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Component No. 

(Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below
OPERATING EXPENDITURES FY 200G FY 2007 FY 2003 FY 2009 FY 2010 FY 2011
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING • * * * *

CAPITAL EXPENDITURES |

CHANGE IN REVENUES ( ) 8,230.0 9,420.0 10,635.0 | 10,590.0 9,995.0 14,955.0
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
Other (Specify Typo-Do not abbreviate)

TOTAL 9 • * • 9 •

0.0Estimate of any current year (FY2005) cost: ___________
Check this box (X) if funding for this bill is included in the Governor's FY 200C budget proposal: j_
P O S IT IO N S
Full-time
Part-time
Temporary

A N A L Y S IS : (Attach a separate page it necessary)

* See page 2

Prepared by Chuck llarlnmort_________________________________________  Phone >105-2320______
D'Vision Tax Division_______________________________________________Date/Time •1/19/05 2:12 PM
Approved by. Tom Boutin. Deputy Commissioner__________________________ Date >1/19/2005______
Agency Revenue________________________________________________

(M*. ltd V71V0M coil) Pago 1 of _2



F IS C A L  N O TE

S'l ATE OF ALASKA HILL NO. C S S B  151_________
2005 L E G IS L A T IV E  SESS IO N

ANALYSIS CONTINUATION
Included in the American Jobs Creation Acl of 2004, codified as Internal Revenue Code Section 199 effective 1/1/2005, is a federal 
tax deduction for Qualified Production Activity Income (QPAI). Alaska's corporate income system is based on Federal law and we 
automatically adopt federal changes unless a legislative acl directed otherwise. Thus, the QPAI is now an allowable deduction for 
Alaskan corporato income taxes. This bill decouples from the Internal Revenue Code with respect to section 199, and does not 
allow Ihu QPAI deduction in computing the Alaska corporate not income tax.

The purpose of the federal QPAI deduction is to improve the competitiveness of US manufacturers in international markets.
Broadly speaking the federal QPAI deduction is a partial exclusion of income earned from U.S. manufacturing activity. The 
deduction rale is 3%  for 2005, increasing to 6%  in 2007 and 9 %  for 2010 and thereafter. Affected industries with an Alaskan 
presence incl Jde oil and gas production, refining and marketing, construction, fishing and fish processing and mining.

At the federal level, the effect of the QPAI deduction is to tax profits from US production activity at a lower rale than profits earned 
Irom foreign production activity. This policy result cannot be replicated at the state level In order to avoid impermissible 
discrimination against economic activity outside ol the stale, taxpayers will be allowed tho QPAI deduction on their Alaska return for 
all production profits whether the activity occurred in Alaska, anolhcr slate, or in a foreign country. Production activity conducted in­
state, domestic out of stale, or in a foreign country will be awarded an equal deduction. Alaska's QPAI deduction will reuuce Ihc 
amount of state corporate incomo taxes paid by targeted industries, but will not mirror federal tax policy to favui Alaska production 
activity over non-Alaskan production activities

Cost Discussion
The bill will avoid future operating costs The department can rely heavily on IR S audit and enforcement with respect to QPAI 
activities conducted m the US and reported on tederal tax returns. However, the department must independently monitor QPAI 
deducliun-3 claimed for foreign production activities. Tins now challenge may bo mol with additional resources, redirected 
resources, both, or simply ignored Ultimately Ihe deduction will produce additional costs and/or revenue losses in addition to the 
revenue losses Irom Ihe exclusion itself The cost of administering the QPAI deduction will hegin to present themselves in FY07.
W e eslimnto that Ihe cost of administering Ihe QPAI deduction could exceed S500 thousand per fiscal year in FY03, but may 
decline sr. Ming methodologies and audit techniques are refined and stabilise This b.ll would avoid these costs or alternate 
cunsequr res.

Revenue liscussion
I lie chari 'Clow reflects our ostimutc of revenue losses (S millions) wotting from Ihe QPAi deduction against our forecast of 
corporate ax revenues taking into account Ihe gradual ptiase in nl the deduction

1ligh Low High Low
FY 2005 (9 40) (4 35) FY05 07
F Y 2O0C (8 CD) (781) (23 92) (21 A3)
FY 2007 (9 Wl) (8 97)

FY20UU (11 ■ G) (10.11) FY03 •010
f Y J009 (11 10) 110 08) (32 7b) (29 (.9,
TY 2010 (10 49) (9.50)

IY2011 (ID. 71) (14 20) 1 711 • 13
1 Y20I2 (16 12) (14 50) (43 17) (43 5G|
fY  2013 (H i 34) (14 80)

1 Y05-13 (104 94) (“ 4 89)
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Faculty:
ALVARLZA MARSAL.
TAX ADVISORY SERVICES. ItC
Jam es Eberle
McLean, VA
Richard Carretson
St. Louis
Kathleon King
McLean. VA

