, by the
related person to an unrelated person for
the ultimate use of the unrelated person.
See footnote 29 of H.R. Conf. Rep. No.
755, 108th Cong. 2d Sess. 260 (2004)
(Conference Report). A person is treated
as related to another person if both persons
are treated as a single employer under ei-
ther section 52(a) or (b) (without regard to
section 1563(b)), or section 414(m) or (0).

Pass-thru Entities

Section 199(d)(1)(A) provides that, in
the case of a partnership or S corpora-
tion, (i) section 199 shall be applied at the
partner or shareholder level, (ii) each part-
ner or shareholder shall take into account
such person’s allocable share of each item
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described in section 199(c)(1)(A) or (B)
(determined without regard to whether the
items described in section 199(c)(1)(A)
exceed the items described in section
199(c)(1)(B)), and (iii) each partner or
shareholder shall be treated for purposes
of section 199(b) as having W-2 wages
for the taxable year in an amount equal
to the lesser of (I) such person’s allocable
share of the W-2 wages of the partnership
or S corporation for the taxable year (as
determined under regulations prescribed
by the Secretary), or (II) 2 times 9 percent
(3 percent in the case of taxable years
beginning in 2005 or 2006, and 6 percent
in the case of taxable years beginning in
2007, 2008, or 2009) of so much of such
person’s QPAI as is attributable to items
allocated under section 199(d)(1)(A)(ii)
for the taxable year.

Section 514(b) of TIPRA amended
section 199(d)(1)(A)(iii) to provide in-
stead that each partner or shareholder
shall be treated for purposes of section
199(b) as having W-2 wages for the
taxable year equal to such person’s al-
locable share of the W-2 wages of the
partnership or S corporation for the tax-
able year (as determined under regulations
prescribed by the Secretary). The IRS
and Treasury Department plan on issuing
regulations on the amendments made to
section 199(d)(1)(A)(iii) by section 514 of
TIPRA.

Section 199(d)(1)(B) provides that, in
the case of a trust or estate, (i) the items
referred to in section 199(d)(1)(A)(ii) (as
determined therein) and the W-2 wages
of the trust or estate for the taxable year,
shall be apportioned between the benefi-
ciaries and the fiduciary (and among the
beneficiaries) under regulations prescribed
by the Secretary, and (ii) for purposes of
section 199(d)(2), AGI of the trust or es-
tate shall be determined as provided in sec-
tion 67(e) with the adjustments described
in such paragraph.

Section 199(d)(1)(C) provides that the
Secretary may prescribe rules requiring
or restricting the allocation of items and
wages under section 199(d)(1) and may
prescribe such reporting requirements as
the Secretary determines appropriate.

Individuals

In the case of an individual, sec-
tion 199(d)(2) provides that the deduc-
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tion is equal to the applicable percent
of the lesser of the taxpayer’s (A) QPAI
for the taxable year, or (B) AGI for the
taxable year determined after applying
sections 86, 135, 137, 219, 221, 222, and
469, and without regard to section 199.

Patrons of Certain Cooperatives

Section 199(d)(3)(A) provides that any
person who receives a qualified payment
from a specified agricultural or horticul-
tural cooperative shall be allowed for the
taxable year in which such payment is re-
ceived a deduction under section 199(a)
equal to the portion of the deduction al-
lowed under section 199(a) to such coop-
erative which is (i) allowed with respect to
the portion of the QPAI to which such pay-
ment is attributable, and (ii) identified by
such cooperative in a written notice mailed
to such person during the payment period
described in section 1382(d).

Section 199(d)(3)(B) provides that the
taxable income of a specified agricultural
or horticultural cooperative shall not be re-
duced under section 1382 by reason of that
portion of any qualified payment as does
not exceed the deduction allowable under
section 199(d)(3)(A) with respect to such
payment.

Section 199(d)(3)(C) provides that, for
purposes of section 199, the taxable in-
come of a specified agricultural or hor-
ticultural cooperative shall be computed
without regard to any deduction allowable
under section 1382(b) or (c) (relating to pa-
tronage dividends, per-unit retain alloca-
tions, and nonpatronage distributions).

Section 199(d)(3)(D) provides that,
for purposes of section 199, a specified
agricultural or horticultural cooperative
described in section 199(d)(3)(F)(ii) shall
be treated as having MPGE in whole or
in significant part any QPP marketed by
the organization that its patrons have so
MPGE.

Section 199(d)(3)(E) provides that, for
purposes of section 199(d)(3), the term
qualified payment means, with respect
to any person, any amount that (i) is de-
scribed in section 1385(a)(1) or (3), (ii) is
received by such person from a specified
agricultural or horticultural cooperative,
and (iii) is attributable to QPAI with re-
spect to which a deduction is allowed to
such cooperative under section 199(a).
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Section 199(d)(3)(F) provides that, for
purposes of section 199(d)(3), the term
specified agricultural or horticultural co-
operative means an organization to which
part I of subchapter T applies that is en-
gaged (i) in the MPGE in whole or in sig-
nificant part of any agricultural or horti-
cultural product, or (ii) in the marketing of
agricultural or horticultural products.

Expanded Affiliated Group

Section 199(d)(4)(A) provides that all
members of an EAG are treated as a single
corporation for purposes of section 199.
Section 199(d)(4)(B) provides that an
EAG is an affiliated group as defined in
section 1504(a), determined by substitut-
ing “more than 50 percent” for “at least 80
percent” each place it appears and without
regard to section 1504(b)(2) and (4).

Section 199(d)(4)(C) provides that, ex-
cept as provided in regulations, the sec-
tion 199 deduction is allocated among the
members of the EAG in proportion to each
member’s respective amount (if any) of
QPAL

Trade or Business Requirement

Section 199(d)(5) provides that sec-
tion 199 is applied by taking into account
only items that are attributable to the ac-
tual conduct of a trade or business.

Alternative Minimum Tax

Section 199(d)(6) provides that, for
purposes of determining the alternative
minimum taxable income under section
55, (A) QPAI shall be determined without
regard to any adjustments under sections
56 through 59, and (B) in the case of a
corporation, section 199(a)(1)(B) shall
be applied by substituting “alternative
minimum taxable income” for “taxable
income.”

Unrelated Business Taxable Income

Section 199(d)(7) provides that, for
purposes of determining the tax imposed
by section 511, section 199(a)(1)(B) shall
be applied by substituting ‘“unrelated
business taxable income” for “taxable in-
come.”
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Authority to Prescribe Regulations

Section 199(d)(8) authorizes the Secre-
tary to prescribe such regulations as are
necessary to carry out the purposes of sec-
tion 199, including regulations that pre-
vent more than one taxpayer from being al-
lowed a deduction under section 199 with
respect to any activity described in section
199(c)(H(A)().

Effective Date

The effective date of section 199 in
section 102(e) of the Act was amended
by section 403(a)(19) of the GOZA. Sec-
tion 102(e)(1) of the Act provides that the
amendments made by section 102 of the
Act shall apply to taxable years begin-
ning after December 31, 2004. Section
102(e)(2) of the Act provides that, in de-
termining the deduction under section 199,
items arising from a taxable year of a part-
nership, S corporation, estate, or trust be-
ginning before January 1, 2005, shall not
be taken into account for purposes of sec-
tion 199(d)(1). Section 514(c) of TIPRA
provides that the amendments made by
section 514 apply to taxable years begin-
ning after May 17, 2006, the enactment
date of TIPRA.

Summary of Comments and
Explanation of Provisions

Taxable Income

The section 199 deduction is not taken
into account in computing any net operat-
ing loss (NOL) or the amount of any NOL
carryback or carryover. Thus, except as
otherwise provided in §1.199-7(c)(2) of
the final regulations (concerning the por-
tion of a section 199 deduction allocated
to a member of an EAG), the section 199
deduction cannot create, or increase, the
amount of an NOL deduction.

For purposes of section 199(a)(1)(B),
taxable income is determined without re-
gard to section 199 and without regard
to any amount excluded from gross in-
come pursuant to section 114 of the Code
or pursuant to section 101(d) of the Act.
Thus, any extraterritorial income exclu-
sion or amount excluded from gross in-
come pursuant to section 101(d) of the Act
does not reduce taxable income for pur-
poses of section 199(a)(1)(B), even though
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such excluded amounts are taken into ac-
count in determining QPAL

Wage Limitation

The final regulations give the Secretary
authority to provide for methods of cal-
culating W-2 wages. Contemporaneous
with the publication of these final regu-
lations, Rev. Proc. 2006-22, 2006-23
L.R.B. 1033, has been published and pro-
vides for taxable years beginning on or be-
fore May 17, 2006, the enactment date of
TIPRA, the same three methods of calcu-
lating W-2 wages as were contained in
Notice 2005-14 and the proposed regula-
tions. It is expected that any new revenue
procedure applicable for taxable years be-
ginning after May 17, 2006, will contain
methods for calculating W-2 wages sim-
ilar to the three methods in Rev. Proc.
2006-22. The methods are included in
a revenue procedure rather than the final
regulations so that if changes are made to
Form W-2, “Wage and Tax Statement,” a
new revenue procedure can be issued re-
flecting those changes more promptly than
an amendment to the final regulations.

Taxpayers have inquired whether remu-
neration paid to employees for domestic
services in a private home of the employer,
which remuneration may be reported on
Schedule H (Form 1040), “Household
Employment Taxes,” or, under certain
conditions, on Form 941, “Employer’s
QUARTERLY Federal Tax Return,” are in-
cluded in W-2 wages. Such remuneration
is generally excepted from wages for in-
come tax withholding purposes by section
3401(a)(3) of the Code. Section 199(b)(5)
provides that section 199 shall be applied
by only taking into account items that are
attributable to the actual conduct of a trade
or business. Payments to employees of a
taxpayer for domestic services in a private
home of the taxpayer are not attributable
to the actual conduct of a trade or business
of the taxpayer. Accordingly, such pay-
ments are not included in W-2 wages for
purposes of section 199(b)(2).

The IRS and Treasury Department have
also received numerous inquiries concern-
ing whether amounts paid to workers who
receive Forms W-2 from professional em-
ployer organizations (PEOs), or employee
leasing firms, may be included in the W-2
wages of the clients of the PEOs or em-
ployee leasing firms. In order for wages
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reported on a Form W-2 to be included
in the determination of W-2 wages of a
taxpayer, the Form W-2 must be for em-
ployment by the taxpayer. Employees of
the taxpayer are defined in §1.199-2(a)(1)
of the final regulations as including only
common law employees of the taxpayer
and officers of a corporate taxpayer. Thus,
the issue of whether the payments to the
employees are included in W-2 wages de-
pends on an application of the common
law rules in determining whether the PEO,
the employee leasing firm, or the client
is the employer of the worker. As noted
in §1.199-2(a)(2) of the final regulations,
taxpayers may take into account wages re-
ported on Forms W-2 issued by other par-
ties provided that the wages reported on
the Forms W-2 were paid to employees of
the taxpayer for employment by the tax-
payer. However, with respect to individu-
als who taxpayers assert are their common
law employees for purposes of section 199,
taxpayers are reminded of their duty to file
returns and apply the tax law on a consis-
tent basis.

Commentators also raised the issue of
whether an individual filing as part of a
joint return may include wages paid by his
or her spouse to employees of his or her
spouse in determining the amount of the
individual’s W-2 wages for purposes of
the section 199 deduction. The example
given was an individual who had a trade
or business reported on Schedule C (Form
1040) with QPAI but no W-2 wages, and
the individual’s spouse had W-2 wages
in a second trade or business reported on
Schedule C (Form 1040) but no QPAL
Section 1.199-2(a)(4) of the final regu-
lations provides that married individuals
who file a joint return are treated as one
taxpayer for purposes of determining W-2
wages. Therefore, an individual filing as
part of a joint return may take into ac-
count wages paid to employees of his or
her spouse in determining the amount of
W-2 wages provided the wages are paid
in a trade or business of the spouse and the
other requirements of the final regulations
are met. In contrast, if the taxpayer and the
taxpayer’s spouse file separate returns, the
taxpayer may not use the spouse’s wages
in determining the taxpayer’s W-2 wages
for purposes of the taxpayer’s section 199
deduction because they are not considered
one taxpayer.
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Domestic Production Gross Receipts

Commentators suggested that rules
similar to the de minimis rules provided
in §§1.199-1(d)(2) (gross receipts alloca-
tion), 1.199-3(h)(4) (embedded services),
1.199-3(1)(1)(ii) (construction services),
and 1.199-3(m)(4) (engineering or archi-
tectural services) of the proposed regula-
tions, under which taxpayers may treat de
minimis amounts of non-DPGR as DPGR,
should be available in the opposite situ-
ation. Thus, for example, if a taxpayer’s
gross receipts that are allocable to DPGR
are less than 5 percent of its overall gross
receipts for the taxable year, the commen-
tators suggested that the final regulations
allow the taxpayer to treat those gross
receipts as non-DPGR. The IRS and Trea-
sury Department agree with this sugges-
tion, and the final regulations provide such
rules for the provisions discussed above
as well as under §1.199-3(1)(4)(iv)(B) for
utilities.

Several comments were received re-
garding the burden imposed by the re-
quirement in the proposed regulations that
QPAI be computed on an item-by-item
basis (rather than on a division-by-di-
vision, or product line-by-product line
basis). Several commentators urged the
IRS and Treasury Department to limit
the item-by-item standard to the require-
ments of §1.199-3 in determining DPGR
(that is, the lease, rental, license, sale,
exchange, or other disposition require-
ment, the in-whole-or-in-significant-part
requirement, etc.). Specifically, the com-
mentators argued that the item-by-item
standard is inconsistent with the cost al-
location methods provided in §1.199-4.
The IRS and Treasury Department agree
with this comment. Therefore, the final
regulations clarify that the item-by-item
standard applies solely for purposes of
the requirements of §1.199-3 noted above
in determining whether the gross receipts
derived from an item are DPGR. The final
regulations also provide that a taxpayer
must determine, using any reasonable
method that is satisfactory to the Secretary
based on all of the facts and circumstances,
whether gross receipts qualify as DPGR
on an item-by-item basis.

The proposed regulations provide that
an item is defined as the property offered
for lease, rental, license, sale, exchange or
other disposition to customers that meets
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the requirements of section 199. The pro-
posed regulations also provide several ex-
amples to illustrate this rule. Some com-
mentators observed that the examples in-
volving a manufacturer of toy cars that
sold the cars to toy stores appear to im-
ply that, in the case of property offered
for lease, rental, license, sale, exchange
or other disposition by a wholesaler, the
item is defined with reference to the prop-
erty offered for sale to retail consumers by
the wholesaler’s customer. The rules for
defining an item, and the related exam-
ples, have been clarified in the final reg-
ulations to provide that an item is defined
with reference to the property offered by
the taxpayer for lease, rental, license, sale,
exchange or other disposition to the tax-
payer’s customers in the normal course of
the taxpayer’s business, whether the tax-
payer is a wholesaler or a retailer.

The proposed regulations provide that,
if the property offered for lease, rental,
license, sale, exchange or other disposi-
tion by the taxpayer does not meet the re-
quirements of section 199, then the tax-
payer must treat as the item any portion
of that property that does meet those re-
quirements. In a case where two or more
portions of the property meet the require-
ments of section 199, commentators in-
quired whether the two or more portions
are properly treated as a single item or
as two or more items. The final regu-
lations generally are consistent with the
rules of the proposed regulations, and pro-
vide that if the gross receipts derived from
the lease, rental, license, sale, exchange or
other disposition of the property offered in
the normal course of a taxpayer’s business
do not qualify as DPGR, then any com-
ponent of such property is treated as the
item, provided the gross receipts attribut-
able to the component qualify as DPGR.
Allowing more than one component to be
treated as a single item would effectively
permit taxpayers to define an item as any
combination of components that, in the ag-
gregate, meets the requirements of section
199, a result that the IRS and Treasury De-
partment believe could lead to significant
distortions. Thus, the IRS and Treasury
Department believe that treating two or
more components of the property offered
for lease, rental, license, sale, exchange or
other disposition by the taxpayer as sepa-
rate items is the appropriate result. The fi-
nal regulations clarify that, if the property
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offered for lease, rental, license, sale, ex-
change or other disposition by the taxpayer
does not meet the requirements of section
199, then each component that meets the
requirements of §1.199-3 must be treated
as a separate item and such component
may not be combined with a component
that does not meet the requirements to be
treated as an item. The final regulations
provide examples illustrating this rule. It
follows that the de minimis rule for embed-
ded services and nonqualifying property,
as well as any other de minimis exception
that is applied at the item level, must be ap-
plied separately to each component of the
property that is treated as a separate item.

The proposed regulations provide that
gross receipts derived from a lease, rental,
license, sale, exchange or other dispo-
sition of qualifying property constitute
DPGR even if the taxpayer has already
recognized gross receipts from a previous
lease, rental, license, sale, exchange or
other disposition of the property. The IRS
and Treasury Department recognize that
in some cases, such as where the original
item (for example, steel) that was MPGE
or produced by the taxpayer within the
United States is disposed of by the tax-
payer, and incorporated by another person
into other property (for example, an au-
tomobile) that is subsequently acquired
by the taxpayer, it would be extremely
difficult for the taxpayer to identify the
item the gross receipts of which constitute
DPGR upon lease, rental, license, sale, ex-
change or other disposition of the acquired
property. Therefore, the final regulations
provide that if a taxpayer cannot reason-
ably determine without undue burden and
expense whether the acquired property
contains any of the original qualifying
property, or the amount, grade, or kind
of the original qualifying property, that
the taxpayer MPGE or produced within
the United States, then the taxpayer is not
required to determine whether any portion
of the acquired property qualifies as an
item. In such cases, the taxpayer may
treat any gross receipts derived from the
disposition of the acquired property that
are attributable to the original qualifying
property as non-DPGR.

The proposed regulations provide that,
for purposes of the requirement to allo-
cate gross receipts between DPGR and
non-DPGR, if a taxpayer can, without un-
due burden or expense, specifically iden-

June 19, 2006



tify where an item was manufactured, or if
the taxpayer uses a specific identification
method for other purposes, then the tax-
payer must use that specific identification
method to determine DPGR. One com-
mentator observed that Notice 2005-14
applies a readily available rather than an
undue burden or expense standard for this
purpose, and questioned whether the pro-
posed regulations were intended to impose
a substantively different standard. The
standard was changed in the proposed reg-
ulations in response to comments received
on Notice 2005-14. The commentators
were concerned that taxpayers would be
required under Notice 2005-14 to use
specific identification to allocate gross
receipts under section 199 if their infor-
mation systems contained the information
necessary to use specific identification,
even if capturing such information would
require costly system reconfigurations.
The undue burden and expense standard,
however, was not intended to expand the
scope of the requirement to use specific
identification to include taxpayers for
whom the information necessary to use
that method is not readily available in
their existing systems. Accordingly, the
final regulations utilize both terms.