ATTORNEY 
Thom as Bryan
New York

BAKER A  MCKENZIE 
Neal Block
Chicago

DELOITTE TAX LLP 
Pat Callahan
Minncap<-lij
Terri Zuraff
Minneapolis

ERNST A  YOUNG LIP 
David Joranko
Clevc land 
Chris Schilling
Minneapolis

K PM G ltP
Robert Qustavson
Mlnneaiwlls 
Thom as Herr 
Chicago 
Dante Lucas 
New York City 
Lori McMahon 
New York Cirv
R5M MiGLADREY. INC,
Nick Qruldl
lllooml.igton, M N
Mike Metz
Bloomington. MN

TAX TECHNOLOGIES INC.
Jam os Fyhrlo
llawoiih. N|
David Wain
St Michael. MN

Up *>15.0 cre/12.5 CLE credits

First Annual Conference Series onMaximizing U.S. Tax Benefits on Domestic Production Activities
Minneapolis • June 13 & 14, 2005 • Le Meridien 
New York • August 8 & 9, 2005 ? New York Helmsley

A two-day technical planning and compliance course with live instruction on how 
to claim tax benefits for U.S. manufacturing, production and service activities

Here arc a few of the benefits you receive by attending this course:

• Learn how the new Domestic Production benefits 
reduce the U.S. tax cost by 3% for companies and 
individuals in 2005 and 2006

• Find out what constitutes manufacturing or 
production activities in the United States

• Acqurc the latest strategies for allocating oosts and 
maxmuang qualified production .activity income iQ̂ AI)

• Understand the new definitions under Sec. 199 for determining domestic 
production gross receipts (DPGR) and domestic production propety ,DPP)

• Discover planning techniques to avoid the wage and income hr itations on 
the amount of tne DP deduction

• rind out how construction and related service cornnnrues can 
duplicate Sec. 199 benefits

• Leant haw the DP deduction applies to pass throu/Ji entities, 
including S corporations, partnerships, co-operatives

• Update *our knowledge of the latest IRS compliance 
requirements, including Notice 2005 14 and Forms

FEATURING A DISCUSSION OF SPECIAL 
INDUSTRY TOPICS AT EACH LOCATION

Register Today & Save $100!
www.citeusa.org 

Fax: (914) 328-5757 
Call: (914) 328-5656

Vs/o5

http://www.citeusa.org


Maximizing U.S. Tax Benefits on Domestic Production Activities
Minneapolis • June 13 & 14, 2005 ■ Le Meridien 

New York ■ August 8 & 9, 2005 • New York Helmsley

Learn how your company can generate U.S. tax 
savings in 2005 from domestic production) activities!

Monday, Day One
8:00 am Registration and Continental Breakfas

8:30 am Overview of the New Domestic Production Regime
• Understanding how the new DP

tax regime operates - ohasc-ln rules for 
2005-2006 and 2007-2009

• Review of Sec. 199 and IRS Notice 2005-14 - 
new deflnl'lons for Dl CR. MPGE, QPAI and EAG

• Optimizing U.S. tax Benefits In 2005 using 
Sec. 199 and extraterritorial Income 
exclusion benefits

• Scope of products and services included In DPGR

9:15 urn Qualifying Domestic Production Property
• Determining what constitutes manufacturing or 

production activities In whole or significant part
• When manufacturing activities arc 

substantial in nature
• Treatment of Imported products or property sub|ect 

to further manufacture ouis.de the United States
• Treatment of component parrs - 

application of MPGE safe harbor
• Sfjccial rules for computer software net qualineo 

films, electricity, natural gas arv^ ,>otablr water

10:30 am Refreshment Break

10:45 am Determination of Eligible
Domestic Production Receipt.-.
• Understanding the rules for Dorm stlc 

Prrxluctlon Gross receipts (DPGR)
• Identifying amounts derived from qualified jaMs 

leases or licenses’ trcatnxnt of .meres' and late tixc
• Goods produced Inside and outside the 

United States ■ .nictation of GR between 
items of DfT'iR .ext non-DPt.il

• Treatment of computer sohwrrc anil 
advertising Income

l ? : l b  pm LUNCHEON

1 30 pm Techniques for Increasing
Domestic Production Benefits
• Strategies for Increasing the Inform- «nd 

wage limitations determining affiliated 
grr’up domestic production Income

• Con nutation erf expanded affHttycd group If AG) 
deduction under Sec I *>> special rules (or 
consolidated groups

• Review ol options in defining W  2 wage', 
unmodified and modified Ikix I method

?  3D pm Refreshment Break

2 4'j pm Computing Qualified Production
Activity 'QPAI) Income
• Determining QP>\ income (loss) on an 

liem-by-itom basis
• Drtetmring tost i f  good- sold amthuiablc to 

DPGR under Secs 4/1 and 4/7
• Interrelationship with Sec 2fiTA and 

expense aopoitionmcM tules - exceptions 
lor design and development costs

• Treatment of other deductions 
losses SO L*  and research

• Calculating Q l’Al lot computer software and 
qualified films or sound recordings

4:00 pm Special Industry Issues
• Minneapolis - food/ Manufacturing
• New York - Film and TV 

Production/Real Estate
5:00 pm Meeting Adjourns for the Day

Tuesday, Day Two
8:00 am Continental Breakfast
9 00 am Special Issues in Claiming Domestic 

Production Benefits
• Application of Sec. 199 to pas1, through 

entitles. Including S corporations, 
partnerships, co-operatives

• Limitations on the amount ol 
DP allowed In computing AM D

• Effect of acquisitions and dispositions on 
tfctcrmiiiatlon of DPGR. W-2 limitation and 
Sue. 199 benefits

• Interrelationship with the FTC provisions - 
al'ocation of domestic prodnct’on and expenses 
to foreign source or cxftort in com e

10:30 am Refreshment Break
10:4 b am Qualifying Services for

Domestic Production Benefits
• Definition of qualified service activities, 

including repair, overhaul and maintenance 
activities conducted In the United States

• Determining QPAI for qualified design and 
development activities

• Generating QPAI Itom services that are 
embedded In a contract -situations where 
the embedded service rule may not apply

• Existing federal income tax 
principle • a trap lor the uriw.uy?

12 15 pm LUNCHEON
1 lb  pm Procedural Aspects of Claiming DP Benefits

• Obtaining the cflttl for QPAI cnmpu'atlons - 
cntaJVish.iig a corporate tav rqxxttng rvicxagc

• Tax provision accounting
fASH Staff Position IA S  109 1

• Allocation of Sec 100 deduction among f AG members haswt on Q l’Al
• Ar'ounting for allocations ol QPAI and 

W-2 wages fa fMrtncis and S  coiporatton 
•tiareholdris

2 15 f/i" Refreshment Break
2 55 pm Compliance Aspect* of Claiming L).* Benefits

• Latest IRS guidance and filing lequlirtnenls 
for U S. taxpayer* claiming Sec 199 
deductions lor estimated fax payments

• IRS and Secretary Intend that UP t eduction 
should t>c available to a 'wide variety of 
production activities’

4:00 pm Mooting Ends «Ih % Wifif* I (it i I'.iMfV

Register Today A Save $ 100!
T o  K c y l s t c r :  W e b :  w w w  c lt e u s a  o rg  

l ax: 19141 32tfj757 Call: (914) 328 5656



Why You Should Attend
Don't icave money on the table In 2005! The 

2005 |obs Act contains significant tax savings for U.S. 
manufacturing, production, agricultural and construe* 
tlon companies. Hie new Domestic Product'on (DP) 
deduction under See. 199 permits companies to 
deduct up to 3%  of their qualified activities Income In 
2005 and 2000. By 2010, the deduction Increases to 
9c-o. In today's post-SarbOx environment, tax depart­
ments are responsible for developing internal con­
trols to obtain the necessary data and provide full and 
adequate disclosure of their DP deduction

The DP deduction will reduce the U.S ax liability 
of qualified companies and increase cash flow from 
business operations. Today, all U.S, tax practitioners 
need to be aware of these new rules and how to 
assess benefits for their company or clients.

The new DP deduction Is not elective, but applies 
to all U S. taxpayers. Including C. and S corporations, 
partners In partnerships, members of co-opcratlvcs 
and LLCs. as well as Individual businesses.

Tax practitioners have already received IRS guid­
ance under Notice 2005-14. Indicating what activities 
qualify and limitations on claiming the See. 199 
deduction. In addition, the fASB has issued ISP-1. 
which discusses me proper tax accounting treatment 
for the DP deduction under Sec. 199.

CITT invites you to attend the first Annual 
Conference Seiies on Moxlmiz'ng U.S. Tax Benefits 
on Domestic Production Activities' This course has 
ty cn  designed to provide you with comprehensive 
coverage of the new provisions and what you need to 
do to comply with the IRS repoi.lng requirements.

Learn whether your company or client cn sliflcs lor 
the DP deduction undet Scs.. 199 In 2005 f'nd out 
how to maximize your tax beitrfi's and avoid ilmlta 
tions Involving W  2 wages or net Income

Who Should Attend
This rv w  course oden-d only by CTIL isde- grcxl 

.‘o* corporate tax occourronts and attorneys, including Tax 
L'rectors and AVmigcr; far CounsH ard Gmirolr-rs. and 
lax advisors respo.*-rWe for [xrpurlng D S ta* eMtnvtes 
Of returns and .̂scusl sr,in-moots Attorneys, ,u-oun 
t-tnts a/xt lnvestmc.it Uu'teers In private pi.v tire a'so must 
Ix-eomc LvnliCu with tlte new Sec. IW  tuies for cvaJisst 
Ing tlte «J fs«cts nf M A A  activities or protecting net Inrome 
from U S, Oftrrations. No fvrtrqueJtes are required