Commentators were concerned that the
disposition of qualifying property would
not give rise to DPGR if provided as part
of a service related contract. However,
the proposed regulations in Example 4 in
§1.199-3(d)(5) already address this issue
by illustrating a qualifying disposition re-
sulting in DPGR as part of a service re-
lated contract. In that example, Y is hired
to reconstruct and refurbish unrelated cus-
tomers’ tangible personal property. Y in-
stalls the replacement parts (QPP) that Y
MPGE within the United States. The ex-
ample concludes that Y’s gross receipts
from the MPGE of the replacement parts
are DPGR. The final regulations retain this
example and include other examples of
service related contracts that also involve
the disposition of qualifying property giv-
ing rise to DPGR if all of the other section
199 requirements are met.

The proposed regulations provide that,
if a taxpayer recognizes and reports on a
Federal income tax return for a taxable
year gross receipts that the taxpayer identi-
fies as DPGR, then the taxpayer must treat
the CGS related to such receipts as relat-
ing to DPGR, even if they are incurred in
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a subsequent taxable year. The final reg-
ulations retain this rule in §1.199—-4(b)(2).
One commentator questioned whether this
rule applies to CGS incurred in a taxable
year to which section 199 applies, if the
gross receipts were recognized in a taxable
year prior to the effective date of section
199 but would have qualified as DPGR in
that taxable year if section 199 had been in
effect. The IRS and Treasury Department
believe that all gross receipts and costs
must be allocated between DPGR and non-
DPGR on a year-by-year basis, and the fi-
nal regulations provide that for taxpayers
using the section 861 method or the simpli-
fied deduction method, CGS that relates to
gross receipts recognized in a taxable year
prior to the effective date of section 199
must be allocated to non-DPGR.

For items that are disposed of under
contracts that span two or more taxable
years, the final regulations permit the use
of historical data to allocate gross receipts
between DPGR and non-DPGR. If a tax-
payer makes allocations using historical
data, and subsequently updates the data,
then the taxpayer must use the more recent
or updated data, starting in the taxable year
in which the update is made.

Two commentators suggested that the
final regulations permit taxpayers to clas-
sify multi-year contracts for purposes of
section 199 with reference to their clas-
sification under section 460. For exam-
ple, if a contract is classified as a con-
struction contract under section 460, the
commentators suggested that the contract
also be classified as a construction con-
tract under section 199. The IRS and Trea-
sury Department have determined, how-
ever, that the statutory requirements un-
der sections 199 and 460, and the regula-
tions thereunder, are sufficiently different
that it would not be appropriate for the fi-
nal regulations to permit the classification
of multi-year contracts under section 460
to determine whether the requirements of
section 199 are met with respect to that
contract. Accordingly, the final regula-
tions do not adopt this suggestion.

By the Taxpayer

One commentator suggested a simplify-
ing convention to determine which party
to a contract manufacturing arrangement
has the benefits and burdens of ownership
under Federal income tax principles. The
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commentator requested that the final reg-
ulations permit unrelated parties to a con-
tract manufacturing arrangement to desig-
nate, through a written and signed agree-
ment between the parties, which of them
shall be treated for purposes of section 199
as engaging in MPGE activities conducted
pursuant to the arrangement. The final reg-
ulations do not adopt the commentator’s
suggestion. The IRS and Treasury Depart-
ment continue to believe that the benefits
and burdens of ownership must be deter-
mined based on all of the facts and circum-
stances and a designation of benefits and
burdens would not be appropriate.

Government Contracts

Section 403(a)(7) of the GOZA added
new section 199(¢)(4)(C), which contains
a special rule for certain government con-
tracts. The final regulations clarify that
the special rule for government contracts
also applies to gross receipts derived from
certain subcontracts to manufacture or
produce property for the Federal gov-
ernment. See The Joint Committee on
Taxation Staff, Technical Explanation of
the Revenue Provisions of H.R. 4440, The
Gulf Opportunity Zone Act of 2005, 109th
Cong., Ist Sess. 77 (2005).

In Whole or in Significant Part

The proposed regulations, like Notice
2005-14, provide generally that QPP is
MPGE in whole or in significant part by
the taxpayer within the United States only
if the taxpayer’s MPGE activity in the
United States is substantial in nature. Al-
though some language in the section 199
substantial-in-nature requirement bears
similarities to language in the definition
of manufacture in §1.954-3(a)(4), the two
standards are different both in purpose
and in substance. Whether operations
are substantial in nature is relevant un-
der section 954 in determining whether
manufacturing has occurred. By contrast,
the substantial-in-nature requirement un-
der section 199 is relevant in determin-
ing whether the MPGE activity, already
determined to have occurred under the
requirement provided in §1.199-3(d) of
the proposed regulations (§1.199-3(e) of
the final regulations), was performed in
whole or in significant part by the taxpayer
within the United States. Accordingly, as
stated in the preamble to Notice 2005-14,
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case law and other precedent under sec-
tion 954 are not relevant for purposes of
the substantial-in-nature requirement un-
der section 199. Nor are they relevant
for purposes of determining whether an
activity is an MPGE activity under section
199. Similarly, the regulations under sec-
tion 199 are not relevant for purposes of
section 954.

Because the substantial-in-nature re-
quirement is generally applied by taking
into account all of the facts and circum-
stances, both the proposed regulations
and Notice 2005-14 provide a safe harbor
under which the in-whole-or-in-signifi-
cant-part requirement is satisfied if the
taxpayer’s conversion costs (that is, direct
labor and related factory burden) are 20
percent or more of the taxpayer’s CGS
with respect to the property. Commenta-
tors expressed confusion concerning the
related factory burden component of this
safe harbor, and suggested that overhead
be substituted for related factory burden in
the final regulations. Commentators fur-
ther noted that not all transactions yielding
DPGR under section 199 involve CGS
(for example, a lease, rental, or license
of QPP). In response to these comments,
the IRS and Treasury Department have
changed the safe harbor in the final reg-
ulations. The final regulations provide
that the in-whole-or-in-significant-part
requirement is satisfied if the taxpayer’s
direct labor and overhead to MPGE the
QPP within the United States account for
20 percent or more of the taxpayer’s CGS,
or in a transaction without CGS (for exam-
ple, a lease, rental, or license) account for
20 percent or more of the taxpayer’s un-
adjusted depreciable basis of the QPP. No
inference is intended regarding any similar
safe harbor under the Code, including the
safe harbor in §1.954-3(a)(4)(iii). For tax-
payers subject to section 263A, overhead
is all costs required to be capitalized under
section 263A except direct materials and
direct labor. For taxpayers not subject to
section 263A, overhead may be computed
using any reasonable method that is satis-
factory to the Secretary based on all of the
facts and circumstances, but may not in-
clude any cost, or amount of any cost, that
would not be required to be capitalized
under section 263A if the taxpayer were
subject to section 263A. In no event are
section 174 costs, and the cost of creating
intangible assets, attributable to tangible
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personal property ever treated as direct
labor and overhead, and taxpayers should
exclude such costs from their CGS or un-
adjusted depreciable basis, as applicable.

However, the final regulations also clar-
ify that, in the case of computer software
and sound recordings, research and exper-
imental expenditures under section 174 re-
lating to the computer software or sound
recordings, the cost of creating intangi-
ble assets for computer software or sound
recordings, and (in the case of computer
software) costs of developing the com-
puter software that are described in Rev.
Proc. 2000-50, 2000-2 C.B. 601 (soft-
ware development costs), are included in
both direct labor and overhead and CGS or
unadjusted depreciable basis for purposes
of the safe harbor, even if the costs are
incurred in a prior taxable year. In addi-
tion, the final regulations also clarify that
this is the case whether the computer soft-
ware or sound recording is itself the item
for purposes of section 199, or is affixed
or added to tangible personal property and
the taxpayer treats the combined property
as computer software or a sound record-
ing under the rules of §1.199-3(1)(5)). In
the case where the taxpayer produces com-
puter software and manufactures part of
the tangible personal property to which the
computer software is affixed, the taxpayer
may combine the direct labor and overhead
for the computer software and tangible per-
sonal property produced or manufactured
by the taxpayer in determining whether it
meets the safe harbor.

The final regulations provide that, in
applying the safe harbor to an item for the
taxable year, all computer software devel-
opment costs, any cost of creating intangi-
ble assets for computer software or sound
recordings, and section 174 costs (for com-
puter software or sound recordings), in-
cluding those paid or incurred in a prior
taxable year, must be allocated over the
estimated number of units of the item of
which the taxpayer expects to dispose. An
example of this rule is provided in the final
regulations.

The proposed regulations provide that
an EAG member must take into account all
of the previous MPGE or production activ-
ities of the other members of the EAG in
determining whether its MPGE or produc-
tion activities are substantial in nature. It
has been suggested that this rule be modi-
fied to allow the EAG member to take into
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account all MPGE or production activities
of the other EAG members rather than just
the previous MPGE or production activi-
ties of the members. The final regulations
do not adopt this suggestion because the
IRS and Treasury Department believe that
the EAG member must determine whether
its MPGE or production activities meet the
substantial-in-nature requirement at or be-
fore the time EAG member disposes of the
property. Similar rules apply for purposes
of the safe harbor under §1.199-3(g)(3)(1).

Section 3.04(5)(d) of Notice 2005-14
generally provides that design and devel-
opment activities must be disregarded in
applying the general substantial-in-nature
requirement and the safe harbor for tangi-
ble personal property. The proposed reg-
ulations clarify that research and exper-
imental activities under section 174 and
the creation of intangibles do not qual-
ify as substantial in nature. A commen-
tator questioned whether, with respect to
tangible personal property, activities that
constitute both an MPGE activity as well
as a section 174 activity must nonethe-
less be excluded from the determination of
whether the taxpayer’s MPGE of the QPP
is substantial in nature because all section
174 activities are disregarded in making
such a determination. The IRS and Trea-
sury Department continue to believe that,
with the exception of computer software
and sound recordings, it is not appropri-
ate to include any section 174 activities in
the determination of whether the MPGE
of QPP is substantial in nature. However,
the IRS and Treasury Department recog-
nize that, although section 174 costs are
not required to be capitalized under sec-
tion 263A to the produced property, a tax-
payer may capitalize such costs to the QPP
under section 263A. Accordingly, the fi-
nal regulations permit, as a matter of ad-
ministrative convenience, a taxpayer to in-
clude such costs as CGS or unadjusted de-
preciable basis for purposes of the 20 per-
cent safe harbor.

A commentator asked that the final reg-
ulations clarify that gross receipts relating
to computer software updates that are pro-
vided as part of a computer software main-
tenance contract qualify as DPGR if all of
the requirements of section 199(c)(4) are
met. The final regulations include an ex-
ample demonstrating that gross receipts re-
lating to computer software updates may
qualify as DPGR even if the computer
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software updates are provided pursuant to
a computer software maintenance agree-
ment.

The preamble to the proposed regula-
tions states that the creation and licens-
ing of copyrighted business information
reports do not constitute the MPGE of QPP
because the database is not QPP. However,
it has come to the attention of the IRS and
Treasury Department that some business
information reports published by the tax-
payer may qualify as QPP, for example,
business information reports published by
the taxpayer in books that qualify as QPP.
Therefore, no inference should be drawn
from the preamble to the proposed regu-
lations as to whether business information
reports qualify for the section 199 deduc-
tion.

The proposed regulations provide in
§1.199-3(f)(2) that QPP will be treated as
MPGE in significant part by the taxpayer
within the United States if the MPGE of
the QPP by the taxpayer within the United
States is substantial in nature taking into
account all of the facts and circumstances,
including the relative value added by, and
relative cost of, the taxpayer’s MPGE
activity within the United States, the na-
ture of the property, and the nature of the
MPGE activity that the taxpayer performs
within the United States.

One commentator suggested that, if a
taxpayer manufactures a key component of
QPP and purchases the rest of the compo-
nents, the fact that the taxpayer manufac-
tured the key component should satisfy the
substantial-in-nature requirement with re-
spect to the QPP that incorporates the key
component. For example, X manufactures
computer chips within the United States.
X installs the computer chips that it man-
ufactures in computers that X purchases
from unrelated persons and sells the fin-
ished computers individually to customers.
Although the computer chips are key com-
ponents of the computers and the com-
puters will not operate without them, the
manufacture of the key components does
not, by itself, satisfy the substantial-in-na-
ture requirement with respect to the fin-
ished computers and the taxpayer’s activi-
ties with respect to the finished computers
must meet either the substantial-in-nature
requirement under §1.199-3(g)(2) or the
safe harbor under §1.199-3(g)(3) of the fi-
nal regulations. The final regulations con-
tain an example to illustrate this rule.
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In Example 4 in §1.199-3(f)(4) of
the proposed regulations, X licenses a
qualified film to Y for duplication of the
film onto DVDs. Y purchases the DVDs
from an unrelated person. The exam-
ple concludes that unless Y satisfies the
safe harbor under §1.199-3(f)(3) of the
proposed regulations, Y’s income for du-
plicating X’s qualified film onto DVDs
is non-DPGR because the duplication is
not substantial in nature relative to the
DVD with the film. One commentator
disagreed with the conclusion in this ex-
ample because duplicating a DVD may
involve considerable activities. This ex-
ample and other examples illustrating the
substantial-in-nature requirement have
been removed from the final regulations
because the determination of what is sub-
stantial in nature is determined based on
all the facts and circumstances. No in-
ference should be drawn as to whether an
activity is, or is not, substantial in nature
by the removal of any example.

Derived From a Lease, Rental, License,
Sale, Exchange, or Other Disposition

Section 1.199-3(h)(1) of the pro-
posed regulations provides that applicable
Federal income tax principles apply to
determine whether a transaction is, in
substance, a lease, rental, license, sale,
exchange, or other disposition of QPP,
whether it is a service, or whether it is
some combination thereof. In the pream-
ble to the proposed regulations, the IRS
and Treasury Department acknowledge
that the short-term nature of a transaction
does not, by itself, render the transaction
a service for purposes of section 199 and
that many transactions include both ser-
vice and property rental elements. The
preamble further states that not every
transaction in which property is used in
connection with providing a service to
customers, however, constitutes a mixture
of services and rental for which alloca-
tion of gross receipts is appropriate and
provides an example of a video arcade
that features video game machines that the
taxpayer MPGE. The machines remain in
the taxpayer’s possession during the cus-
tomers’ use. The example concludes that
gross receipts derived from customers’ use
of the machines at the taxpayer’s arcade
are not derived from the lease, rental, li-
cense, sale, exchange, or other disposition
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of the machines. Rather, the machines are
used to provide a service and, thus, the
gross receipts are non-DPGR. While the
general rule stated in §1.199-3(h)(1) of
the proposed regulations is retained in the
final regulations under §1.199—(3)(I)(1),
the preamble example is not included in
the final regulations because the determi-
nation of whether a transaction is a service
or a rental is based upon all the facts
and circumstances. No inference should
be drawn as to whether the transaction
constitutes a service or rental (or some
combination thereof) by the removal of
the example.

Section 1.199-3(h)(1) of the proposed
regulations provides that the value of prop-
erty received by a taxpayer in a taxable
exchange of QPP MPGE in whole or in
significant part within the United States,
a qualified film produced by the taxpayer,
or utilities produced by the taxpayer in the
United States, for an unrelated person’s
property is DPGR for the taxpayer. How-
ever, unless the taxpayer meets all of the
requirements under section 199 with re-
spect to any further MPGE by the taxpayer
of the QPP or any further production by
the taxpayer of the film or utilities received
in the taxable exchange, any gross receipts
derived from the sale by the taxpayer of the
property received in the taxable exchange
are non-DPGR, because the taxpayer did
not MPGE or produce such property, even
if the property was QPP, a qualified film,
or utilities in the hands of the other party
to the transaction.

A commentator requested that, with
regard to certain taxable exchanges, the
final regulations provide a safe harbor
that would accommodate long-standing
industry accounting practices for these ex-
changes. The final regulations provide a
safe harbor whereby the gross receipts de-
rived by the taxpayer from the sale of eligi-
ble property (as defined later) received in
a taxable exchange, net of any adjustments
between the parties involved in the taxable
exchange to account for differences in the
eligible property exchanged (for example,
location differentials and product differ-
entials), may be treated as the value of the
eligible property received by the taxpayer
in the taxable exchange. In addition, if the
taxpayer engages in any further MPGE
or production activity with respect to the
eligible property received in the taxable
exchange, then, unless the taxpayer meets
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the in-whole-or-in significant-part require-
ment under §1.199-3(g)(1) with respect to
the property sold, the taxpayer must also
value the property sold without taking into
account the gross receipts attributable to
the further MPGE or production activity.
The final regulations define eligible prop-
erty as oil, natural gas, and petrochemicals,
or products derived from oil, natural gas,
petrochemicals, or any other property or
product designated by publication in the
Internal Revenue Bulletin. Under the safe
harbor, the taxable exchange is deemed to
occur on the date of the sale of the eligible
property received in the exchange to the
extent that the sale occurs no later than the
last day of the month following the month
in which the exchanged eligible property
is received by the taxpayer.

The proposed regulations provide that,
in the case of gross receipts derived from
a lease of QPP or a qualified film, the en-
tire amount of the lease income, including
any interest that is not separately stated,
is considered derived from the lease of
the QPP or qualified film. Commentators
noted that many leases of personal prop-
erty separately state a finance or interest
component. The IRS and Treasury De-
partment believe that Congress intended
for all financing or interest components
of a lease of qualifying property to be
considered DPGR (assuming all the other
requirements of section 199 are met). Ac-
cordingly, the final regulations provide
that all financing and interest components
of a lease of qualifying property are con-
sidered to be derived from the lease of
such qualifying property.

Section 1.199-3(h)(4) of the proposed
regulations provides exceptions to the gen-
eral rule that DPGR does not include gross
receipts derived from services or nonqual-
ifying property. The exceptions are for
embedded qualified warranties, delivery,
operating manuals, and installation. The
final regulations retain these exceptions
and provide a new exception for embed-
ded computer software maintenance con-
tracts. None of these exceptions, which al-
low gross receipts attributable to such em-
bedded services and nonqualifying prop-
erty to be treated as DPGR, is available if,
in the normal course of the taxpayer’s trade
or business, the price for the service or
nonqualifying property is separately stated
or is separately offered to the customer.
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One commentator asked for clarifica-
tion concerning the meaning of the term
normal course of a taxpayer’s trade or
business and when something would be
considered to be separately stated or sepa-
rately offered to a customer. The purpose
of the exceptions is to reduce the bur-
den on a taxpayer of having to allocate
a portion of its gross receipts to these
commonly occurring types of services
and property if the taxpayer does not nor-
mally price or offer such items separately.
Whether a taxpayer separately offers or
states the price for such an item in the
normal course of its trade or business de-
pends on the facts and circumstances. If,
for example, a taxpayer separately states
the price for installation for a few of its
customers on a case by case basis, then the
taxpayer may be considered to have not
separately stated the price of installation in
the normal course of its trade or business.
The requirements have been changed in
the final regulations to clarify that the
normal-course-of-trade-or-business  re-
quirement applies to both the separately
stated price prong and the separately of-
fered prong of the embedded services and
nonqualifying property rules.

Several comments were received con-
cerning the rule in the proposed regula-
tions under which gross receipts attribut-
able to advertising in newspapers, maga-
zines, telephone directories, or periodicals
may qualify as DPGR to the extent that the
gross receipts, if any, derived from the dis-
position of those printed materials quali-
fies as DPGR. The final regulations clar-
ify that this list is not limited to these four
types of printed materials, and that the rule
applies to other similar printed materials.