Maximizing U.S. Tax Benefits on Domestic Production Activities
Minneapolis 

June 13 & 14, 2005 
Le Meridien - tel (612) 677-1100 

New York 
August 8 & 9, 2005 

New York Helmsley - tel (212) 490-8900

Hotel Accommodations:
C m  s block of discounted sleeping rooms is limited - reserve your 
sleeping room early! A  limited block of rooms at a reduced rate has 
been set aside for CITE attendees at the following hotels:

Le Meridien - Minneapolis - June 13 & 14 
601 First Avenue North, Minneapolis. M N 55403 
Limited time reduced rate S I99.00 per night

New York Helmsley - New York - August 8 & 9 
212 East 42nd Street. New York. NY 1001 7 
Limited time reduced rate S175 single/double

Please contact the approprate hotel and mention that you .ire 
attending the couise listed under tlie Council for International Tax 
EducaMon. The block will be released 30 days prior to the meeting, 
so make your reservation early. W e cannot guarantee rates or avail­
ability. Your sleeping room Is not included In the registration fee.

EducAtionaJ Course Credit:
CfTT/FDIA is registered with fix- National Association of State Boards 
of Accountancy (NA5P A) as a sponsor of continuing otufesslon.il edu­
cation on ttv- National Reg! try of CPL Sponsors. State boards of 
ateount.rscy rvtvr fin.il aut'xsrity on tlx- acceptance of Individual 
cou. yes M  C rt credit. ComoUnts regarding registered sponsors may 
be .xktrc-'.sod to the NatforviJ Registry ol CPE Sponsors. 150 Fourth 
Avertin' North. Suite 700, Nsshvillc, TN. 37219-7.417. Well site: 
www.isivvs org Financial Itordship gr.intcd on a .v r request boiis.

Dress Code: Business
casual .ittire is lequested. Keep In mind meeting room temper­
atures and personal comfort varies. It Is rccommcnocd that you 
bilng a sweater or jacket to the sessions as meeting room tern 
peraiures are difficult to control.

Conference Mater1«\ls:
Ail CITE program materials u r  av.ul.sblr fur putcrsase to those 
u'taWe to attend our live conferences. Orders placed for confer- 
cucr-s th.it fvi.e x»t yet taken pfisce will be shipped no earlier ilun
I  1 weeks oftet the crxiletence lias conducted. Payment must lie 
received In lull noifxe mate'lal orders can lxj filled I Icwsc see 
option txt our reg straticn torni to c -dcr materials

Subsdturions/GuicelLidons:
II urvxblr In atterxi (or .uiy rtss-on p’raer contact uvIN WRFIINC up 
to one ween pnor to the *t.srt of the conference In order to 
rece.ve a credit lor another C H I program. Substitutions are 
•sect pt.sb'r A S750 fee will apply to cancellations received less 
th. n 77 business nouis prior to the event No-Shuws will be 
charged Is* attendees. No rrrdit card or rash refunds w.ll be 
issued at any Im ir for rrxirr nfomution icg.srding isdmlnistr,stive 
policies, such as complaints and refunds. please contact us at 
I 914 37H 5656. or e mall infoAcllcuva.org

To Register: Web: w a a  > <ir-us.s mg
I a x : 1 9 1 4 ) \2H  5 ^5 /  O il l :  ‘>14 i / H  5o 5 <> 

»

http://www.isivvs


TAX & LEGISLATION
P A R T  2

BY RICHARD R. SHAVELL

The Am erican JMbs 
Creation Act of 2004
S ifV m licH iit Tax C u t

On Udohi r 22. 2<HH, I'rftidrnt Hush signi d his lllili signifi- 
( .nit |iit‘i e uf t.MX-fiil legislation, llic American .lobs ( 'ic.itimi 
Act uf B>0-l ( I ’L  IOS-TjT) There arc several ini|Kirt:uit pm 
visit ms lnr I In- coiisliin lion mdusliy in llic Acl, including;

• A new special deduction ijrifinally intended I# focus dii the 
export and niiintilacttiring industnes, hut which now in­
cludes construdioii activities;

• Ini leased and newlv acceleralcd di prei iiiiion opporlunities 
Ilia1 prnvide mccnlivis I'nr increased cunslmclioii services,
ill  IE f

■ Scii-r;il business pi'nMM mi dint inip;icl i-i»nii.i( Ini'

The N e w  D ed uctio n

In  cxuRmjji’ I'm f<*i>(‘iUiiij’ significant lux heneiiis Im expmicis,
< o n g ic s s  is im iH w n e im i* ', ; i !)%  (sslm n  lu llv  p h a s e d -in ) d e d u c ­

tion fm c e rta in  ''i | ii ; i l i l; i 'd  p r n d u d io n  ;» -s "  A v;ul;ih |e  in

• m p u m 'i- in  id  m ust p.i-. d it 'S ig h  m iii1 ■ h e  n e w  d e d iid m u  

u ;!l  I .«< P. s c il  n il I) < i i l l ip ll i  Ul'i d i .iliip ilU itin .'l ut ■ i l l i l i f i e d  p ro  

dm  tlo n ill l is i l ie s  tin n in e "  (U I'A I  I

"I)niliesti(' prudlldiou gross' icn-ipl.-" || p.ill of l/l’AI .'Hid 
include:. I ) "cnnslmdiun performed in tin I mmd Suitesm 
2) "engineering nr urchin dm ,il semces performed in dm 
I mled S' tu-s fm innslmi'iinn Buyecp; in dm l.'niled Slates
ir i. 11is.:tr,7 $id!t(i )i d ;a ) (u) nnd ( i.di

W ile  ltl.it " e n lis t n il  H u ll a d i s i l m s "  . i l l  d lle .  l l v  jv fc flc d  !n  I|l< ' 

c d jk s j iu  n i M ilis ln n lin l rm in v u tin u  u f re:-T fe u d a l n r  c u u iu n  i 

( ml b u ild in g s  m id  m im s U m  H im - S u b  .la n tta l le u n s a t iu u s  

mi lu d u  in i«  1111, i ' i i i i p i u v i ' i i i i ' i i t s  h u i n M i i I in u iT c in g '"-. 

Mi' li a s  p a in S m . T im  i .fli t l la liim  nl the. <U d iic t iu n  lia s  s ig n m  

li .Mil llt l.ll.lt  u'll*. .ill' I .u l|l |-  l l l l i  Ml 1 ll.lt i I ' l l '  1111111'' WjlH ll  pm

n u ll III I I I ' - . "  ."  I ml I '" . ' Cl! I d  C lp ls  mil I '! '  < " I IM 'li  l l  li

tm im ia lly , H ie  n e w  i l i Mh n ttini is  r a lc u la le d  h  a p p ly in g  a 

p li;c .c d  ' l i  pi rc e n liu ''*  In  I In lc  s i T u | ' Q p \ l  01  l i v a b le  HMWlll** 

'I 'lie  '. 'lie  In  i .ill I l iR Ic  th e  d ' t l l '  l |n | i  Is M 'lli d i l l ' d In  p h a s e -ill  

•c; |. , i  .fu n ’ , ;;imii. i.  h u  2 lM»” 2 iH i ! ) , . im l! i  . .h e r  ’n u n

Cf.V.A HP ' I a m  m i i  I i m il A in

J in■ nrpichliiin is dim, in ninny ensrs, conlincturs will hene- 
fi! Irani die n|sv dedndinn nnd he :ih|e In reduce m.xahle 
iiicnuie In exchange [or lliis, conlrncinrs uiny h" fnced with 
aimill.irv eoncerns such ns nil increased compliance burden. 
( I'nr inlerim guidance, see IKS Nolice L’()i).>M.)

N e w  D e p re cia tio n  P ro v is io n s

( luce again, drktm jiuthm  is the (iOP's fin ttlm  a m v t  to entice 
businesses in purchase certain assets and begin conslrudinn 
activities dial might ode rwise In (lelayi'd. This latest Act prn- 
vidi'S si ver.il new provisions, extends expensing thresholds 
and al o addresses several peine.. <| ahiises.

IS-Year Recovery I’eriud

,-\ i f  u I '  ve.ir iffovi'iy period mil a|i(ilvIncciiain leasehuld 
iuipinvi'iiients placgd in service alter Odnher 22, 2uiH and 
Iii'lure 2<'iui. This ni a signim-ani reduction fmni die d!l ve.u 
I ei'iml lli.it ssnuld oihiTwi e fipply. The new rules rover :nli 
leu  iinpnm'iiienl" In  nnniesjdmlial pmpeiiv provided

■ Th" impiosenmnt i Hindi un lei a lease eiihci lc the les­
see (nr Sllhiessce), o! by the iessur, of lll.it pnrlli'11 nf die 
building In he occupied ex. Iiimvi Is hv dm lc: see (nr suh- 
Icssce),

• Tim iinproveiimnl is Jifcfi-ed in scrsire more 11 tan duee 
n ars altiT dm dan the huildmg was first placed in m ice; 
and

• The iinpius'ciiien! u not attributable to dm I'ulugi-umm ul 
llm Innlding, anv eles.ilor r>ri" c.il.iloi, ms' sfmdiir.U compo
In'lit hi'iiililing a cuniiiiun ana nr llm iuldii.il alnmlui.i! 
Itanmwoik 11| dm hnildmg

<i imralls'. i! a lessor makes a qualil'md leavrholri im pinve 
11n‘lit, a siihsi i|imnl ussimi eannut el,cm it as i|iHil'm<l lease 
Imld unpins, nmni pmpi ils f i l le i n sea1 s lia ig h H iim d ep ii 
ii,lim n ssill he used u m  id uf llm  I '• \• ai M .V 'K S  f l a i l  
del linillt' hll.ilN e ) m elhuil The Imllll . ( I ' ‘11|• '<‘l.l!I li u d ll.I 
I inns sv ill ap| Is in d ( lined 'ina lllii'd  leasehuld nnpiuSeumnls.