Section 3 of Notice 2005-14 explains
that the basis for the rule relating to adver-
tising income is that such income is inex-
tricably linked to the gross receipts (if any)
derived from the disposition of the printed
materials listed in the proposed regula-
tions. After considering the comments re-
ceived, the IRS and Treasury Department
believe that the same reasoning applies in
the case of a qualified film (for example,
a television program). Accordingly, the
rule for advertising has been extended in
the final regulations to apply to qualified
films. The wording of the advertising rule
has been changed to clarify that the amount
of gross receipts attributable to the dispo-
sition of the printed materials or qualified
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film does not limit the amount of gross re-
ceipts attributable to the advertising that
may be treated as DPGR under the rule. In
addition, the final regulations clarify that
there need be no gross receipts attributable
to the disposition of the printed materials
or qualified film for the gross receipts from
the advertising to qualify as DPGR.

One commentator requested that the
final regulations recognize that gross re-
ceipts derived from the sale of advertising
slots in live or delayed television broad-
casts (that are produced by the taxpayer
and that otherwise meet the requirements
for a qualified film) are DPGR. While
live and delayed television programming
may otherwise meet the requirements to
be treated as a qualified film, in order for
the gross receipts derived from advertis-
ing slots to be DPGR, there must also be
a qualifying disposition of the qualified
film. The IRS and Treasury Department
continue to believe that a live or delayed
television broadcast of a qualified film is
not a lease, rental, license, sale, exchange
or other disposition of the qualified film.
Commentators noted, however, that if the
live or delayed television programming is
licensed to an unrelated cable company,
then the license of the programming is
a qualifying disposition that gives rise
to DPGR and if the rule for advertising
were extended to qualified films, then the
portion of the advertising receipts relating
to the license of the qualified film would
also be DPGR. The IRS and Treasury De-
partment agree with these comments, and
the final regulations provide examples to
clarify these points.

Qualifying Production Property

Under §1.199-3(1)(5)(1) of the pro-
posed regulations, if a taxpayer MPGE
computer software or sound recordings
that is affixed or added to tangible per-
sonal property by the taxpayer (for exam-
ple, a computer diskette or an appliance),
then the taxpayer may treat the tangible
personal property as computer software
or sound recordings, as applicable. A
commentator questioned whether this rule
should apply if, for example, a taxpayer
hires an unrelated person to affix computer
software or sound recordings produced by
the taxpayer to a compact disc. In response
to this comment, the final regulations have
dropped the by-the-taxpayer requirement
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in this context. A similar rule has been
provided for qualified films.

Qualified Films

Section §1.199-3(j)(1) of the proposed
regulations provides that, a qualified film
means any motion picture film or video
tape under section 168(f)(3), or live or de-
layed television programming, if not less
than 50 percent of the total compensation
paid to all actors, production personnel,
directors, and producers relating to the
production of the motion picture film,
video tape, or television programming
is compensation for services performed
in the United States by those individu-
als. One commentator was concerned that
the list of production personnel described
under §1.199-3(j)(1) of the proposed
regulations diminishes the general rule
under §1.199-3(j)(5) that compensation
for services includes all direct and indi-
rect compensation costs required to be
capitalized under section 263A for film
producers under §1.263A—1(e)(2) and (3).
The commentator also stated that it may
be difficult to determine which persons are
production personnel. The final regula-
tions under §1.199-3(k)(1) clarify that the
list of production personnel is not exclu-
sive, and that compensation for services
includes all direct and indirect compensa-
tion costs required to be capitalized under
§1.263A-1(e)(2) and (3).

In response to questions received by
the IRS and Treasury Department, the
final regulations clarify that actors may
include players, newscasters, or any other
persons performing in a qualified film.
The final regulations also clarify that
the  not-less-than—50-percent-of-the-to-
tal-compensation requirement is deter-
mined by reference to all compensation
paid in the production of the film and is
calculated using a fraction. The numer-
ator of the fraction is the compensation
paid by the taxpayer to actors, production
personnel, directors, and producers for
services relating to the production of the
film (production services) performed in
the United States, and the denominator is
the sum of the total compensation paid by
the taxpayer to all such individuals regard-
less of where the production services are
performed and the total compensation paid
by others to all such individuals regardless
of where the production services are per-
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formed. The final regulations provide an
example of this calculation.

Tangible Personal Property and Real
Property

Commentators requested that the fi-
nal regulations define tangible personal
property and real property for purposes
of section 199. The final regulations de-
fine tangible personal property as any
tangible property other than land, real
property described in the construction
rules in §1.199-3(m)(1), computer soft-
ware described in §1.199-3(j)(3), sound
recordings described in §1.199-3(j)(4), a
qualified film described in §1.199-3(k)(1),
and utilities described in §1.199-3(1). In
response to commentators’ suggestions,
the final regulations further define tan-
gible personal property as also including
any gas (other than natural gas described
in §1.199-3(1)(2)), chemicals, and simi-
lar property, for example, steam, oxygen,
hydrogen, and nitrogen.

The final regulations define the term
real property to mean buildings (includ-
ing items that are structural components
of such buildings), inherently permanent
structures (as defined in §1.263A-8(c)(3))
other than machinery (as defined in
§1.263A-8(c)(4)) (including items that
are structural components of such inher-
ently permanent structures), inherently
permanent land improvements, oil and
gas wells, and infrastructure (as defined
in §1.199-3(m)(4)). Property MPGE by
a taxpayer that is not real property in the
hands of such taxpayer, but that may be
incorporated into real property by another
taxpayer, is not treated as real property
by the producing taxpayer (for example,
bricks, nails, paint, and windowpanes).
Structural components of buildings and
inherently permanent structures include
property such as walls, partitions, doors,
wiring, plumbing, central air conditioning
and heating systems, pipes and ducts, el-
evators and escalators, and other similar
property. In addition, an entire utility plant
including both the shell and the interior
will be treated as an inherently permanent
structure.

Construction of Real Property

One commentator recommended that
DPGR derived from the construction of
real property as well as DPGR from en-

1072

gineering and architectural services for a
construction project include W-2 wages
earned as an employee. At the time the
taxpayer performs construction activities,
or engineering or architectural services,
the taxpayer must be engaged in a trade
or business that is considered construc-
tion, engineering or architectural services
for purposes of the North American In-
dustry Classification System (NAICS).
W-2 wages earned by an employee are
not earned in connection with a trade or
business that is considered construction,
or engineering or architectural services,
for purposes of the NAICS. Consequently,
this recommendation has not been adopted
in the final regulations.

The proposed regulations include
within the definition of construction ser-
vices activities relating to drilling an oil
well and mining pursuant to which the tax-
payer could deduct intangible drilling and
development costs under section 263(c)
and §1.612—-4, and development expendi-
tures for a mine or natural deposit under
section 616. The IRS and Treasury De-
partment are aware that in many situations
taxpayers provide these services with re-
spect to property owned by another party,
and therefore such taxpayers are ineligible
to claim the deductions for such costs un-
der the provisions described above. The
language of the final regulations has been
changed to clarify that taxpayers providing
such services are engaging in construction
services that may qualify under section
199.

The preamble to the proposed regula-
tions states that commentators requested
that qualifying construction activities in-
clude construction activities related to oil
and gas wells. The preamble further states
that the proposed regulations provide as a
matter of administrative grace that quali-
fying construction activities include activ-
ities relating to drilling an oil well. Simi-
larly, under §1.199-3(1)(2) of the proposed
regulations, construction activities include
activities relating to drilling an oil well. A
commentator noted the inadvertent omis-
sion of gas wells and the final regulations
correct the omission.

The proposed regulations provide that
DPGR does not include gross receipts at-
tributable to the sale or other disposition
of land (including zoning, planning, enti-
tlement costs, and other costs capitalized
into the land such as grading and demo-
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lition of structures under section 280B).
Commentators contended that grading
and demolition are construction-related
activities, and that gross receipts attribut-
able to these activities should qualify as
DPGR. After considering the comments,
the IRS and Treasury Department believe
it is appropriate to apply to grading and
demolition activities the same rule that the
proposed regulations apply to other con-
struction activities, such as landscaping
and painting. Accordingly, services such
as grading, demolition, clearing, excavat-
ing, and any other activities that physically
transform the land are activities constitut-
ing construction only if these services are
performed in connection with other activi-
ties (whether or not by the same taxpayer)
that constitute the erection or substantial
renovation of real property. The IRS and
Treasury Department continue to believe
that gross receipts attributable to the sale
or other disposition of land (including
zoning, planning, and entitlement costs)
are properly considered gross receipts at-
tributable to the land, not to a qualifying
construction activity, and, therefore, are
non-DPGR.

In response to a suggestion by a com-
mentator, the final regulations provide that
a taxpayer engaged in a construction ac-
tivity must make a reasonable inquiry or a
reasonable determination whether the ac-
tivity relates to the erection or substantial
renovation of real property in the United
States.

The proposed regulations contain an ex-
ample of an electrical contractor who pur-
chases wires, conduits, and other electrical
materials that the contractor installs in con-
struction projects in the United States and
that are considered structural components.
The example concludes that the gross re-
ceipts that the contractor derives from in-
stalling these materials are derived from
construction, but that the gross receipts at-
tributable to the purchased materials are
not. Commentators objected to this result,
contending that it places an unreasonable
administrative burden on taxpayers per-
forming construction activities. The final
regulations, including the example, pro-
vide that, in such circumstances, the tax-
payer performing the construction services
is not required to allocate gross receipts
to the purchased materials and treat such
gross receipts as non-DPGR, provided the
materials and supplies are consumed in the
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construction project or become part of the
constructed real property.

Section 199(c)(4)(A), as amended by
the GOZA, requires that a taxpayer be
engaged in the active conduct of a con-
struction trade or business for the tax-
payer’s construction activity to qualify
under section 199. The proposed regu-
lations provide that a taxpayer may not
treat as DPGR gross receipts derived from
construction unless the taxpayer is en-
gaged in a construction trade or business
on a regular and ongoing basis. Com-
mentators expressed concern that this
requirement would preclude construction
project-specific joint ventures or partner-
ships, a common business structure in the
construction industry, from qualifying un-
der section 199. Typically, such entities
are formed for the purpose of a specific
construction project, and are terminated or
dissolved when the project is completed.
The final regulations continue to require
that a taxpayer be engaged in a regular and
ongoing construction trade or business,
but provide a safe harbor rule under which
entities formed specifically for purposes
of a particular construction project may
qualify. Under the safe harbor rule, if
a taxpayer is engaged in a construction
trade or business, then the taxpayer will be
considered to be engaged in such trade or
business on a regular and ongoing basis if
the taxpayer derives gross receipts from an
unrelated person by selling or exchanging
the constructed real property within 60
months of the date on which construction
is complete.

Commentators also expressed concern
that taxpayers would not meet the require-
ment of being engaged in a construction
business on a regular and ongoing basis if
the taxpayer is newly-formed or otherwise
is in the first taxable year of a new con-
struction trade or business. Although some
taxpayers may meet the regular-and-on-
going-business requirement under the safe
harbor rule discussed previously, the final
regulations provide that, in the case of a
newly-formed trade or business or a tax-
payer in its first taxable year, the taxpayer
will satisfy the regular-and-ongoing-basis
requirement if it reasonably expects to be
engaged in a construction trade or business
on a regular and ongoing basis.

The IRS and Treasury Department
received a comment requesting clar-
ification of the land safe harbor of
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§1.199-3(D)(5)(ii) of the proposed reg-
ulations. Under the land safe harbor, the
taxpayer is permitted to allocate gross
receipts between real property other than
land, and land, according to a formula.
The taxpayer must reduce gross receipts
by the costs of the land and any other costs
capitalized to the land, plus a percentage
of those costs, and costs related to DPGR
must be reduced by the costs of the land
and any other costs capitalized to the land.
The percentage ranges from 5 to 15 per-
cent, depending upon the length of time
the taxpayer held the land. The commen-
tator asked whether the holding period
of a previous owner of the land would
be attributed to the new owner, and what
rules apply for purposes of computing the
new owner’s cost basis. Generally, if an
existing provision of the Code or regula-
tions would apply to require attribution of
the holding period of a previous owner of
property to a new owner, the same rules
will apply in the case of a previous owner’s
holding period in land for purposes of the
land safe harbor rule of section 199. For
example, the holding period of the previ-
ous owner (P) would carry over to the new
owner (N) under existing Federal income
tax principles if P were a partner in part-
nership N, and P contributed the land to N.
The same result would apply if, instead,
the land was distributed by partnership P
to N, its partner. In the case of partnership
or other pass-thru entity, the land safe har-
bor is applied at the partnership or other
pass-thru entity level and is not applied at
the partner or owner level.

With regard to the land safe harbor dis-
cussed in the preceding paragraph, the pro-
posed regulations state that the length of
time a taxpayer is deemed to hold the land
begins on the date the taxpayer acquires
the land, including the date the taxpayer
enters into the first option to acquire all or
a portion of the land, and ends on the date
the taxpayer sells each item of real prop-
erty on the land. Commentators stated that
development of the land generally does not
begin until the land is acquired and any op-
tion to acquire land is based on the land’s
fair market value. Because developers are
paying fair market value, the commenta-
tors suggested that the period for deter-
mining the percentage should not include
any option period. The IRS and Treasury
Department generally agree with the com-
mentator’s suggestion, and the final reg-
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ulations do not include the option period
except where the option does not include
provisions to adjust the purchase price to
approximate fair market value.

Example I in §1.199-3(m)(5)(iii) of the
proposed regulations provides that X, who
is in a construction trade or business under
NAICS Code 23 on a regular and ongoing
basis, purchases a building and retains Y,
a general contractor, to perform construc-
tion services in connection with a substan-
tial renovation of the building. The exam-
ple concludes that X’s gross receipts de-
rived from the disposition of the building
are non-DPGR, and that Y’s gross receipts
from amounts paid to it by X are DPGR.
In addition, the example illustrates that
gross receipts of subcontractors hired by Y
qualify as DPGR. Some commentators in-
ferred from this example that the taxpayer
must, at a minimum, be a legally desig-
nated general contractor before its gross
receipts may qualify as DPGR. The ex-
ample was not intended to imply that a
taxpayer must be a licensed general con-
tractor. The final regulations clarify that
activities constituting construction include
activities typically performed by a gen-
eral contractor, or that constitute general
contractor-level work, such as activities
relating to management and oversight of
the construction process (for example, ap-
provals, periodic inspection of the progress
of the construction project, and required
job modifications). The example has been
modified in the final regulations to illus-
trate that the person hired by the build-
ing owner, although not a licensed gen-
eral contractor, qualifies as engaging in
construction activities by virtue of provid-
ing management and oversight of the con-
struction process.

Several commentators recommended
that the final regulations provide that, for
purposes of the de minimis exception of
§1.199-3(1)(5)(ii) (regarding construc-
tion services), gross receipts attributable
to land be disregarded for purposes of
calculating the de minimis exception. In
response to the comments, the final reg-
ulations clarify that, if a taxpayer applies
the land safe harbor, then the gross re-
ceipts excluded under the land safe harbor
are excluded in determining total gross
receipts under the de minimis exception.
The final regulations also provide that, if
a taxpayer does not apply the land safe
harbor and uses any reasonable method
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(for example, an appraisal of the land)
to allocate gross receipts attributable to
the land to non-DPGR, then a taxpayer
applies the de minimis exception by ex-
cluding such gross receipts derived from
the sale, exchange, or other disposition of
the land from total gross receipts.

A commentator requested that the defi-
nition of construction activities not be lim-
ited to direct activities and should include
services incidental to the performance
of such activities. As an administrative
convenience, the final regulations provide
that construction activities include certain
administrative support services such as
billing and secretarial services performed
by the taxpayer. The final regulations
provide a similar rule for engineering and
architectural services.

Engineering and Architectural Services

A commentator suggested that the defi-
nition of engineering and architectural ser-
vices include services related to the inspec-
tion or evaluation of real property after
construction has been completed. The fi-
nal regulations do not adopt this sugges-
tion because engineering and architectural
services relating to post-construction ac-
tivities are not activities constituting con-
struction.

Allocation of Cost of Goods Sold and
Deductions

A commentator requested clarification
as to whether a taxpayer’s CGS allocable
to DPGR is determined using the methods
of accounting used to compute CGS for the
taxpayer’s books or financial statements or
the methods of accounting used to com-
pute CGS in determining Federal taxable
income. Section 1.199-4(b) of the pro-
posed regulations provides that CGS is de-
termined under the methods of accounting
that the taxpayer uses to compute Federal
taxable income. Accordingly, this section
has not been modified and the final regu-
lations continue to provide that, in deter-
mining CGS allocable to DPGR, CGS is
determined using the methods of account-
ing that the taxpayer uses to compute its
Federal taxable income.

Consistent with both the proposed reg-
ulations and Notice 200514, the final reg-
ulations continue to provide three methods
for allocating and apportioning deductions
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(thatis, the section 861 method, the simpli-
fied deduction method, and the small busi-
ness simplified overall method). However,
modifications have been made in the fi-
nal regulations to the qualification require-
ments of the simplified deduction method.

Under the simplified deduction method,
a taxpayer’s expenses, losses, or deduc-
tions (deductions) (other than a net op-
erating loss deduction) are apportioned
between DPGR and non-DPGR based
on relative gross receipts. The proposed
regulations permit a taxpayer to use the
simplified deduction method if it has aver-
age annual gross receipts of $25,000,000
or less, or total assets at the end of the tax-
able year of $10,000,000 or less. Several
commentators requested that the aver-
age annual gross receipts threshold for
the simplified deduction method be ei-
ther increased or removed. In response
to these comments, the IRS and Treasury
Department have modified the eligibility
requirements for the simplified deduction
method. Under the final regulations, a
taxpayer may use the simplified deduc-
tion method if it has average annual gross
receipts of $100,000,000 or less, or total
assets at the end of the taxable year of
$10,000,000 or less. The IRS and Trea-
sury Department continue to believe that
for taxpayers above these thresholds the
section 861 method is the appropriate
method for allocating and apportioning
deductions for purposes of determining
QPAL

Under the land safe harbor provided
in §1.199-3(1)(5)(ii) of the proposed reg-
ulations, a taxpayer may allocate gross
receipts between the proceeds from the
sale, exchange, or other disposition of
real property constructed by the taxpayer
and land by reducing its costs related to
DPGR under §1.199-4 by the cost of land
and other costs capitalized to the land
(land costs) and reducing its DPGR by
those land costs plus a percentage. Un-
der the small business simplified overall
method, a taxpayer’s CGS and deductions
are apportioned between DPGR and other
receipts based on relative gross receipts.
Commentators have questioned whether
a taxpayer that uses the small business
simplified overall method would have to
reallocate land costs using the allocation
formula provided by that method even
though such costs have already been al-
located in accordance with the land safe
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harbor. The final regulations clarify that
a taxpayer that uses the land safe harbor
to allocate gross receipts between real
property constructed by the taxpayer and
land does not take into account under the
small business simplified overall method
provided in §1.199—4(f) the costs that have
already been taken into account for pur-
poses of section 199 pursuant to the land
safe harbor.

Expanded Affiliated Groups

The proposed regulations provide gen-
erally that if a member of an EAG (the
disposing member) derives gross receipts
from the lease, rental, license, sale, ex-
change, or other disposition of QPP, a
qualified film, or utilities MPGE or pro-
duced by another member or members of
the same EAG, the disposing member is
treated as conducting the activities con-
ducted by each other member of the EAG
with respect to the QPP, qualified film, or
utilities in determining whether its gross
receipts are DPGR. A question arose as to
when the determination of whether corpo-
rations are members of the same EAG for
purposes of the attribution of activities is
to be made. The final regulations clarify
that attribution of activities between mem-
bers of the same EAG is tested at the time
that the disposing member disposes of the
QPP, qualified film, or utilities. Examples
are provided to illustrate this provision.

Section 1.199-1(d) of the proposed reg-
ulations provides a de minimis rule that
allows a taxpayer to treat all of its gross
receipts as DPGR if less than 5 percent
of the taxpayer’s total gross receipts are
non-DPGR. The proposed regulations pro-
vide that the 5 percent threshold is deter-
mined at the corporation level, rather than
at the EAG or consolidated group level.
Several commentators requested that the
IRS and Treasury Department reconsider
this position and apply the threshold at the
EAG or consolidated group level.

The de minimis rule is intended to elim-
inate the burden to a taxpayer of allocat-
ing gross receipts between DPGR and non-
DPGR when less than 5 percent of its to-
tal gross receipts are non-DPGR. Apply-
ing this de minimis rule at the EAG level
would create many burdensome issues for
the EAG and its members, including addi-
tional information reporting and circular-
ity problems that could require members
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to compute QPAI twice and, thus, would
not further the policy goals of providing
de minimis rules to ease a taxpayer’s ad-
ministrative burdens. As a result, the IRS
and Treasury Department continue to be-
lieve that, with respect to a corporation that
is a member of an EAG but not a member
of a consolidated group, the application of
this threshold at the EAG member level is
appropriate.

However, with respect to a consolidated
group, §1.1502-13(c)(1)(i) and (c)(4) re-
quires that the separate entity attributes of
a company’s intercompany items or cor-
responding items must be redetermined to
the extent necessary to produce the effect
as if the consolidated group members en-
gaged in an intercompany transaction were
divisions of a single corporation. If the de
minimis rule were applied at the consoli-
dated group member level, then a differ-
ent result could apply to the consolidated
group than would apply if the consolidated
group members were divisions of a single
corporation. Accordingly, with respect to
a consolidated group, the final regulations
provide that the de minimis rule is applied
at the consolidated group level, rather than
at the consolidated group member level.

Similarly, with respect to a corporation
that is a member of an EAG but not a mem-
ber of a consolidated group, the new de
minimis rule that allows a taxpayer to treat
all of its gross receipts as non-DPGR if
less than 5 percent of the taxpayer’s to-
tal gross receipts are DPGR is determined
at the EAG member level, rather than at
the EAG group level. However, with re-
spect to a consolidated group, the final reg-
ulations provide that this de minimis rule
is applied at the consolidated group level,
rather than at the consolidated group mem-
ber level.

Consolidated Groups

A commentator was concerned that
the license of an intangible asset between
members of a consolidated group could
reduce the section 199 deduction available
to the members of a consolidated group,
because the licensee member’s royalty
expense would reduce the group’s QPAI,
but the licensor member’s royalty in-
come from the license would not increase
the group’s QPAI. The commentator re-
quested that language be added to the
final regulations to provide that the inter-
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company transaction rules of §1.1502—13
shall be taken into account for purposes
of determining the QPAI and DPGR of a
consolidated group.

As specifically noted in the preamble
to the proposed regulations, the regula-
tions under §1.1502-13(c) already ensure
that the section 199 deduction cannot be
reduced on account of an intercompany
transaction. As discussed above concern-
ing the application of the de minimis rules
that allow treatment of gross receipts as
DPGR or non-DPGR, §1.1502-13(c)(1)(i)
and (c)(4) requires that the separate en-
tity attributes of a company’s intercom-
pany items or corresponding items must
be redetermined to the extent necessary to
produce the effect as if the consolidated
group members engaged in an intercom-
pany transaction were divisions of a single
corporation. There is nothing in the pro-
posed regulations that would prevent this
rule from applying. In fact, several ex-
amples specifically illustrate the applica-
tion of these rules. An additional exam-
ple concerning the license of an intangible
between members of a consolidated group
has been added to the final regulations.

Another commentator requested clarifi-
cation of the application of §1.199-7(b)(2)
of the proposed regulations where the
EAG is comprised of more than one con-
solidated group. Section 1.199-7(b)(2) of
the proposed regulations (§1.199-7(b)(3)
of the final regulations) provides that,
in determining the taxable income of an
EAG, if a member of an EAG has an
NOL carryback or carryover to the taxable
year, then the amount of the NOL used
to offset taxable income cannot exceed
the taxable income of that member. The
final regulations continue to treat a con-
solidated group as a single member of
the EAG. Accordingly, if a consolidated
group has a consolidated NOL (CNOL)
carryback or carryover, the amount of
the CNOL used to offset taxable income
cannot exceed the consolidated group’s
taxable income, and may not be used to
offset taxable income of other members of
the EAG, whether separate corporations
or consolidated groups. An example has
been provided to illustrate this provision.

Trade or Business Requirement

Pursuant to  section  199(d)(5),
§§1.199-1 through 1.199-9 are applied
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by taking into account only items that are
attributable to the actual conduct of a trade
or business. An individual engaged in
the actual conduct of a trade or business
must apply §§1.199-1 through 1.199-9
by taking into account in computing QPAI
only items that are attributable to that
trade or business (or trades or businesses)
and any items allocated from a pass-thru
entity engaged in a trade or business.
Compensation received by an individual
employee for services performed as an
employee is not considered gross receipts
for purposes of computing QPAI under
§§1.199-1 through 1.199-9. Similarly,
any costs or expenses paid or incurred by
an individual employee with respect to
those services performed as an employee
are not considered CGS or deductions of
that employee for purposes of computing
QPAIT under §§1.199-1 through 1.199-9.
For purposes of the trade-or-business re-
quirement, a trust or estate is treated as an
individual.

Pass-thru Entities

As noted above, section 514(b) of
TIPRA amended section 199(d)(1)(A)(iii)
with respect to a partner’s or shareholder’s
share of W-2 wages from a partnership or
S corporation for taxable years beginning
after May 17, 2006. Section 1.199-9 of
the final regulations contains guidance
for pass-thru entities with taxable years
beginning on or before May 17, 2006. A
taxpayer must apply §1.199-9 to a taxable
year beginning on or before May 17, 2006,
if that taxpayer applies §§1.199-1 through
1.199-8 to the taxable year. The portions
of §1.199-3 relating to qualifying in-kind
partnerships and EAG partnerships, and
all of §1.199-5 relating to pass-thru enti-
ties, in the final regulations are reserved
for taxable years beginning after May 17,
2006. The IRS and Treasury Department
intend to issue regulations that take into
account the amendments made to section
199(d)(1)(A)(iii) for pass-thru entities.

Section 199 applies at the owner level
in a manner consistent with the economic
arrangement of the owners of the pass-thru
entity. Under the proposed regulations,
each owner computes its section 199 de-
duction by taking into account its distribu-
tive or proportionate share of the pass-thru
entity’s items (including items of income
and gain, as well as items of loss and de-
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duction not otherwise disallowed by the
Code), CGS allocated to such items of in-
come, and gross receipts included in such
items of income. Generally, section 199 is
applied at the shareholder, partner, or sim-
ilar level. For a non-grantor trust or estate,
this level may refer to one or more benefi-
ciaries, the trust or estate, or both.

Section 199(d)(1)(A)(iii), however,
limits the amount of W-2 wages from a
partnership or S corporation that may be
used by each partner or shareholder to
compute the partner’s or shareholder’s
section 199 deduction. Pursuant to the
authority granted in section 199(d)(1)(C),
the final regulations provide that this wage
limitation will apply to non-grantor trusts
and estates in the same way it applies to
partnerships and S corporations. Thus, for
all purposes of this wage limitation, refer-
ences in the final regulations to pass-thru
entities include not only partnerships and
S corporations, but also all non-grantor
trusts and estates.

The final regulations clarify that the
section 199 deduction has no effect on a
shareholder’s adjusted basis in the stock of
an S corporation or a partner’s adjusted ba-
sis in an interest in a partnership because
the section 199 deduction is not described
in section 1367(a) or section 705(a). How-
ever, the shareholder’s or partner’s propor-
tionate or distributive share of the S cor-
poration or partnership items that are in-
cluded in computing the shareholder’s or
partner’s section 199 deduction will affect
the shareholder’s or partner’s adjusted ba-
sis under the rules of section 1367(a) or
section 705(a).

The proposed regulations provide that
deductions of a partnership that otherwise
would be taken into account in comput-
ing the partner’s section 199 deduction are
taken into account only if and to the extent
the partner’s distributive share of those de-
ductions from all of the partnership’s ac-
tivities is not disallowed by section 465,
469, or 704(d), or any other provision of
the Code. If only a portion of the partner’s
distributive share of the losses or deduc-
tions is allowed for a taxable year, a pro-
portionate share of those allowable losses
or deductions that are allocated to the part-
ner’s share of the partnership’s qualified
production activities, determined in a man-
ner consistent with sections 465, 469, and
704(d), and any other applicable provision
of the Code (disallowed losses), is taken
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into account in computing the section 199
deduction for that taxable year. To the ex-
tent that any of the disallowed losses are
allowed in a later taxable year, the partner
takes into account a proportionate share of
those losses in computing its QPAI for that
later taxable year.

In response to comments received, the
IRS and Treasury Department intend to
issue separate guidance by publication in
the Internal Revenue Bulletin regarding
the treatment of disallowed losses in de-
termining a taxpayer’s section 199 deduc-
tion. As a matter of administrative conve-
nience and to reduce complexity for tax-
payers, the final regulations clarify that
disallowed losses of the taxpayer that are
disallowed for taxable years beginning on
or before December 31, 2004, are not taken
into account in a later taxable year for pur-
poses of computing the taxpayer’s QPAI
for that later taxable year regardless of
whether the disallowed losses are allowed
for other purposes. The final regulations
provide that similar rules concerning dis-
allowed losses apply to taxpayers that are
not partners or S corporation shareholders.
See §1.199-8(h).

Generally, in the case of a pass-thru
entity, the calculations required to de-
termine QPAI (that is, the allocation or
apportionment of gross receipts, CGS, or
deductions) are performed at the owner
level. Notice 2005-14 and the proposed
regulations provide that a partnership or
S corporation that is a qualifying small
taxpayer may use the small business
simplified overall method to apportion
CGS and deductions between DPGR and
non-DPGR. This rule is not included in the
final regulations, except that §1.199-9(k)
permits a partnership or S corporation that
is a qualifying small taxpayer to use the
small business simplified overall method
to apportion CGS and deductions between
DPGR and non-DPGR at the entity level
under §1.199-4(f) of the proposed regula-
tions. In addition, §1.199-9(b)(1)(ii) and
(c)(1)(ii) of the final regulations provides
that the Secretary may, by publication in
the Internal Revenue Bulletin, permit a
partnership or S corporation to calculate a
partner’s or shareholder’s share of QPAI
at the entity level.

If a partnership or S corporation cal-
culates a partner’s or shareholder’s share
of QPAI at the entity level, the owner’s
share of QPAI and W-2 wages from the
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partnership or S corporation are combined
with the owner’s QPAI and W-2 wages
from other sources. The final regulations
also clarify that, if a pass-thru entity cal-
culates QPALI at the entity level, then gen-
erally the owner of the pass-thru entity is
not permitted to use another cost alloca-
tion method to reallocate the costs of the
pass-thru entity regardless of the method
used by the pass-thru entity’s owner to
allocate or apportion costs. A taxpayer
that receives QPAI from a partnership or
S corporation does not take into account
any gross receipts, income, assets, deduc-
tions, or other items of the partnership or
S corporation when the taxpayer allocates
and apportions deductions to determine the
taxpayer’s QPAI from other sources.

Regarding the rule allowing partner-
ships that extract, refine, or process oil
or natural gas to attribute these activities
to their partners, some commentators re-
quested that the rule be expanded to other
industries that operate in a substantially
similar manner. The exception for the
oil and gas industry was provided in the
proposed regulations to prevent a clearly
qualifying activity from being disquali-
fied under section 199 because of several
decades-long industry practices. Among
the historical industry practices taken into
account by the IRS and Treasury De-
partment in establishing the oil and gas
exception was the fact that for decades
the oil and gas industry generally has
operated in a business model in which a
partnership produces qualifying property
and distributes such property in-kind to its
partners (generally engaged themselves in
the production of oil and gas), generally
the partnership does not derive any gross
receipts from the produced property, the
property is marketed and sold exclusively
and separately by each partner as competi-
tors, and generally there is no marketing
or sale by the partnership of the produced
property, and no joint marketing or sale of
the distributed property by any of the part-
ners. In addition, the partnership typically
qualifies to elect out of subchapter K.

In response to the requests that this attri-
bution rule be expanded to industries that
historically have operated in a manner sub-
stantially similar to the oil and gas indus-
try, the final regulations provide that, if a
partnership that MPGE or produces prop-
erty is a qualifying in-kind partnership (as
defined later), then each partner may be
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treated as MPGE or producing the prop-
erty MPGE or produced by the partnership
that is distributed to that partner. If a part-
ner of a qualifying in-kind partnership de-
rives gross receipts from the lease, rental,
license, sale, exchange, or other disposi-
tion of the property that was MPGE or pro-
duced by the qualifying in-kind partner-
ship, then, provided such partner is a part-
ner of the qualifying in-kind partnership at
the time the partner disposes of the prop-
erty, the partner is treated as conducting
the MPGE or production activities previ-
ously conducted by the qualifying in-kind
partnership with respect to that property.
For this purpose, a qualifying in-kind part-
nership is defined in §1.199-9(1)(2) of the
final regulations to include only certain
partnerships operating solely in a desig-
nated industry: oil and gas, petrochemical,
or electricity generation. Partnerships in
other industries with substantially similar
historical industry practices may be desig-
nated by the IRS and Treasury Department
as qualifying in-kind partnerships by pub-
lication in the Internal Revenue Bulletin.
The proposed regulations provide that,
if an EAG partnership (as defined in
§1.199-9(j)(2) of the final regulations)
MPGE or produces property and dis-
tributes, leases, rents, licenses, sells, ex-
changes, or otherwise disposes of that
property to a member of an EAG of which
the partners of the EAG partnership are
members, then the MPGE or production
activity conducted by the EAG partnership
will be treated as having been conducted
by the disposing member of the EAG.
Similarly, if one or more members of an
EAG of which the partners of an EAG
partnership are members MPGE or pro-
duces property and contributes, leases,
rents, licenses, sells, exchanges, or other-
wise disposes of that property to the EAG
partnership, then the MPGE or production
activity conducted by the EAG member
(or members) will be treated as having
been conducted by the EAG partnership.
A question arose as to when a corporation
needs to be a member of an EAG of which
the partners of the EAG partnership are
members for attribution of MPGE or pro-
duction activities to take place. The final
regulations clarify that attribution of such
activities between an EAG partnership and
members of the EAG of which the partners
of the EAG partnership are members is
determined at the time that the EAG part-
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nership disposes of the property (in the
case of property MPGE or produced by an
EAG member or members) or at the time
that the member or members of the EAG of
which the partners of the EAG partnership
are members dispose of the property (in
the case of property MPGE or produced
by the EAG partnership). Attribution is
effective only for those taxable years that
the disposing or producing member is a
member of the EAG of which the partners
of the EAG partnership are members for
the entire taxable year of the EAG partner-
ship. The final regulations also clarify that
EAG partnerships, the partners of which
are members of the same EAG, may at-
tribute their production activities between
themselves on a similar basis, provided
that the producing EAG partnership and
the disposing EAG partnership are owned
by members of the same EAG for the
entire taxable year of the respective EAG
partnership that includes the date on which
the disposing EAG partnership disposes
of the property.

Because the sale of an interest in a pass-
thru entity does not reflect the realization
of DPGR by that entity, DPGR generally
does not include gain or loss recognized on
the sale, exchange or other disposition of
an interest in the entity. However, consis-
tent with Notice 200514 and the proposed
regulations, if section 751(a) or (b) applies,
then gain or loss attributable to partnership
assets giving rise to ordinary income under
section 751(a) or (b), the sale, exchange, or
other disposition of which would give rise
to an item of DPGR, is taken into account
in computing the partner’s section 199 de-
duction.

One commentator stated that many
commercial real estate developers dispose
of commercial real property by selling in-
terests in special purpose partnerships that
hold commercial real property. Because a
sale, exchange or other disposition of the
commercial real property may result in
section 1231 gain rather than ordinary in-
come, the commentator suggested that the
definition of inventory items be expanded
for purposes of §1.199-9(e) by treating
section 751(d) as not containing the words
“and other than property described in sec-
tion 1231.” As a result, a sale or exchange
of an interest in a partnership that holds
commercial real property would gener-
ate DPGR if a sale or exchange of the
commercial real property would gener-
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ate DPGR regardless of whether the sale
or exchange would result in ordinary in-
come. The final regulations do not include
the commentator’s suggestion because
the rule in §1.199-9(e) applies aggregate
treatment to a sale or exchange of a part-
nership interest only to the extent section
751 specifically allows such treatment.
Modifying the explicit terms of section
751(d) as suggested would be inconsistent
with the purposes of section 751 and sec-
tion 199.

Statistical Sampling

In the preamble to the proposed regu-
lations, the IRS and Treasury Department
invited taxpayers to submit comments on
issues relating to section 199 including
whether taxpayers can apply statistical
sampling to section 199, what specific
areas of section 199 statistical sampling
could be applied to, and whether appli-
cation of statistical sampling should be
limited to specific areas of section 199.
Comments were received on statistical
sampling and the IRS and Treasury De-
partment are considering those comments
and intend to issue subsequent guidance
addressing the application of statistical
sampling for purposes of section 199.

Elections under the Section 861
Regulations

The preamble to the proposed regula-
tions states that, because the provisions
of section 199 may cause taxpayers to
reconsider previously made elections un-
der §§1.861-8 through 1.861-17 and
§81.861-8T through 1.861-14T (the sec-
tion 861 regulations), the IRS and Trea-
sury Department intend to issue a revenue
procedure granting taxpayers automatic
consent to change certain of those elec-
tions. In the proposed regulations, the
IRS and Treasury Department requested
comments on which elections should be
included in such a revenue procedure and
the appropriate time period during which
the automatic consent should apply. Sev-
eral commentators urged promulgation
of such a revenue procedure, and several
comments specifically requested that the
revenue procedure provide taxpayers au-
tomatic consent for more than one taxable
year to change previously made elections.