(Ju iilllleil Keslauniiil I'roperly
T h e  le s la ll l ml ll ld lls liy  seen ie il a l.ri Seal I ' i aSel , pellud 
Ini 1111.1111ie 11 ri's ia iir.in l | i r " i "  i l . "  pi.l e d  in sersm e a l 'e i



October 22,200*1 and before 2000. For contractors specializ­
ing in restaurants, titis provision may boost business.

Qualified restaurant, properly is defined as tiny improvement 
to a Inlilt ling:

o If the improvement is placed in service more than \iree 
years after the building was first placed in service; and

• More than 50% of the building's square footage is devoted 
Lo tl»! preparation of, and sealing for, on-premise consump­
tion of prepared meals.

I’roperiy/reslaurant owners who lake advantage of this recov­
ery pen.id must use the slraiglii-line depreciation method.

R acetrack  Im provem en ts
Not lo be outdone by the restaurant, industry, a new provi­
sion assigns a MACKS recovery period of •'even years 'o 
moiurspni't racetrack complex®*, (which include land 
improvements and support facilities, but not transportation 
equipment, warehouses, administrative buildings, hotels, or 
motels). Thu provision is effective for properly placed in 
service alter < tclober 22, 2(101 and before 2008.

S e c t io n  17!)
The §170 expensing Ihreshold of '100,(>00 (adjusted for 
inflation) was scheduled to revert lo $25,000 in 200."), but :s 
now exiended iTRolnli 2007.

However, only $25,0(1(1 of die eosl of a heavy SUV m.iv be 
expensed under tjl ill, oUerhve for vehicles plat "d in service 
after t)( iol»er 22. 2001. Heavy S I 'Vs those with a gross 
velurle weight rating (<iVWR) ..I m,,iv than ti.OOO pound', 
are generallv not subject to die ' luxury auto" depreciation 
dollar caps and lease inc..me inclusion amount rules.

I nder tin titles dial applied hcloie the Art. the entire roil 
ol a heavy S I u s e d  1110 I *  bit .mess could be expensed. 
Now, Congress has limited die delta ium to $25,0tin.

O th e r P ro v is io n s

''■'■cAci lias‘-eveial ptovtsiDiislot biistiu sestltai shouldiiHi- 
at eoniMctui ; For eximple S t orporal mus > in now have 

up In 100 members, and all f.imil\ members can del i to be 
treated as one member 1<>r tlie IHO-member threshold. ( Mlici 
items ig note intndl vehicle provisions and a geneial -ale-, 
tax dedu< tmn

Vehicle Provisions
lleavv .<• Ilie.liwav eimlrm tors may wi li to si mlinize.i provi­
sion exempt tig, mobile mad an ay loan fedetai hlghwa tax*

These changes .should mean that mobile cranes, concrete 
pumpers, and certain paving equipment, will not be taxable,

The new law codifies the current three-part design lest 
effective lor machinery that is: 1) permanently attached loa 
chassis, 2) designed to operate off-highway, and 3) reaches 
jobsites over public roads under its own power.

The Act retains die full exemption from the 12% federal 
excise lax on new' vehicles and the heavy vehicle use lax for 
equipment that meels the three-part lust. The fuel lax will 
si ill apply, but a refund can lie obtained at yoar-etid if the 
equipment travels less than 7,000 miles on public roads dur­
ing the year. Tires designed exclusively for off-load equip­
ment will be exempt from the federal lire tax.

G enera l S a le s  Tax D ed uct ion
Effective Ibr 2(101 and 2005, taxpayers may elect lo lake an 
itemized deduction for stale and local genera) sales tax in lieu 
of die present-law di duction for stale and local income taxes.

Taxpayers can either accumulate receipts or reference a 
table (see 'vww.irs.gov/pnli/irs-pdf/ptiOO.pdf) lo delemmie 
their vales tax paid. In iddilion to lius table amount, they can 
.also deduct eligible sales taxes paid for vehicles, boats, and 
certain specified items. This is tin added benefit for residents 
of the 10 or so slates dial have no income taxes. Taxpayers 
in other .stab's must decide if llnty waul fa deduct the income 
or v iles lax paiil during the year.

Coocl O'.lOil

The American .lobs ( Tendon Ac! of 2001 is a very broad and
complex piece of legislation, with inllieai ics beyond this
bricl overview. To benelii from the At I, eontraclors need lo
contact a lax adusnr to tli-ieuiunc how tin- new law will
ilfcet I heir business rm 

I M

R C J  t . w  R StlAViji CPA. C C f P (V  I S' i veil A
C jitgvjr y IV\ c t H m u C c.'lioi;!), m N. .j I

tin I. llOi ptcitfUCti cumnnn's I t lute '■ - on ( top >-1
I-■ i.r!u'oi.. in II  )■ t. d .< l l> l <■ il >• Ho i j ' end
on d I i ew .trj : ' I