The IRS and Treasury Department in-
tend to issue a revenue procedure that
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provides taxpayers automatic consent to
change certain elections relating to the
apportionment of interest expense and
research and experimental expenditures
under the section 861 regulations. It is
intended that the automatic consent af-
forded under the revenue procedure will
provide taxpayers the consent required by
§§1.861-8T(c)(2) and 1.861-9(1)(2), with
respect to the apportionment of interest
expense, and by §1.861-17(e), with re-
spect to the apportionment of research and
experimental expenditures, to change an
election, effective for a taxpayer’s first
taxable year beginning after December 31,
2004 (the taxpayer’s 2005 taxable year).
In addition, it is intended that the revenue
procedure will provide taxpayers the con-
sent required by those regulations for a
taxpayer’s taxable year immediately fol-
lowing the taxpayer’s 2005 taxable year,
but, in such case, a taxpayer would not be
provided automatic consent to change any
election that first took effect with respect
to the taxpayer’s 2005 taxable year.

Financial and Administrative Burden

Several commentators objected to the
complexity of the proposed regulations,
and to the financial and administrative bur-
den that the commentators believe the reg-
ulations will impose on taxpayers (particu-
larly on small businesses). The complexity
and burden of the regulations are a func-
tion of the statutory language and frame-
work of section 199, which are complex
and contain many requirements. For ex-
ample, with the exception of a few specific
services (namely, construction, architec-
ture, and engineering) only gross receipts
derived from certain dispositions of certain
property qualify under the statute. In ad-
dition, in the case of manufacturing activ-
ities, the property must be manufactured
by the taxpayer in whole or in significant
part within the United States. Also, un-
der section 199, costs must be allocated be-
tween qualifying and nonqualifying gross
receipts. All of these statutory require-
ments (and others) potentially necessitate
that taxpayers obtain information, make
determinations and computations, and re-
tain records that might not otherwise be re-
quired for business purposes. In the case of
partnerships and S corporations, the statute
requires that the deduction be computed
at the owner level, necessitating the shar-
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ing between entity and owner of informa-
tion that might not be needed for purposes
other than section 199. Both the proposed
and the final regulations provide a number
of safe harbors and de minimis rules that
are intended to balance the need for com-
pliance with these statutory requirements
against the burden imposed on taxpayers.

In the preamble to the proposed regu-
lations, the IRS and Treasury Department
certify that the collection of information
required under the proposed regulations
(relating to information to be provided by
cooperatives to their patrons) will not have
a significant economic impact on a sub-
stantial number of small entities, and there-
fore that a Regulatory Flexibility Analy-
sis is not required by the Regulatory Flex-
ibility Act (RFA). One commentator as-
serted that the certification did not provide
sufficient information for small entities to
determine the impact the regulations will
have on their businesses. The commenta-
tor also contended that the IRS and Trea-
sury Department, in making the certifica-
tion, failed to consider burdens imposed by
the proposed regulations on other small en-
tities, such as partnerships and S corpora-
tions, that are required under the regula-
tions to provide certain information to their
owners.

The IRS and Treasury Department be-
lieve that the certification for the proposed
regulations, as well as for these final reg-
ulations, is appropriate and complies with
the requirements of the RFA. With respect
to cooperatives, the regulations provide
cooperatives with specific rules about the
information they must provide to patrons
under section 199. The IRS and Trea-
sury Department believe that cooperatives
have the necessary information to com-
ply with this requirement. The IRS and
Treasury Department continue to believe
that this requirement is the only collec-
tion of information in the regulations that
is within the scope of the RFA. Certain
other recordkeeping and reporting require-
ments of the regulations relating to infor-
mation sharing between pass-thru entities
(partnerships and S corporations) and their
owners are subsumed within other existing
income tax regulations that currently re-
quire that such entities report to their own-
ers all information that is necessary for the
owners to determine their tax liability.
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Effective Date

Section 199 applies to taxable years
beginning after December 31, 2004. Sec-
tions 1.199-1 through 1.199-8 are appli-
cable for taxable years beginning on or
after June 1, 2006. For a taxable year
beginning on or before May 17, 2006,
the enactment date of TIPRA, a taxpayer
may apply §§1.199-1 through 1.199-9
provided that the taxpayer applies all pro-
visions in §§1.199-1 through 1.199-9 to
the taxable year. For a taxable year begin-
ning after May 17, 2006, and before June
1, 2006, a taxpayer may apply §§1.199-1
through 1.199-8 provided that the tax-
payer applies all provisions in §§1.199-1
through 1.199-8 to the taxable year. Sec-
tion 1.199-9 may not be applied to a
taxable year that begins after May 17,
2006.

For a taxpayer who chooses not to rely
on these final regulations for a taxable
year beginning before June 1, 2006, the
guidance on section 199 that applies to
such taxable year is contained in Notice
2005-14, 2005-1 C.B. 498. In addition,
a taxpayer also may rely on the provisions
of REG-105847-05, 2005-47 I.R.B. 987
(see §601.601(d)(2)) for a taxable year
beginning before June 1, 2006. If Notice
2005-14 and REG-105847-05 include
different rules for the same particular is-
sue, then a taxpayer may rely on either the
rule set forth in Notice 200514 or the rule
set forth in REG-105847-05. However,
if REG-105847-05 includes a rule that
was not included in Notice 2005-14, then
a taxpayer is not permitted to rely on the
absence of a rule to apply a rule contrary
to REG-105847-05. For taxable years
beginning after May 17, 2006, and before
June 1, 2006, a taxpayer may not apply
Notice 2005-14, REG-105847-05, or any
other guidance under section 199 in a man-
ner inconsistent with amendments made to
section 199 by section 514 of TIPRA. In
determining the deduction under section
199, items arising from a taxable year of a
partnership, S corporation, estate, or trust
beginning before January 1, 2005, shall
not be taken into account for purposes of
section 199(d)(1). Members of an EAG
that are not members of a consolidated
group may each apply the effective date
rules without regard to how other mem-
bers of the EAG apply the effective date
rules.
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EFFECT ON OTHER DOCUMENTS

Notice 2005-14, 2005-1 C.B. 498, is
obsolete for taxable years beginning on or
after June 1, 2006.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Or-
der 12866. Therefore, a regulatory assess-
ment is not required. It is hereby certified
that the collection of information in this
regulation will not have a significant eco-
nomic impact on a substantial number of
small entities. This certification is based
upon the fact that any burden on cooper-
atives is minimal. Accordingly, a Regula-
tory Flexibility Analysis under the Regula-
tory Flexibility Act (5 U.S.C. chapter 6) is
not required. Pursuant to section 7805(f)
of the Code, the notice of proposed rule-
making was submitted to the Chief Coun-
sel for Advocacy of the Small Business
Administration for comment on its impact
on small business.

Drafting Information

The principal authors of these reg-
ulations are Paul Handleman and
Lauren Ross Taylor, Office of the As-
sociate Chief Counsel (Passthroughs and
Special Industries), IRS. However, other
personnel from the IRS and Treasury
Department participated in their develop-
ment.

k ocko ok ckock

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding entries to read,
in part, as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.199-1 also issued under
26 U.S.C. 199(d).

Section 1.199-2 also issued under
26 U.S.C. 199(d).

Section 1.199-3 also issued under
26 U.S.C. 199(d).
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Section 1.199-4
26 U.S.C. 199(d).
Section 1.199-5
26 U.S.C. 199(d).
Section 1.199-6
26 U.S.C. 199(d).
Section 1.199-7
26 U.S.C. 199(d).
Section 1.199-8
26 U.S.C. 199(d).
Section 1.199-9 also
26 U.S.C. 199(d). * * *
Par. 2. Sections 1.199-0 through
1.199-9 are added to read as follows:

also issued under

also issued under

also issued under

also issued under

also issued under

issued under

§1.199-0 Table of contents.

This section lists the section headings
that appear in §§1.199-1 through 1.199-9.

§1.199—1 Income attributable to domestic
production activities.

(a) In general.

(b) Taxable income and adjusted gross
income.

(1) In general.

(2) Examples.

(c) Qualified production activities in-
come.

(d) Allocation of gross receipts.

(1) In general.

(2) Reasonable method of allocation.

(3) De minimis rules.

(i) DPGR.

(ii) Non-DPGR.

(4) Example.

(e) Certain multiple-year transactions.

(1) Use of historical data.

(2) Percentage of completion method.

(3) Examples.

§1.199-2 Wage limitation.

(a) Rules of application.

(1) In general.

(2) Wages paid by entity other than
common law employer.

(3) Requirement that wages must be re-
ported on return filed with the Social Se-
curity Administration.

(i) In general.

(i1) Corrected return filed to correct a
return that was filed within 60 days of the
due date.

(iii) Corrected return filed to correct a
return that was filed later than 60 days after
the due date.

(4) Joint return.
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(b) Application in the case of a taxpayer
with a short taxable year.

(c) Acquisition or disposition of a trade
or business (or major portion).

(d) Non-duplication rule.

(e) Definition of W-2 wages.

(1) In general.

(2) Limitation on W-2 wages for tax-
able years beginning after May 17, 2006,
the enactment date of the Tax Increase Pre-
vention and Reconciliation Act of 2005.
[Reserved].

(3) Methods
wages.

for calculating W-2

§1.199-3 Domestic production gross
receipts.

(a) In general.

(b) Related persons.

(1) In general.

(2) Exceptions.

(c) Definition of gross receipts.

(d) Determining domestic production
gross receipts.

(1) In general.

(2) Special rules.

(3) Exception.

(4) Examples.

(e) Definition of manufactured, pro-
duced, grown, or extracted.

(1) In general.

(2) Packaging, repackaging, labeling,
or minor assembly.

(3) Installing.

(4) Consistency with section 263A.

(5) Examples.

(f) Definition of by the taxpayer.

(1) In general.

(2) Special rule for certain government
contracts.

(3) Subcontractor.

(4) Examples.

(g) Definition of in whole or in signifi-
cant part.

(1) In general.

(2) Substantial in nature.

(3) Safe harbor.

(1) In general.

(i1) Unadjusted depreciable basis.

(iii)) Computer software and sound
recordings.

(4) Special rules.

(i) Contract with unrelated persons.

(i1) Aggregation.

(5) Examples.

(h) Definition of United States.
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(i) Derived from the lease, rental, li-
cense, sale, exchange, or other disposition.

(1) In general.

(1) Definition.

(i) Lease income.

(iii) Income substitutes.

(iv) Exchange of property.

(A) Taxable exchanges.

(B) Safe harbor.

(C) Eligible property.

(2) Examples.

(3) Hedging transactions.

(1) In general.

(ii) Currency fluctuations.

(iii) Effect of identification and non-
identification.

(iv) Other rules.

(4) Allocation of gross receipts.

(i) Embedded services and non-quali-
fied property.

(A) In general.

(B) Exceptions.

(i) Non-DPGR.

(iii) Examples.

(5) Advertising income.

(i) Tangible personal property.

(ii) Qualified film.

(i) Examples.

(6) Computer software.

(1) In general.

(ii) through (v) [Reserved].

(7) Qualifying in-kind partnership for
taxable years beginning after May 17,
2006, the enactment date of the Tax In-
crease Prevention and Reconciliation Act
of 2005. [Reserved].

(8) Partnerships owned by members of
a single expanded affiliated group for tax-
able years beginning after May 17, 2006,
the enactment date of the Tax Increase Pre-
vention and Reconciliation Act of 2005.
[Reserved].

(9) Non-operating mineral interests.

(j) Definition of qualifying production
property.

(1) In general.

(2) Tangible personal property.

(i) In general.

(i1) Local law.

(iii) Intangible property.

(3) Computer software.

(i) In general.

(i1) Incidental and ancillary rights.

(iii) Exceptions.

(4) Sound recordings.

(i) In general.

(ii) Exception.
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(5) Tangible personal property with
computer software or sound recordings.

(i) Computer software and sound
recordings.

(ii) Tangible personal property.

(k) Definition of qualified film.

(1) In general.

(2) Tangible personal property with a
film.

(i) Film not produced by a taxpayer.

(i1) Film produced by a taxpayer.

(A) Qualified film.

(B) Nonqualified film.

(3) Derived from a qualified film.

(i) In general.

(ii) Exceptions.

(4) Compensation for services.

(5) Determination of 50 percent.

(6) Exception.

(7) Examples.

(1) Electricity, natural gas, or potable
water.

(1) In general.

(2) Natural gas.

(3) Potable water.

(4) Exceptions.

(i) Electricity.

(ii) Natural gas.

(iii) Potable water.

(iv) De minimis exception.

(A) DPGR.

(B) Non-DPGR.

(5) Example.

(m) Definition of construction per-
formed in the United States.

(1) Construction of real property.

(i) In general.

(ii) Regular and ongoing basis.

(A) In general.

(B) New trade or business.

(iii) De minimis exception.

(A) DPGR.

(B) Non-DPGR.

(2) Activities constituting construction.

(i) In general.

(ii) Tangential services.

(iii) Other construction activities.

(iv) Administrative support services.

(v) Exceptions.

(3) Definition of real property.

(4) Definition of infrastructure.

(5) Definition of substantial renovation.

(6) Derived from construction.

(i) In general.

(i1) Qualified construction warranty.

(iii) Exceptions.

(iv) Land safe harbor.

(A) In general.
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(B) Determining gross receipts and
costs.

(v) Examples.

(n) Definition of engineering and archi-
tectural services.

(1) In general.

(2) Engineering services.

(3) Architectural services.

(4) Administrative support services.

(5) Exceptions.

(6) De minimis exception for perfor-
mance of services in the United States.

(i) DPGR.

(i1) Non-DPGR.

(7) Example.

(o) Sales of certain food and beverages.

(1) In general.

(2) De minimis exception.

(3) Examples.

(p) Guaranteed payments.

§1.199—4 Costs allocable to domestic
production gross receipts.

(a) In general.

(b) Cost of goods sold allocable to do-
mestic production gross receipts.

(1) In general.

(2) Allocating cost of goods sold.

(1) In general.

(i1) Gross receipts recognized in an ear-
lier taxable year.

(3) Special rules for imported items or
services.

(4) Rules for inventories valued at mar-
ket or bona fide selling prices.

(5) Rules applicable to inventories ac-
counted for under the last-in, first-out
(LIFO) inventory method.

(1) In general.

(i) LIFO/FIFO ratio method.

(iii) Change in relative base-year cost
method.

(6) Taxpayers using the simplified
production method or simplified resale
method for additional section 263A costs.

(7) Examples.

(c) Other deductions properly allocable
to domestic production gross receipts or
gross income attributable to domestic pro-
duction gross receipts.

(1) In general.

(2) Treatment of net operating losses.

(3) W-2 wages.

(d) Section 861 method.

(1) In general.

(2) Deductions for charitable contribu-
tions.
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(3) Research and experimental expen-
ditures.

(4) Deductions allocated or apportioned
to gross receipts treated as domestic pro-
duction gross receipts.

(5) Treatment of items from a pass-thru
entity reporting qualified production activ-
ities income.

(6) Examples.

(e) Simplified deduction method.

(1) In general.

(2) Eligible taxpayer.

(3) Total assets.

(i) In general.

(i) Members of an expanded affiliated
group.

(4) Members of an expanded affiliated
group.

(1) In general.

(ii) Exception.

(iii) Examples.

(f) Small business simplified overall
method.

(1) In general.

(2) Qualifying small taxpayer.

(3) Total costs for the current taxable
year.

(1) In general.

(i) Land safe harbor.

(4) Members of an expanded affiliated
group.

(1) In general.

(ii) Exception.

(iii) Examples.

(5) Trusts and estates.

(g) Average annual gross receipts.

(1) In general.

(2) Members of an expanded affiliated

group.

§1.199-5 Application of section 199
to pass-thru entities for taxable years
beginning after May 17, 2006, the
enactment date of the Tax Increase

Prevention and Reconciliation Act of
2005. [Reserved].

§1.199-6 Agricultural and horticultural
cooperatives.

(a) In general.

(b) Cooperative denied section 1382 de-
duction for portion of qualified payments.

(c) Determining cooperative’s taxable
income.

(d) Special rule for marketing coopera-
tives.

(e) Qualified payment.
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(f) Specified agricultural or horticul-
tural cooperative.

(g) Written notice to patrons.

(h) Additional rules relating to
passthrough of section 199 deduction.

(i) W-2 wages.

(j) Recapture of section 199 deduction.

(k) Section is exclusive.

(1) No double counting.

(m) Examples.

§1.199-7 Expanded affiliated groups.

(a) In general.

(1) Definition of expanded affiliated
group.

(2) Identification of members of an ex-
panded affiliated group.

(1) In general.

(i) Becoming or ceasing to be a mem-
ber of an expanded affiliated group.

(3) Attribution of activities.

(i) In general.

(ii) Special rule.

(4) Examples.

(5) Anti-avoidance rule.

(b) Computation of expanded affiliated
group’s section 199 deduction.

(1) In general.

(2) Example.

(3) Net operating loss carrybacks and
carryovers.

(c) Allocation of an expanded affili-
ated group’s section 199 deduction among
members of the expanded affiliated group.

(1) In general.

(2) Use of section 199 deduction to cre-
ate or increase a net operating loss.

(d) Special rules for members of the
same consolidated group.

(1) Intercompany transactions.

(2) Attribution of activities in the con-
struction of real property and the perfor-
mance of engineering and architectural
services.

(3) Application of the simplified deduc-
tion method and the small business simpli-
fied overall method.

(4) Determining the section 199 deduc-
tion.

(i) Expanded affiliated group consists
of consolidated group and non-consoli-
dated group members.

(i1) Expanded affiliated group consists
only of members of a single consolidated

group.
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(5) Allocation of the section 199 de-
duction of a consolidated group among its
members.

(e) Examples.

(f) Allocation of income and loss by a
corporation that is a member of the ex-
panded affiliated group for only a portion
of the year.

(1) In general.

(i) Pro rata allocation method.

(i1) Section 199 closing of the books
method.

(iii) Making the section 199 closing of
the books election.

(2) Coordination with rules relat-
ing to the allocation of income under
§1.1502-76(b).

(g) Total section 199 deduction for a
corporation that is a member of an ex-
panded affiliated group for some or all of
its taxable year.

(1) Member of the same expanded affil-
iated group for the entire taxable year.

(2) Member of the expanded affiliated
group for a portion of the taxable year.

(3) Example.

(h) Computation of section 199 deduc-
tion for members of an expanded affiliated
group with different taxable years.

(1) In general.

(2) Example.

§1.199-8 Other rules.

(a) In general.

(b) Individuals.

(c) Trade or business requirement.

(1) In general.

(2) Individuals.

(3) Trusts and estates.

(d) Coordination with alternative mini-
mum tax.

(e) Nonrecognition transactions.

(1) In general.

(i) Sections 351, 721, and 731.

(i1) Exceptions.

(A) Section 708(b)(1)(B).

(B) Transfers by reason of death.

(2) Section 1031 exchanges.

(3) Section 381 transactions.

(f) Taxpayers with a 52-53 week tax-
able year.

(g) Section 481(a) adjustments.

(h) Disallowed losses or deductions.

(i) Effective dates.

(1) In general.

(2) Pass-thru entities.