Artemi-t || ( »lrr-dr.» f Itip it  o It. n
I .  it ' I . .  ■ ’ . ! <  i ! .  I I t s  i  I i ' . v £  Alt i  f 1 1 1.. n .  r i  > i . i -  1 «  ■

1 L< ft I d ■ n ’sr in f i im .ol f*ii I
j  : '  |  L d ;  o i  a c I I m s  ( 1  r t . - n  t « - i  l i n . J  A l l  l  1 1  I  w  l i >

1.1 r nol fa. ( rim "r-.. i J tin./.At

n . n i ' i *  .5 0 )
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PRODUCING RESULTS: AN ANALYSIS O F THE  
NEW  PRODUCTION ACTIVITIES DEDUCTION

By Deloitte Tax LLP

Gory Hecimovich, partner; Michael Dnnilack, Tho­
mas Mahoney, and jan Skelton, principals; and Mark 
Garay, director, all of the Washington National Tax 
office of Deloitte Tax LLP, aro the primary authors of 
this report.

The American Johs Creation Act of 2004 (P.L. 108- 
357) established new IRC section 199, which permits 
taxpayers to claim a deduction from taxable income 
attributable to domestic production activities.

This special report provides an overview of section 
199, which is effective lor tax years beginning after 
December 31, 2004, and recent Treasury guidance on 
the same issue. It provides observations that: (1 put in 
context the meaning of many of the new law's com­
plex and often novel tax concepts; (2) identify com­
mon issues and opportunities that business taxpayers 
may encounter; and (3) suggest actions taxpayers 
should take to improve their ability to take full and 
appropriate advantage of the new deduction.

This article tines not constitute tax, legal, or other 
advice from Deloitte Tax LLP, which assumes no 
responsibility with respect to assessing or advising the 
reader as lo tax, legal, or other consequences arising 
from the reader's particular situation.

Copyright 2l’.fl5 Deloiite Development LLC.
All righls it served.
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I. Introduction
On October 22,2001, President ( leorge W. Hush signed 

tiie American lobs Creation Act ol 2001 (P.L. 108 357), 
legislation to phase out the extraterritorial income (P 11) 
regime. The ce iterpiece of ‘lie statute is new Internal 
Revenue Code section l“ “  which permits taxpayers lo 
claim .1 deduction from taxable iinfonic attributable to 
domestic production activities.

When some nu mbers of the House Ways and Means 
Commilloe first began discussing luiw best to structure 
legislation lo repeal I he I 11 regime, an early thought was 
lo include some incentive to loster |oh creation with a 
particular emphasis on manufacturers, the* pmnarv 'vn- 
I'licP.uies of the I II exclusion, As is 1 lear from the 
.statutory language ol section l“ “ , the new law pnivides 
bcnelils to a miuli larger gnu 1 ol husim sses than those
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trnditionnlly considered "manufacturers," and it is not 
limited to those taxpayers who previously benefited from 
the ETI regime.

Because the provision is effective for tax years begin­
ning after December 31, 200-1, taxpayers need to act 
immediately to assess the extent to which they can 
benefit from the new provision.
A. The Not-So-Basic Calculatioi.

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

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

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

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

Allowable deduction in 2005 - 3 percent multiplied 
by the lesser of:
• Q l’Al or
• taxable income
Limited lo 50 percent of W-2 wages.
Although that may sound straightforward, the statute 

provides many new definitions and special rules that 
must be taken into account in computing the deceptively 
simple formula. Notice 2005-11 2005-7 IKl$ I, Dai 10(13 
111 I. 2003 7 NT 13-7, releasyd by Treasury on January 0*, 
2005, provides a fairly comprehensive set ot definitions 
and rules that will be the framework for forthcoming 
proposed regulations on the new deduction. But .nit 
recent Treasury guidance only scratches the surface m 
addressing issues that taxpayers will lace.

I his report is intended in piovtde an overview ot 
section 199 and the re-vnlly released treasury guidance. 
When appropriate we have provided observations that:

• put in context the meaning of many of the new law . 
complex and often novel lax concepts;

• identify common Rues and oppoitimilies that busi - 
lie s taxpayers may encounter; and

• Sl9',g',st actions taxpayers should hike iii’.r to im­
prove their ability lo lake lull ai d appropriate 
advantage of the new deduc tion.

Frequently Used Acronyms
The statute and the notice include several technical 

terms that sometimes appear as acronyms in this 
report. We have listed them here for convenient refer­
ence:

CGS — cost of goods sold
DPC.R — domestic production gross receipts
EAG — expanded affiliated group
NAICS —  North American Industry Classification 

System
QPAI — qualified production activities income 
v'PAD — qualified production activities deduction 
QPP — qualifying production property

II. Highlights of the Treasury Guidance
At 102 pages, Notice 2005-1-1 is more extensive than 

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

■ What activities qualify for the qualified production 
activities deduction?

• I low does a taxpayer determine "domestic produc­
tion grow, receipts"?

• What does "manufactured, produced, grown, or 
extracted" mean?

• I low will net operating loss carryforwards and 
Cariyhaeks affect the Q I’AD?