(3) Non-consolidated EAG members.
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(4) Computer software provided to cus-
tomers over the Internet. [Reserved].

§1.199-9 Application of section 199
to pass-thru entities for taxable years
beginning on or before May 17, 2006,
the enactment date of the Tax Increase

Prevention and Reconciliation Act of
2005.

(a) In general.

(b) Partnerships.

(1) In general.

(i) Determination at partner level.

(ii) Determination at entity level.

(2) Disallowed losses or deductions.

(3) Partner’s share of W-2 wages.

(4) Transition percentage rule for W-2
wages.

(5) Partnerships electing out of sub-
chapter K.

(6) Examples.

(c) S corporations.

(1) In general.

(1) Determination at shareholder level.

(ii) Determination at entity level.

(2) Disallowed losses or deductions.

(3) Shareholder’s share of W-2 wages.

(4) Transition percentage rule for W-2
wages.

(d) Grantor trusts.

(e) Non-grantor trusts and estates.

(1) Allocation of costs.

(2) Allocation among trust or estate and
beneficiaries.

(1) In general.

(i1) Treatment of items from a trust or
estate reporting qualified production activ-
ities income.

(3) Beneficiary’s share of W-2 wages.

(4) Transition percentage rule for W-2
wages.

(5) Example.

(f) Gain or loss from the disposition of
an interest in a pass-thru entity.

(g) Section 199(d)(1)(A)(iii) wage lim-
itation and tiered structures.

(1) In general.

(2) Share of W-2 wages.

(3) Example.

(h) No attribution of qualified activities.

(1) Qualifying in-kind partnership.

(1) In general.

(2) Definition of qualifying in-kind
partnership.

(3) Special rules for distributions.

(4) Other rules.

(5) Example.
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(j) Partnerships owned by members of
a single expanded affiliated group.

(1) In general.

(2) Attribution of activities.

(1) In general.

(ii) Attribution between EAG partner-
ships.

(iii) Exception to attribution.

(3) Special rules for distributions.

(4) Other rules.

(5) Examples.

(k) Effective dates.

§1.199—1 Income attributable to domestic
production activities.

(a) In general. A taxpayer may deduct
an amount equal to 9 percent (3 percent
in the case of taxable years beginning in
2005 or 2006, and 6 percent in the case of
taxable years beginning in 2007, 2008, or
2009) of the lesser of the taxpayer’s qual-
ified production activities income (QPAI)
(as defined in paragraph (c) of this section)
for the taxable year, or the taxpayer’s tax-
able income for the taxable year (or, in the
case of an individual, adjusted gross in-
come). The amount of the deduction al-
lowable under this paragraph (a) for any
taxable year cannot exceed 50 percent of
the W-2 wages of the employer for the tax-
able year (as determined under §1.199-2).
The provisions of this section apply solely
for purposes of section 199 of the Internal
Revenue Code.

(b) Taxable income and adjusted gross
income—(1) In general. For purposes of
paragraph (a) of this section, the definition
of taxable income under section 63 applies,
except that taxable income is determined
without regard to section 199 and with-
out regard to any amount excluded from
gross income pursuant to section 114 or
pursuant to section 101(d) of the Ameri-
can Jobs Creation Act of 2004, Public Law
108-357, 118 Stat. 1418 (Act). In the
case of individuals, adjusted gross income
for the taxable year is determined after ap-
plying sections 86, 135, 137, 219, 221,
222, and 469, and without regard to sec-
tion 199 and without regard to any amount
excluded from gross income pursuant to
section 114 or pursuant to section 101(d)
of the Act. For purposes of determining
the tax imposed by section 511, paragraph
(a) of this section is applied using unre-
lated business taxable income. Except as
provided in §1.199-7(c)(2), the deduction
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under section 199 is not taken into account
in computing any net operating loss or the
amount of any net operating loss carryback
or carryover.

(2) Examples. The following examples
illustrate the application of this paragraph
(b):

Example 1. X, a corporation that is not part of
an expanded affiliated group (EAG) (as defined in
§1.199-7), engages in production activities that gen-
erate QPAI and taxable income (without taking into
account the deduction under this section and an NOL
deduction) of $600 in 2010. During 2010, X incurs
W-2 wages as defined in §1.199-2(e) of $300. X has
an NOL carryover to 2010 of $500. X’s deduction un-
der this section for 2010 is $9 (.09 x (lesser of QPAI
of $600 and taxable income of $100 ($600 taxable in-
come - $500 NOL)). Because the wage limitation is
$150 (50% x $300), X’s deduction is not limited.

Example 2. (i) Facts. X, a corporation that is not
part of an EAG, engages in production activities that
generate QPAI and taxable income (without taking
into account the deduction under this section and an
NOL deduction) of $100 in 2010. X has an NOL car-
ryover to 2010 of $500 that reduces its taxable income
for 2010 to $0. X’s deduction under this section for
2010 is $0 (.09 x (lesser of QPAI of $100 and taxable
income of $0)).

(ii) Carryover to 2011. X’s taxable income for
purposes of determining its NOL carryover to 2011
is $100. Accordingly, X’s NOL carryover to 2011 is
$400 ($500 NOL carryover to 2010 - $100 NOL used
in 2010).

(¢) Qualified production activities in-
QPAI for any taxable year is an
amount equal to the excess (if any) of the
taxpayer’s domestic production gross re-
ceipts (DPGR) (as defined in §1.199-3)
over the sum of—

(1) The cost of goods sold (CGS) that is
allocable to such receipts; and

(2) Other expenses, losses, or deduc-
tions (other than the deduction allowed un-
der this section) that are properly alloca-
ble to such receipts. See §§1.199-3 and
1.199-4.

(d) Allocation of gross receipts—(1) In
general. A taxpayer must determine the
portion of its gross receipts for the tax-
able year that is DPGR and the portion of
its gross receipts that is non-DPGR. Ap-
plicable Federal income tax principles ap-
ply to determine whether a transaction is,
in substance, a lease, rental, license, sale,
exchange, or other disposition the gross
receipts of which may constitute DPGR
(assuming all the other requirements of
§1.199-3 are met), whether it is a service
the gross receipts of which may constitute
non-DPGR, or some combination thereof.
For example, if a taxpayer leases quali-
fying production property (QPP) (as de-

come.
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fined in §1.199-3(j)(1)) and in connection
with that lease, also provides services, the
taxpayer must allocate its gross receipts
from the transaction using any reasonable
method that is satisfactory to the Secre-
tary based on all of the facts and circum-
stances and that accurately identifies the
gross receipts that constitute DPGR and
non-DPGR.

(2) Reasonable method of allocation.
Factors taken into consideration in deter-
mining whether the taxpayer’s method of
allocating gross receipts between DPGR
and non-DPGR is reasonable include
whether the taxpayer uses the most accu-
rate information available; the relationship
between the gross receipts and the method
used; the accuracy of the method chosen
as compared with other possible methods;
whether the method is used by the tax-
payer for internal management or other
business purposes; whether the method is
used for other Federal or state income tax
purposes; the time, burden, and cost of us-
ing alternative methods; and whether the
taxpayer applies the method consistently
from year to year. Thus, if a taxpayer has
the information readily available and can,
without undue burden or expense, specif-
ically identify whether the gross receipts
derived from an item are DPGR, then the
taxpayer must use that specific identifi-
cation to determine DPGR. If a taxpayer
does not have information readily avail-
able to specifically identify whether the
gross receipts derived from an item are
DPGR or cannot, without undue burden
or expense, specifically identify whether
the gross receipts derived from an item are
DPGR, then the taxpayer is not required
to use a method that specifically identifies
whether the gross receipts derived from an
item are DPGR.

(3) De minimis rules—(i) DPGR. All
of a taxpayer’s gross receipts may be
treated as DPGR if less than 5 percent
of the taxpayer’s total gross receipts are
non-DPGR (after application of the ex-
ceptions provided in §1.199-3(i)(4)(1)(B),
M@ Ev)(A), (m)(1)(iii)(A), (n)(6)(), and
(0)(2) that may result in gross receipts
being treated as DPGR). If the amount
of the taxpayer’s gross receipts that are
non-DPGR equals or exceeds 5 percent of
the taxpayer’s total gross receipts, then,
except as provided in paragraph (d)(3)(ii)
of this section, the taxpayer is required
to allocate all gross receipts between
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DPGR and non-DPGR in accordance with
paragraph (d)(1) of this section. If a cor-
poration is a member of an EAG, but is
not a member of a consolidated group,
then the determination of whether less
than 5 percent of the taxpayer’s total gross
receipts are non-DPGR is made at the
corporation level. If a corporation is a
member of a consolidated group, then the
determination of whether less than 5 per-
cent of the taxpayer’s total gross receipts
are non-DPGR is made at the consolidated
group level. In the case of an S corpora-
tion, partnership, trust (to the extent not
described in §1.199-9(d)) or estate, or
other pass-thru entity, the determination of
whether less than 5 percent of the pass-thru
entity’s total gross receipts are non-DPGR
is made at the pass-thru entity level. In
the case of an owner of a pass-thru entity,
the determination of whether less than 5
percent of the owner’s total gross receipts
are non-DPGR is made at the owner level,
taking into account all gross receipts of
the owner from its other trade or business
activities and the owner’s share of the
gross receipts of the pass-thru entity.

(il)) Non-DPGR. All of a taxpayer’s
gross receipts may be treated as
non-DPGR if less than 5 percent of the
taxpayer’s total gross receipts are DPGR
(after application of the exceptions pro-
vided in §1.199-3(i)(4)(i1), ()(4)({v)(B),
(m)(1)(iii)(B), and (n)(6)(ii) that may
result in gross receipts being treated as
non-DPGR). If a corporation is a mem-
ber of an EAG, but is not a member of a
consolidated group, then the determina-
tion of whether less than 5 percent of the
taxpayer’s total gross receipts are DPGR
is made at the corporation level. If a cor-
poration is a member of a consolidated
group, then the determination of whether
less than 5 percent of the taxpayer’s total
gross receipts are DPGR is made at the
consolidated group level. In the case of
an S corporation, partnership, trust (to the
extent not described in §1.199-9(d)) or
estate, or other pass-thru entity, the deter-
mination of whether less than 5 percent
of the pass-thru entity’s total gross re-
ceipts are DPGR is made at the pass-thru
entity level. In the case of an owner of
a pass-thru entity, the determination of
whether less than 5 percent of the owner’s
total gross receipts are DPGR is made at
the owner level, taking into account all
gross receipts of the owner from its other
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trade or business activities and the owner’s
share of the gross receipts of the pass-thru
entity.

(4) Example. The following example

illustrates the application of this para-
graph (d):

Example. X derives its gross receipts from the
sale of gasoline refined by X within the United States
and the sale of refined gasoline that X acquired by
purchase from an unrelated person. If at least 5% of
X’s gross receipts are derived from gasoline refined
by X within the United States (that qualify as DPGR
if all the other requirements of §1.199-3 are met) and
at least 5% of X’s gross receipts are derived from the
resale of the acquired gasoline (that do not qualify as
DPGR), then X does not qualify for the de minimis
rules under paragraphs (d)(3)(i) and (ii) of this sec-
tion, and X must allocate its gross receipts between
the gross receipts derived from the sale of gasoline
refined by X within the United States and the gross
receipts derived from the resale of the acquired gaso-
line. If less than 5% of X’s gross receipts are derived
from the resale of the acquired gasoline, then, X may
either allocate its gross receipts between the gross re-
ceipts derived from the gasoline refined by X within
the United States and the gross receipts derived from
the resale of the acquired gasoline, or, pursuant to
paragraph (d)(3)(i) of this section, X may treat all of
its gross receipts derived from the sale of the refined
gasoline as DPGR. If X’s gross receipts attributable
to the gasoline refined by X within the United States
constitute less than 5% of X’s total gross receipts,
then, X may either allocate its gross receipts between
the gross receipts derived from the gasoline refined
by X within the United States and the gross receipts
derived from the resale of the acquired gasoline, or,
pursuant to paragraph (d)(3)(ii) of this section, X may
treat all of its gross receipts derived from the sale of
the refined gasoline as non-DPGR.

(e) Certain multiple-year transac-
tions—(1) Use of historical data. 1If a
taxpayer recognizes and reports gross re-
ceipts from advance payments or other
similar payments on a Federal income tax
return for a taxable year, then the tax-
payer’s use of historical data in making an
allocation of gross receipts from the trans-
action between DPGR and non-DPGR
may constitute a reasonable method. If a
taxpayer makes allocations using histor-
ical data, and subsequently updates the
data, then the taxpayer must use the more
recent or updated data, starting in the tax-
able year in which the update is made.

(2) Percentage of completion method.
A taxpayer using a percentage of comple-
tion method under section 460 must deter-
mine the ratio of DPGR and non-DPGR
using a reasonable method that is satis-
factory to the Secretary based on all of
the facts and circumstances that accurately
identifies the gross receipts that constitute
DPGR. See paragraph (d)(2) of this sec-
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tion for the factors taken into considera-
tion in determining whether the taxpayer’s
method is reasonable.

(3) Examples. The following examples

illustrate the application of this paragraph
(e):

Example 1. On December 1, 2007, X, a calen-
dar year accrual method taxpayer, sells for $100 a
one-year computer software maintenance agreement
that provides for (i) computer software updates that X
expects to produce in the United States, and (ii) cus-
tomer support services. At the end of 2007, X uses a
reasonable method that is satisfactory to the Secretary
based on all of the facts and circumstances to allocate
60% of the gross receipts ($60) to the computer soft-
ware updates and 40% ($40) to the customer support
services. X treats the $60 as DPGR in 2007. At the
expiration of the one-year agreement on November
30, 2008, no computer software updates are provided
by X. Pursuant to paragraph (e)(1) of this section, be-
cause X used a reasonable method that is satisfactory
to the Secretary based on all of the facts and circum-
stances to identify gross receipts as DPGR, X is not
required to make any adjustments to its 2007 Federal
income tax return (for example, by amended return)
or in 2008 for the $60 that was properly treated as
DPGR in 2007, even though no computer software
updates were provided under the contract.

Example 2. X manufactures automobiles within
the United States and sells 5-year extended warranties
to customers. The sales price of the warranty is based
on historical data that determines what repairs and
services are performed on an automobile during the
5-year period. X sells the 5-year warranty to Y for
$1,000 in 2007. Under X’s method of accounting,
X recognizes warranty revenue when received. Us-
ing historical data, X concludes that 60% of the gross
receipts attributable to a 5-year warranty will be de-
rived from the sale of parts (QPP) that X manufac-
tures within the United States, and 40% will be de-
rived from the sale of purchased parts X did not man-
ufacture and non-qualifying services. X’s method of
allocating its gross receipts with respect to the 5-year
warranty between DPGR and non-DPGR is a reason-
able method that is satisfactory to the Secretary based
on all of the facts and circumstances. Therefore, X
properly treats $600 as DPGR in 2007.

Example 3. The facts are the same as in Example
2 except that in 2009 X updates its historical data.
The updated historical data show that 50% of the
gross receipts attributable to a 5-year warranty will
be derived from the sale of parts (QPP) that X man-
ufactures within the United States and 50% will be
derived from the sale of purchased parts X did not
manufacture and non-qualifying services. In 2009, X
sells a 5-year warranty for $1,000 to Z. Under all of
the facts and circumstances, X’s method of allocation
is still a reasonable method. Relying on its updated
historical data, X properly treats $500 as DPGR in
2009.

Example 4. The facts are the same as in Exam-
ple 2 except that Y pays for the 5-year warranty over
time ($200 a year for 5 years). Under X’s method
of accounting, X recognizes each $200 payment as
it is received. In 2009, X updates its historical data
and the updated historical data show that 50% of the
gross receipts attributable to a 5-year warranty will
be derived from the sale of QPP that X manufac-
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tures within the United States and 50% will be de-
rived from the sale of purchased parts X did not man-
ufacture and non-qualifying services. Under all of the
facts and circumstances, X’s method of allocation is
still a reasonable method. When Y makes its $200
payment for 2009, X, relying on its updated histori-
cal data, properly treats $100 as DPGR in 2009.

§1.199-2 Wage limitation.

(a) Rules of application—(1) In gen-
eral. The provisions of this section ap-
ply solely for purposes of section 199 of
the Internal Revenue Code. The amount of
the deduction allowable under §1.199—1(a)
(section 199 deduction) to a taxpayer for
any taxable year shall not exceed 50 per-
cent of the W-2 wages (as defined in para-
graph (e) of this section) of the taxpayer.
For this purpose, except as provided in
paragraph (a)(3) of this section and para-
graph (b) of this section, the Forms W-2,
“Wage and Tax Statement,” used in deter-
mining the amount of W-2 wages are those
issued for the calendar year ending dur-
ing the taxpayer’s taxable year for wages
paid to employees (or former employees)
of the taxpayer for employment by the tax-
payer. For purposes of this section, em-
ployees of the taxpayer are limited to em-
ployees of the taxpayer as defined in sec-
tion 3121(d)(1) and (2) (that is, officers
of a corporate taxpayer and employees of
the taxpayer under the common law rules).
See paragraph (a)(3) of this section for the
requirement that W—2 wages must have
been included in a return filed with the So-
cial Security Administration (SSA) within
60 days after the due date (including exten-
sions) of the return.

(2) Wages paid by entity other than
common law employer. In determining
W-2 wages, a taxpayer may take into ac-
count any wages paid by another entity and
reported by the other entity on Forms W-2
with the other entity as the employer listed
in Box ¢ of the Forms W-2, provided that
the wages were paid to employees of the
taxpayer for employment by the taxpayer.
If the taxpayer is treated as an employer
described in section 3401(d)(1) because
of control of the payment of wages (that
is, the taxpayer is not the common law
employer of the payee of the wages), the
payment of wages may not be included in
determining W-2 wages of the taxpayer.
If the taxpayer is paying wages as an agent
of another entity to individuals who are
not employees of the taxpayer, the wages

2006-25 I.R.B.



may not be included in determining the
W-2 wages of the taxpayer.

(3) Requirement that wages must be
reported on return filed with the Social
Security Administration—(@) In general.
The term W-2 wages shall not include any
amount that is not properly included in a
return filed with SSA on or before the 60th
day after the due date (including exten-
sions) for such return. Under §31.6051-2
of this chapter, each Form W-2 and the
transmittal Form W-=3, “Transmittal of
Wage and Tax Statements,” together con-
stitute an information return to be filed
with SSA. Similarly, each Form W-2c,
“Corrected Wage and Tax Statement,”
and the transmittal Form W-3 or W-3c,
“Transmittal of Corrected Wage and Tax
Statements,” together constitute an infor-
mation return to be filed with SSA. In
determining whether any amount has been
properly included in a return filed with
SSA on or before the 60th day after the
due date (including extensions) for such
return, each Form W-2 together with its
accompanying Form W-3 shall be con-
sidered a separate information return and
each Form W-2c together with its accom-
panying Form W-3 or Form W-3c shall
be considered a separate information re-
turn. Section 31.6071(a)-1(a)(3) of this
chapter provides that each information
return in respect of wages as defined in the
Federal Insurance Contributions Act or of
income tax withheld from wages which
is required to be made under §31.6051-2
of this chapter shall be filed on or before
the last day of February (March 31 if filed
electronically) of the year following the
calendar year for which it is made, except
that if a tax return under §31.6011(a)-5(a)
of this chapter is filed as a final return for
a period ending prior to December 31, the
information statement shall be filed on or
before the last day of the second calendar
month following the period for which the
tax return is filed. Corrected Forms W-2
are required to be filed with SSA on or
before the last day of February (March
31 if filed electronically) of the year fol-
lowing the year in which the correction
is made, except that if a tax return under
§31.6011(a)-5(a) is filed as a final return
for a period ending prior to December 31
for the period in which the correction is
made, the corrected Forms W-2 are re-
quired to be filed by the last day of the
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second calendar month following the pe-
riod for which the final return is filed.

(ii) Corrected return filed to correct a
return that was filed within 60 days of the
due date. 1If a corrected information re-
turn (Return B) is filed with SSA on or
before the 60th day after the due date (in-
cluding extensions) of Return B to correct
an information return (Return A) that was
filed with SSA on or before the 60th day
after the due date (including extensions)
of the information return (Return A) and
paragraph (a)(3)(ii) of this section does not
apply, then the wage information on Re-
turn B must be included in determining
W-2 wages. If a corrected information re-
turn (Return D) is filed with SSA later than
the 60th day after the due date (including
extensions) of Return D to correct an in-
formation return (Return C) that was filed
with SSA on or before the 60th day after
the due date (including extensions) of the
information return (Return C), then if Re-
turn D reports an increase (or increases) in
wages included in determining W-2 wages
from the wage amounts reported on Return
C, then such increase (or increases) on Re-
turn D shall be disregarded in determining
W-2 wages (and only the wage amounts
on Return C may be included in determin-
ing W-2 wages). If Return D reports a de-
crease (or decreases) in wages included in
determining W-2 wages from the amounts
reported on Return C, then, in determining
W-2 wages, the wages reported on Return
C must be reduced by the decrease (or de-
creases) reflected on Return D.

(iii) Corrected return filed to correct a
return that was filed later than 60 days af-
ter the due date. If an information return
(Return F) is filed to correct an informa-
tion return (Return E) that was not filed
with SSA on or before the 60th day after
the due date (including extensions) of Re-
turn E, then Return F (and any subsequent
information returns filed with respect to
Return E) will not be considered filed on
or before the 60th day after the due date
(including extensions) of Return F (or the
subsequent corrected information return).
Thus, if a Form W-2c¢ (or corrected Form
W-=2) is filed to correct a Form W-2 that
was not filed with SSA on or before the
60th day after the due date (including ex-
tensions) of the information return includ-
ing the Form W-2 (or to correct a Form
W-2c relating to a information return in-
cluding a Form W-2 that had not been filed
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with SSA on or before the 60th day af-
ter the due date (including extensions) of
the information return including the Form
W-2), then the information return includ-
ing this Form W-2c (or corrected Form
W-2) shall not be considered to have been
filed with SSA on or before the 60th day
after the due date (including extensions)
for this information return including the
Form W-2c (or corrected Form W-2), re-
gardless of when the information return in-
cluding the Form W-2c¢ (or corrected Form
W-2) is filed.

(4) Joint return. An individual and his
or her spouse are considered one taxpayer
for purposes of determining the amount of
W-2 wages for a taxable year, provided
that they file a joint return for the taxable
year. Thus, an individual filing as part of
a joint return may include the wages of
employees of his or her spouse in deter-
mining W-2 wages, provided the employ-
ees are employed in a trade or business
of the spouse and the other requirements
of this section are met. However, a mar-
ried taxpayer filing a separate return from
his or her spouse for the taxable year may
not include the wages of employees of the
taxpayer’s spouse in determining the tax-
payer’s W-2 wages for the taxable year.

(b) Application in the case of a taxpayer
with a short taxable year. In the case of
a taxpayer with a short taxable year, sub-
ject to the rules of paragraph (a) of this sec-
tion, the W-2 wages of the taxpayer for the
short taxable year shall include only those
wages paid during the short taxable year
to employees of the taxpayer, only those
elective deferrals (within the meaning of
section 402(g)(3)) made during the short
taxable year by employees of the taxpayer
and only compensation actually deferred
under section 457 during the short taxable
year with respect to employees of the tax-
payer. The Secretary shall have the au-
thority to issue published guidance setting
forth the method that is used to calculate
W-2 wages in case of a taxpayer with a
short taxable year. See paragraph (e)(3) of
this section.

(c) Acquisition or disposition of a trade
or business (or major portion). If a tax-
payer (a successor) acquires a trade or
business, the major portion of a trade or
business, or the major portion of a separate
unit of a trade or business from another
taxpayer (a predecessor), then, for pur-
poses of computing the respective section

June 19, 2006



199 deduction of the successor and of the
predecessor, the W-2 wages paid for that
calendar year shall be allocated between
the successor and the predecessor based
on whether the wages are for employment
by the successor or for employment by the
predecessor. Thus, in this situation, the
W-2 wages are allocated based on whether
the wages are for employment for a period
during which the employee was employed
by the predecessor or for employment for
a period during which the employee was
employed by the successor, regardless of
which permissible method for Form W-2
reporting is used.

(d) Non-duplication rule. Amounts that
are treated as W-2 wages for a taxable
year under any method shall not be treated
as W-2 wages of any other taxable year.
Also, an amount shall not be treated as
W-2 wages by more than one taxpayer.

(e) Definition of W-2 wages—(1) In
general. Under section 199(b)(2), the term
W-2 wages means, with respect to any per-
son for any taxable year of such person,
the sum of the amounts described in sec-
tion 6051(a)(3) and (8) paid by such per-
son with respect to employment of em-
ployees by such person during the calen-
dar year ending during such taxable year.
Thus, the term W-2 wages includes the
total amount of wages as defined in sec-
tion 3401(a); the total amount of elec-
tive deferrals (within the meaning of sec-
tion 402(g)(3)); the compensation deferred
under section 457; and for taxable years
beginning after December 31, 2005, the
amount of designated Roth contributions
(as defined in section 402A).

(2) Limitation on W-2 wages for tax-
able years beginning after May 17, 2006,
the enactment date of the Tax Increase Pre-
vention and Reconciliation Act of 2005.
[Reserved].

(3) Methods for calculating W-2 wages.
The Secretary may provide by publication
in the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter) for
methods to be used in calculating W-2
wages, including W-2 wages for short
taxable years. For example, see Rev.
Proc. 200622, 2006-23 I.R.B. 1033) (see
§601.601(d)(2) of this chapter).
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§1.199-3 Domestic production gross
receipts.

(a) In general. The provisions of this
section apply solely for purposes of sec-
tion 199 of the Internal Revenue Code
(Code). Domestic production gross re-
ceipts (DPGR) are the gross receipts (as
defined in paragraph (c) of this section) of
the taxpayer that are—

(1) Derived from any lease, rental, li-
cense, sale, exchange, or other disposition
(as defined in paragraph (i) of this section)
of—

(1) Qualifying production property
(QPP) (as defined in paragraph (j)(1) of
this section) that is manufactured, pro-
duced, grown, or extracted (MPGE) (as
defined in paragraph (e) of this section)
by the taxpayer (as defined in paragraph
(f) of this section) in whole or in signifi-
cant part (as defined in paragraph (g) of
this section) within the United States (as
defined in paragraph (h) of this section);

(i) Any qualified film (as defined in
paragraph (k) of this section) produced by
the taxpayer; or

(iii) Electricity, natural gas, or potable
water (as defined in paragraph (1) of this
section) (collectively, utilities) produced
by the taxpayer in the United States;

(2) Derived from, in the case of a tax-
payer engaged in the active conduct of a
construction trade or business, construc-
tion of real property (as defined in para-
graph (m) of this section) performed in the
United States by the taxpayer in the ordi-
nary course of such trade or business; or

(3) Derived from, in the case of a tax-
payer engaged in the active conduct of an
engineering or architectural services trade
or business, engineering or architectural
services (as defined in paragraph (n) of this
section) performed in the United States
by the taxpayer in the ordinary course of
such trade or business with respect to the
construction of real property in the United
States.

(b) Related persons—(1) In general.
DPGR does not include any gross receipts
of the taxpayer derived from property
leased, licensed, or rented by the taxpayer
for use by any related person. A person
is treated as related to another person if
both persons are treated as a single em-
ployer under either section 52(a) or (b)
(without regard to section 1563(b)), or
section 414(m) or (0). Any other person
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is an unrelated person for purposes of
§§1.199-1 through 1.199-9.

(2) Exceptions. Notwithstanding para-
graph (b)(1) of this section, gross receipts
derived from any QPP or qualified film
leased or rented by the taxpayer to a re-
lated person may qualify as DPGR if the
QPP or qualified film is held for sublease
or rent, or is subleased or rented, by the re-
lated person to an unrelated person for the
ultimate use of the unrelated person. Sim-
ilarly, notwithstanding paragraph (b)(1) of
this section, gross receipts derived from
the license of QPP or a qualified film to
a related person for reproduction and sale,
exchange, lease, rental, or sublicense to an
unrelated person for the ultimate use of the
unrelated person may qualify as DPGR.

(c) Definition of gross receipts. The
term gross receipts means the taxpayer’s
receipts for the taxable year that are rec-
ognized under the taxpayer’s methods of
accounting used for Federal income tax
purposes for the taxable year. If the gross
receipts are recognized in an intercom-
pany transaction within the meaning of
§1.1502-13, see also §1.199-7(d). For this
purpose, gross receipts include total sales
(net of returns and allowances) and all
amounts received for services. In addition,
gross receipts include any income from
investments and from incidental or out-
side sources. For example, gross receipts
include interest (including original issue
discount and tax-exempt interest within
the meaning of section 103), dividends,
rents, royalties, and annuities, regardless
of whether the amounts are derived in the
ordinary course of the taxpayer’s trade of
business. Gross receipts are not reduced
by cost of goods sold (CGS) or by the
cost of property sold if such property is
described in section 1221(a)(1), (2), (3),
(4), or (5). Gross receipts do not include
the amounts received in repayment of a
loan or similar instrument (for example,
a repayment of the principal amount of a
loan held by a commercial lender) and,
except to the extent of gain recognized,
do not include gross receipts derived from
a non-recognition transaction, such as a
section 1031 exchange. Finally, gross re-
ceipts do not include amounts received by
the taxpayer with respect to sales tax or
other similar state and local taxes if, under
the applicable state or local law, the tax
is legally imposed on the purchaser of the
good or service and the taxpayer merely
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collects and remits the tax to the taxing au-
thority. If, in contrast, the tax is imposed
on the taxpayer under the applicable law,
then gross receipts include the amounts
received that are allocable to the payment
of such tax.

(d) Determining domestic production
gross receipts—(1) In general. For pur-
poses of §§1.199-1 through 1.199-9, a
taxpayer determines, using any reasonable
method that is satisfactory to the Secretary
based on all of the facts and circum-
stances, whether gross receipts qualify as
DPGR on an item-by-item basis (and not,
for example, on a division-by-division,
product line-by-product line, or transac-
tion-by-transaction basis).

(1) The term ifem means the property of-
fered by the taxpayer in the normal course
of the taxpayer’s business for lease, rental,
license, sale, exchange, or other disposi-
tion (for purposes of this paragraph (d),
collectively referred to as disposition) to
customers, if the gross receipts from the
disposition of such property qualify as
DPGR; or

(ii) If paragraph (d)(1)(i) of this sec-
tion does not apply to the property, then
any component of the property described
in paragraph (d)(1)(i) of this section is
treated as the item, provided that the gross
receipts from the disposition of the prop-
erty described in paragraph (d)(1)(i) of
this section that are attributable to such
component qualify as DPGR. Each com-
ponent that meets the requirements under
this paragraph (d)(1)(ii) must be treated
as a separate item and a component that
meets the requirements under this para-
graph (d)(1)(ii) may not be combined with
a component that does not meet these re-
quirements.

(2) Special rules. The following spe-
cial rules apply for purposes of paragraph
(d)(1) of this section:

(i) For purposes of paragraph (d)(1)(i)
of this section, in no event may a single
item consist of two or more properties un-
less those properties are offered for dis-
position, in the normal course of the tax-
payer’s business, as a single item (regard-
less of how the properties are packaged).

(i1) In the case of property customarily
sold by weight or by volume, the item is
determined using the custom of the indus-
try (for example, barrels of oil).

(iii) In the case of construction activi-
ties and services or engineering and archi-
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tectural services, a taxpayer may use any
reasonable method that is satisfactory to
the Secretary based on all of the facts and
circumstances to determine what construc-
tion activities and services or engineering
or architectural services constitute an item.

(3) Exception. 1If a taxpayer MPGE
QPP within the United States or produces
a qualified film or produces utilities in the
United States that it disposes of, and the
taxpayer leases, rents, licenses, purchases,
or otherwise acquires property that con-
tains or may contain the QPP, qualified
film, or the utilities (or a portion thereof),
and the taxpayer cannot reasonably de-
termine, without undue burden and ex-
pense, whether the acquired property con-
tains any of the original QPP, qualified
film, or utilities MPGE or produced by the
taxpayer, then the taxpayer is not required
to determine whether any portion of the
acquired property qualifies as an item for
purposes of paragraph (d)(1) of this sec-
tion. Therefore, the gross receipts derived
from the disposition of the acquired prop-
erty may be treated as non-DPGR. Simi-
larly, the preceding sentences shall apply if
the taxpayer can reasonably determine that
the acquired property contains QPP, a qual-
ified film, or utilities (or a portion thereof)
MPGE or produced by the taxpayer, but
cannot reasonably determine, without un-
due burden or expense, how much, or what
type, grade, etc., of the QPP, qualified film,
or utilities MPGE or produced by the tax-
payer the acquired property contains.

(4) Examples. The following examples
illustrate the application of paragraph (d)
of this section:

Example 1. Q manufactures leather and rubber
shoe soles in the United States. Q imports shoe up-
pers, which are the parts of the shoe above the sole.
Q manufactures shoes for sale by sewing or otherwise
attaching the soles to the imported uppers. Q offers
the shoes for sale to customers in the normal course
of Q’s business. If the gross receipts derived from the
sale of the shoes do not qualify as DPGR under this
section, then under paragraph (d)(1)(ii) of this sec-
tion, Q must treat the sole as the item if the gross
receipts derived from the sale of the sole qualify as
DPGR under this section.

Example 2. The facts are the same as in Exam-
ple 1 except that Q also buys some finished shoes
from unrelated persons and resells them to retail shoe
stores. Q offers all shoes (manufactured and pur-
chased) for sale to customers, in the normal course
of Q’s business, in individual pairs, and requires no
minimum quantity order. Q ships the shoes in boxes,
each box containing as many as 50 pairs of shoes. A
full, or partially full, box may contain some shoes that

Q manufactured, and some that Q purchased. Under
paragraph (d)(2)(i) of this section, Q cannot treat a
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box of 50 (or fewer) pairs of shoes as an item, be-
cause Q offers the shoes for sale in the normal course
of Q’s business in individual pairs.

Example 3. R manufactures toy cars in the United
States. R also purchases cars that were manufactured
by unrelated persons. R offers the cars for sale to
customers, in the normal course of R’s business, in
sets of three, and requires no minimum quantity or-
der. R sells the three-car sets to toy stores. A three-car
set may contain some cars manufactured by R and
some cars purchased by R. If the gross receipts de-
rived from the sale of the three-car sets do not qualify
as DPGR under this section, then, under paragraph
(d)(1)(ii) of this section, R must treat a toy car in the
three-car set as the item, provided the gross receipts
derived from the sale of the toy car qualify as DPGR
under this section.

Example 4. The facts are the same as Example 3
except that R offers the toy cars for sale individually
to customers in the normal course of R’s business,
rather than in sets of three. R’s customers resell the
individual toy cars at three for $10. Frequently, this
results in retail customers purchasing three individual
cars in one transaction. In determining R’s DPGR,
under paragraph (d)(2)(i) of this section, each toy car
is an item and R cannot treat three individual toy cars
as one item, because the individual toy cars are not
offered for sale in sets of three by R in the normal
course of R’s business.

Example 5. The facts are the same as in Example
3 except that R offers the toy cars for sale to customers
in the normal course of R’s business both individually
and in sets of three. The results are the same as Ex-
ample 3 with respect to the three-car sets. The results
are the same as in Example 4 with respect to the indi-
vidual toy cars that are not included in the three-car
sets and offered for sale individually. Thus, R has two
items, an individual toy car and a set of three toy cars.

Example 6. S produces television sets in the
United States. S also produces the same model of
television set outside the United States. In both
cases, S packages the sets one to a box. S sells the
television sets to large retail consumer electronics
stores. S requires that its customers purchase a min-
imum of 100 television sets per order. With respect
to a particular order by a customer of 100 television
sets, some were manufactured by S in the United
States, and some were manufactured by S outside
the United States. Under paragraph (d)(2)(i) of this
section, a minimum order of 100 television sets is the
item provided that the gross receipts derived from
the sale of the 100 television sets qualify as DPGR.

Example 7. T produces in bulk form in the
United States the active ingredient for a pharmaceu-
tical product. T sells the active ingredient in bulk
form to FX, a foreign corporation. This sale qualifies
as DPGR assuming all the other requirements of this
section are met. FX uses the active ingredient to
produce the finished dosage form drug. FX sells the
drug in finished dosage to T, which sells the drug to
customers. Assume that T knows how much of the
active ingredient is in the finished dosage. Under
paragraph (d)(1)(ii) of this section, if T’s gross re-
ceipts derived from the sale of the finished dosage do
not qualify as DPGR under this section, then T must
treat the active ingredient component as the item
because the gross receipts attributable to the active
ingredient qualify as DPGR under this section. The
exception in paragraph (d)(3) of this section does not
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apply because T can reasonably determine without
undue burden or expense that the finished dosage
contains the active ingredient and the quantity of the
active ingredient in the finished dosage.

Example 8. U produces steel within the United
States and sells its steel to a variety of customers, in-
cluding V, an unrelated person, who uses the steel for
the manufacture of equipment. V also purchases steel
from other steel producers. For its steel operations, U
purchases equipment from V that may contain steel
produced by U. U sells the equipment after 5 years.
If U cannot reasonably determine without undue bur-
den and expense whether the equipment contains any
steel produced by U, then, under paragraph (d)(3) of
this section, U may treat the gross receipts derived
from sale of the equipment as non-DPGR.

Example 9. The facts are the same as in Example
8 except that U knows that the equipment purchased
from V does contain some amount of steel produced
by U. If U cannot reasonably determine without un-
due burden and expense how much steel produced
by U the equipment contains, then, under paragraph
(d)(3) of this section, U may treat the gross receipts
derived from sale of the equipment as non-DPGR.

Example 10. W manufactures sunroofs, stereos,
and tires within the United States. W purchases auto-
mobiles from unrelated persons and installs the man-
ufactured components in the automobiles. W, in the
normal course of W’s business, sells the automobiles
with the components to customers. If the gross re-
ceipts derived from the sale of the automobiles with
the components do not qualify as DPGR under this
section, then under paragraph (d)(1)(ii) of this sec-
tion, W must treat each component (sunroofs, stereos,
and tires) that it manufactures as a separate item if the
gross receipts derived from the sale of each compo-
nent qualify as DPGR under this section.

Example 11. X manufacturers leather soles
within the United States. X purchases shoe uppers,
metal eyelets, and laces. X manufactures shoes by
sewing or otherwise attaching the soles to the uppers;
attaching the metal eyelets to the shoes; and thread-
ing the laces through the eyelets. X, in the normal
course of X’s business, sells the shoes to customers.
If the gross receipts derived from the sale of the
shoes do not qualify as DPGR under this section,
then under paragraph (d)(1)(ii) of this section, X
must treat the sole as the item if the gross receipts
derived from the sale of the sole qualify as DPGR
under this section. X may not treat the shoe upper,
metal eyelets or laces as part of the item because
under paragraph (d)(1)(ii) of this section the sole is
the component that is treated as the item.

Example 12. Y manufactures glass windshields
for automobiles within the United States. Y pur-
chases automobiles from unrelated persons and in-
stalls the windshields in the automobiles. Y, in the
normal course of Y’s business, sells the automobiles
with the windshields to customers. If the automobiles
with the windshields do not meet the requirements for
being an item, then, under paragraph (d)(1)(ii) of this
section, Y must treat each windshield that it manu-
factures as an item if the gross receipts derived from
the sale of the windshield qualify as DPGR under this
section. Y may not treat any other portion of the au-
tomobile as part of the item because under paragraph
(d)(1)(ii) of this section the windshield is the compo-
nent.
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(e) Definition of manufactured, pro-
duced, grown, or extracted—(1) In gen-
eral. Except as provided in paragraphs
(e)(2) and (3) of this section, the term
MPGE includes manufacturing, produc-
ing, growing, extracting, installing, de-
veloping, improving, and creating QPP;
making QPP out of scrap, salvage, or junk
material as well as from new or raw mate-
rial by processing, manipulating, refining,
or changing the form of an article, or by
combining or assembling two or more
articles; cultivating soil, raising livestock,
fishing, and mining minerals. The term
MPGE also includes 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
MPGE of QPP, whether or not by the tax-
payer. Pursuant to paragraph (f)(1) of this
section, the taxpayer must have the bene-
fits and burdens of ownership of the QPP
under Federal income tax principles dur-
ing the period the MPGE activity occurs
in order for gross receipts derived from
the MPGE of QPP to qualify as DPGR.

(2) Packaging, repackaging, labeling,
or minor assembly. 1f a taxpayer pack-
ages, repackages, labels, or performs mi-
nor assembly of QPP and the taxpayer en-
gages in no other MPGE activity with re-
spect to that QPP, the taxpayer’s packag-
ing, repackaging, labeling, or minor as-
sembly does not qualify as MPGE with re-
spect to that QPP.

(3) Installing. 1If a taxpayer installs
QPP and engages in no other MPGE ac-
tivity with respect to the QPP, the tax-
payer’s installing activity does not qual-
ify as an MPGE activity. Notwithstanding
paragraph (1)(4)(1)(B)(4) of this section, if
the taxpayer installs QPP MPGE by the
taxpayer and, except as provided in para-
graph (f)(2) of this section, the taxpayer
has the benefits and burdens of ownership
of the QPP under Federal income tax prin-
ciples during the period the installing ac-
tivity occurs, then the portion of the in-
stalling activity that relates to the QPP is
an MPGE activity.

(4) Consistency with section 263A. A
taxpayer that has MPGE QPP for the tax-
able year should treat itself as a producer
under section 263A with respect to the
QPP unless the taxpayer is not subject to
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section 263A. A taxpayer that currently is
not properly accounting for its production
activities under section 263A, and wishes
to change its method of accounting to
comply with the producer requirements
of section 263A, must follow the appli-
cable administrative procedures issued
under §1.446-1(e)(3)(ii) for obtaining
the Commissioner’s consent to a change
in accounting method (for further guid-
ance, for example, see Rev. Proc. 97-27,
1997-1 C.B. 680, or Rev. Proc. 2002-9,
2002-1 C.B. 327, whichever applies (see
§601.601(d)(2) of this chapter)).

(5) Examples. The following examples

illustrate the application of this paragraph
(e):

Example 1. A, B, and C are unrelated persons and
are not cooperatives to which Part I of subchapter T
of the Code applies. B grows agricultural products in
the United States and sells them to A, who owns agri-
cultural storage bins in the United States. A stores the
agricultural products and has the benefits and burdens
of ownership under Federal income tax principles of
the agricultural products while they are being stored.
A sells the agricultural products to C, who processes
them into refined agricultural products in the United
States. The gross receipts from A’s, B’s, and C’s ac-
tivities are DPGR from the MPGE of QPP.

Example 2. The facts are the same as in Ex-
ample 1 except that B grows the agricultural prod-
ucts outside the United States and C processes them
into refined agricultural products outside the United
States. Pursuant to paragraph (e)(1) of this section,
the gross receipts derived by A from its sale of the
agricultural products to C are DPGR from the MPGE
of QPP within the United States. B’s and C’s re-
spective MPGE activities occur outside the United
States and, therefore, their respective gross receipts
are non-DPGR.

Example 3. Y is hired to reconstruct and refur-
bish unrelated customers’ tangible personal property.
As part of the reconstruction and refurbishment, Y
installs purchased replacement parts that constitute
QPP in the customers’ property. Y’s installation
of purchased replacement parts does not qualify as
MPGE pursuant to paragraph (e)(3) of this section
because Y did not MPGE the replacement parts.

Example 4. The facts are the same as in Example
3 except that Y manufactures the replacement parts it
uses for the reconstruction and refurbishment of cus-
tomers’ tangible personal property. Y has the bene-
fits and burdens of ownership under Federal income
tax principles of the replacement parts during the re-
construction and refurbishment activity and while in-
stalling the parts. Y’s gross receipts derived from
the MPGE of the replacement parts and Y’s gross re-
ceipts derived from the installation of the replacement
parts, which is an MPGE activity pursuant to para-
graph (e)(3) of this section, are DPGR (assuming all
the other requirements of this section are met).

Example 5. Z MPGE QPP within the United
States. The following activities are performed by
Z as part of the MPGE of the QPP while Z has the
benefits and burdens of ownership under Federal
income tax principles: materials analysis and selec-
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tion, subcontractor inspections and qualifications,
testing of component parts, assisting customers in
their review and approval of the QPP, routine produc-
tion inspections, product documentation, diagnosis
and correction of system failure, and packaging for
shipment to customers. Because Z MPGE the QPP,
these activities performed by Z are part of the MPGE
of the QPP.

Example 6. X purchases automobiles from
unrelated persons and customizes them by adding
ground effects, spoilers, custom wheels, specialized
paint and decals, sunroofs, roof racks, and similar
accessories. X does not manufacture any of the
accessories. X’s activity is minor assembly under
paragraph (e)(2) of this section which is not an
MPGE activity.

Example 7. Y manufactures furniture in the
United States that it sells to unrelated persons. Y
also engraves customers’ names on pens and pencils
purchased from unrelated persons and sells the pens
and pencils to such customers. Although Y’s sales
of furniture qualify as DPGR if all the other require-
ments of this section are met, Y must determine
whether its gross receipts derived from the sale of
the pens and pencils qualify as DPGR. Y’s status as
a manufacturer of furniture in the United States does
not carry over to its other activities.

Example 8. X produces computer software within
the United States. In 2007, X enters into an agree-
ment with Y, an unrelated person, under which X will
manage Y’s networks using computer software that
X produced. Pursuant to the terms of the agreement,
X also provides to Y for Y’s use on Y’s own hard-
ware computer software that X produced (additional
computer software). Assume that, based on all of the
facts and circumstances, the transaction between X
and Y relating to the additional computer software is
a lease or sale of the additional computer software.
Y pays X monthly fees of $100 under the agreement
during 2007. No separate charge for the additional
computer software is stated in the agreement or in the
monthly invoices that X provides to Y. The portion
of X’s gross receipts that is derived from the lease or
sale of the additional computer software is DPGR (as-
suming all the other requirements of this section are
met).

(f) Definition of by the taxpayer—(1)
In general. With the exception of the rules
applicable to an expanded affiliated group
(EAG) under §1.199-7, qualifying in-kind
partnerships under §1.199-9(i), EAG part-
nerships under §1.199-9(j), and govern-
ment contracts under paragraph (f)(2) of
this section, only one taxpayer may claim
the deduction under §1.199-1(a) with
respect to any qualifying activity under
paragraphs (e)(1), (k)(1), and (I)(1) of this
section performed in connection with the
same QPP, or the production of a qualified
film or utilities. If one taxpayer performs a
qualifying activity under paragraph (e)(1),
(k)(1), or (1)(1) of this section pursuant to
a contract with another party, then only
the taxpayer that has the benefits and bur-

dens of ownership of the QPP, qualified
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film, or utilities under Federal income
tax principles during the period in which
the qualifying activity occurs is treated as
engaging in the qualifying activity.

(2) Special rule for certain government
contracts. Gross receipts derived from the
MPGE of QPP in whole or in significant
part within the United States will be treated
as gross receipts derived from the lease,
rental, license, sale, exchange, or other dis-
position of QPP MPGE by the taxpayer
in whole or in significant part within the
United States notwithstanding the require-
ments of paragraph (f)(1) of this section
if—

(1) The QPP is MPGE by the taxpayer
within the United States pursuant to a con-
tract with the Federal government; and

(ii) The Federal Acquisition Regulation
(Title 48, Code of Federal Regulations) re-
quires that title or risk of loss with respect
to the QPP be transferred to the Federal
government before the MPGE of the QPP
is completed.

(3) Subcontractor. 1f a taxpayer (sub-
contractor) enters into a contract or agree-
ment to MPGE QPP on behalf of a tax-
payer to which paragraph (f)(2) of this sec-
tion applies, and the QPP under the con-
tract or agreement is subject to paragraph
(H)(2)(ii) of this section, then, notwith-
standing the requirements of paragraph
(f)(1) of this section, the subcontractor’s
gross receipts derived from the MPGE of
the QPP in whole or in significant part
within the United States will be treated
as gross receipts derived from the lease,
rental, license, sale, exchange, or other
disposition of QPP MPGE by the sub-
contractor in whole or in significant part
within the United States.

(4) Examples. The following examples
illustrate the application of this paragraph
(®:

Example 1. X designs machines that it uses in its
trade or business. X contracts with Y, an unrelated
person, for the manufacture of the machines. The
contract between X and Y is a fixed-price contract.
The contract specifies that the machines will be man-
ufactured in the United States using X’s design. X
owns the intellectual property attributable to the de-
sign and provides it to Y with a restriction that Y may
only use it during the manufacturing process and has
no right to exploit the intellectual property. The con-
tract specifies that Y controls the details of the man-
ufacturing process while the machines are being pro-
duced; Y bears the risk of loss or damage during man-
ufacturing of the machines; and Y has the economic
loss or gain upon the sale of the machines based on

the difference between Y’s costs and the fixed price.
Y has legal title during the manufacturing process and
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legal title to the machines is not transferred to X until
final manufacturing of the machines has been com-
pleted. Based on all of the facts and circumstances,
pursuant to paragraph (f)(1) of this section Y has the
benefits and burdens of ownership of the machines
under Federal income tax principles during the period
the manufacturing occurs and, as a result, Y is treated
as the manufacturer of the machines.

Example 2. X designs and engineers machines
that it sells to customers. X contracts with Y, an un-
related person, for the manufacture of the machines.
The contract between X and Y is a cost-reimbursable
type contract. Assume that X has the benefits and
burdens of ownership of the machines under Federal
income tax principles during the period the manufac-
turing occurs except that legal title to the machines is
not transferred to X until final manufacturing of the
machines is completed. Based on all of the facts and
circumstances, X is treated as the manufacturer of the
machines under paragraph (f)(1) of this section.

Example 3. X manufactures machines within the
United States pursuant to a contract with the Federal
government and the Federal Acquisition Regulation
requires that the title or risk of loss with respect to the
machines be transferred to the Federal government
before X completes manufacture of the machines. X
subcontracts with Y, an unrelated person, for the man-
ufacture of components for the machines that Y man-
ufactures within the United States. Assume that the
machines manufactured by X, and the components for
the machines manufactured by Y, are QPP. Both the
machines and components are subject to the Federal
Acquisition Regulation that requires title or risk of
loss with respect to the machines and components be
transferred to the Federal government before manu-
facturing of the machines and components are com-
plete. Under paragraph (f)(2) of this section, the gross
receipts derived by X from the manufacture within
the United States of the machines for the Federal gov-
ernment are treated as having been derived from the
lease, rental, license, sale, exchange, or other dispo-
sition of the machines manufactured by X in whole
or in significant part within the United States. Under
paragraph (f)(3) of this section, the gross receipts de-
rived by Y from the manufacture within the United
States of the components for X are also treated as
having been derived from the lease, rental, license,
sale, exchange, or other disposition of the compo-
nents manufactured by Y in whole or in significant
part within the United States.

(g) Definition of in whole or in signif-
icant part—(1) In general. QPP must be
MPGE in whole or in significant part by
the taxpayer and in whole or in significant
part within the United States to qualify un-
der section 199(c)(4)(A)(G)(D). If a taxpayer
enters into a contract with an unrelated per-
son for the unrelated person to MPGE QPP
for the taxpayer and the taxpayer has the
benefits and burdens of ownership of the
QPP under applicable Federal income tax
principles during the period the MPGE ac-
tivity occurs, then, pursuant to paragraph
(H)(1) of this section, the taxpayer is con-
sidered to MPGE the QPP under this sec-
tion. The unrelated person must perform
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the MPGE activity on behalf of the tax-
payer in whole or in significant part within
the United States in order for the taxpayer
to satisfy the requirements of this para-
graph (g)(1).

(2) Substantial in nature. QPP will
be treated as MPGE in significant part
by the taxpayer within the United States
for purposes of paragraph (g)(1) of this
section if the MPGE of the QPP by the
taxpayer within the United States is sub-
stantial in nature taking into account all of
the facts and circumstances, including the
relative value added by, and relative cost
of, the taxpayer’s MPGE activity within
the United States, the nature of the QPP,
and the nature of the MPGE activity that
the taxpayer performs within the United
States. The MPGE of a key component of
QPP does not, in itself, meet the substan-
tial-in-nature requirement with respect to
the QPP under this paragraph (g)(2). In
the case of tangible personal property (as
defined in paragraph (j)(2) of this section),
research and experimental activities under
section 174 and the creation of intangi-
ble assets are not taken into account in
determining whether the MPGE of QPP
is substantial in nature for any QPP other
than computer software (as defined in
paragraph (j)(3) of this section) and sound
recordings (as defined in paragraph (j)(4)
of this section). Thus, for example, a tax-
payer may take into account its design and
development activities when determining
whether its MPGE of computer software
is substantial in nature.

(3) Safe harbor—() In general. A tax-
payer will be treated as having MPGE QPP
in whole or in significant part within the
United States for purposes of paragraph
(g)(1) of this section if, in connection with
the QPP, the direct labor and overhead of
such taxpayer to MPGE the QPP within
the United States account for 20 percent or
more of the taxpayer’s CGS of the QPP,
or in a transaction without CGS (for ex-
ample, a lease, rental, or license) account
for 20 percent or more of the taxpayer’s
unadjusted depreciable basis (as defined
in paragraph (g)(3)(ii) of this section) in
the QPP. For taxpayers subject to section
263A, overhead is all costs required to be
capitalized under section 263A except di-
rect materials and direct labor. For taxpay-
ers not subject to section 263A, overhead
may be computed using any reasonable
method that is satisfactory to the Secretary
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based on all of the facts and circumstances,
but may not include any cost, or amount of
any cost, that would not be required to be
capitalized under section 263A if the tax-
payer were subject to section 263A. Re-
search and experimental expenditures un-
der section 174 and the costs of creating
intangible assets are not taken into account
in determining direct labor or overhead for
any tangible personal property. However,
for a special rule regarding computer soft-
ware and sound recordings, see paragraph
(2)(3)(iii) of this section. In the case of
tangible personal property (as defined in
paragraph (j)(2) of this section), research
and experimental expenditures under sec-
tion 174 and any other costs incurred in
the creation of intangible assets may be
excluded from CGS or unadjusted depre-
ciable basis for purposes of determining
whether the taxpayer meets the safe harbor
under this paragraph (g)(3).

(i1) Unadjusted depreciable basis. The
term unadjusted depreciable basis means
the basis of property for purposes of sec-
tion 1011 without regard to any adjust-
ments described in section 1016(a)(2) and
(3). This basis does not reflect the reduc-
tion in basis for—

(A) Any portion of the basis the tax-
payer properly elects to treat as an expense
under section 179 or 179C; or

(B) Any adjustments to basis provided
by other provisions of the Code and the
regulations under the Code (for example,
a reduction in basis by the amount of the
disabled access credit pursuant to section
44(d)(7)).

(iii)) Computer software and sound
recordings. In determining direct labor
and overhead under paragraph (g)(3)(i) of
this section, the costs of direct labor and
overhead for developing computer soft-
ware as described in Rev. Proc. 2000-50,
2000-2 C.B. 601 (see §601.601(d)(2) of
this chapter), research and experimental
expenditures under section 174, and any
other costs of creating intangible assets for
computer software and sound recordings
are treated as direct labor and overhead.
These costs must be included in the tax-
payer’s CGS or unadjusted depreciable
basis of computer software and sound
recordings for purposes of determining
whether the taxpayer meets the safe harbor
under paragraph (g)(3)(i) of this section. If
the taxpayer expects to lease, rent, license,
sell, exchange, or otherwise dispose of
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computer software or sound recordings
over more than one taxable year, the costs
of developing computer software as de-
scribed in Rev. Proc. 2000-50, 2000-2
C.B. 601, research and experimental ex-
penditures under section 174, and any
other costs of creating intangible assets
for computer software and sound record-
ings must be allocated over the estimated
number of units that the taxpayer expects
to lease, rent, license, sell, exchange, or
otherwise dispose of.

(4) Special rules—(@i) Contract with an
unrelated person. If a taxpayer enters into
a contract with an unrelated person for the
unrelated person to MPGE QPP within the
United States for the taxpayer, and the tax-
payer is considered to MPGE the QPP pur-
suant to paragraph (f)(1) of this section,
then, for purposes of the substantial-in-na-
ture requirement under paragraph (g)(2)
of this section and the safe harbor un-
der paragraph (g)(3)(i) of this section, the
taxpayer’s MPGE or production activities
or direct labor and overhead shall include
both the taxpayer’s MPGE or production
activities or direct labor and overhead to
MPGE the QPP within the United States as
well as the MPGE or production activities
or direct labor and overhead of the unre-
lated person to MPGE the QPP within the
United States under the contract.

(i) Aggregation. In determining
whether the substantial-in-nature require-
ment under paragraph (g)(2) of this section
or the safe harbor under paragraph (g)(3)(i)
of this section is met at the time the tax-
payer disposes of an item of QPP—

(A) A