• I low are "contract manufacturing" situation-, 
treated?

• What "construction" activities quality lor the de­
duction?

• I low should taxpayers treat transaction-; with "em­
bedded sen iiex?"

• What do “ W-2 wages" mean for purpose.', of the 
new law?

■ What does monulaclurod "in signilii.ml part" in tin 
I.mted States mean?

(Noteworthy provisions covered by the notice ,ue 
summari/yd on pp. 9M and 9t3l|)

III. Activities Qualifying for the Deduction
Section |90 defines "qualified production .Klivitn 

income” as the excess of "domestic pioduilion gross 
rccviplfl" over the sum el: (I) the cos! ol good . sold 
alio, able to those receipts, (2) othci deductions, expense;,, 
oi le m s  diivitlv allot able to these reieipls, and (">) i 
ratable poition of deduction-, expense-., and lo.-.e-, not 
direi tlv allot able lo those receipt or lo another da x ol 
mi ome.

I In- sl.iloU piovidt ■ no diici lion ing.irding whether a 
-angle taxp.m r mu-1 tie.it .ill of it-, nualifyinl acti\itn 
together lor, .IJtiilnfftm pmpnsi s or w bethel, on the olliei 
Innd a laxp iver ran separate it qualilyihg eCtiVitie into 
mdi\ i< I n il separuh biram lines or in.tividu.il piodod 
lines

9G2 TAX NOTES, February 21, 2005
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Noteworthy Provisions

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

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

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

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

Contract manufacturing. Tile notice provides that if one taxpayer performs manufacturing activities for another 
taxpayer, only the taxpayer v'ith the "benefits and burdens of ownership" of the manufactured propei ty during the 
manufacturing process will be treated as the manufacturer. This tax ownership rule applies even if the taxpayer 
exercises direct super\ ision and control over Ihe activities of the contract manufacturer or is treated as a producer of 
the property under section 263A. The notice states that this standard is based on principles under section ‘*3b and 
section 2f>3A. It is interesting, however, that the IRS has in other contexts taken the position that there can be multiple 
tax owners of produced pioperty for Ihe purposes of section 263A. Ihit Ihe notice clearly slates that for purposes of 
section 199, there can be only one tax owner at any particular time.

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

Manufacturing in the United States. The notice provides that property will be treated as manufactured by the 
taxpayer "in significant part within the United Stales" if the taxpayer can either satisfy a broad substantial in nature 
test or meet an objective cost safe harbor test. The notice p-ovides that two categories of activities or costs — (|) 
packaging, repackagirg, labeling, and minor assembly, and (2) design, development, or creation (or licensing) of 
intangible properly — generally are not taken into account in applying either Ihe suhst,mtiul-in-nnluro test or Ihe cost 
safe harbor lest. The exclusion of those activ ities or :oits is likely to be controversial, given that thev are Ihe basis for 
millions of U.S. jobs and h.n e traditionally been regarded as pail and panfcT of many I hS. manufacturing operations. 
Moreover, there is a lack of parity with section 2l>3.\ in that regard, because some packaging and assembly has been 
held lo be production for purposes of section 2h3A.

bifurcating tangible mediums from qualified film, sound recordings, and computer .software. Ihe notice 
requires a bifurcation ol films, iccordings, and software from the tangible mi dium in which they are embodied I hat 
will requiie complex allocations. Moreov er, how Treasury intends for this rule lo apply is not entirely clear from Ihe 
notice. Under one interpretation advanced by a government official in inlonnal conveis.itions, the hifuicalion nile 
may reduce the section 1‘tu benefit of vompames manuf.u hiring mass pioduced copies of hints, recordings, ,md 
oltuare, when the underlying intangible was produced bv another comp my.

Important questions of character. Ihe notice provides that, fora transaction in which a service ip provided alone, 
vv ith the lease, rental, license, sale1, e\i hangi, nr other ili-.pi> at inn of propertv, onh roceipis atiiibut.ible to ihe piuperiy 
transaction, and not eieipls atlribu abb1 to the embedded" sen ice, qualify lor the Q I’AD. As result, niauv 
taxpayer- lor Ihe first time will be required lo allot ale gross nreipts between tin qualifying components of their 
transaction and the nonquahl ving components. I hat will nece-v.itnte a new valuali i analvsb, that has nig been 
conducted before Presumably, the IRS v. ill be prep.m d In dis lllow the Q l’A l.* vv In nevpi it i ; arguably attributable to 
profit on a mon-Ihan de minimis 'erv’i.e

Dealing with deductions, I he nolue pmvldes iliiee methods lor alloiMling expenses (olhet than ropt-i ol gi 
sold) to ulbvt qualitying donn-st.c prodeition gross receipt*. Ihe vast in.ip ntv o! luxpavtis (those with avi e 
annual gross receipts, over the lluee prim vears, nt $23 million or le-s) will he able to me one of two laulv simple 
methods. All other t.. pavers, hnivev ei. vv i.l he n quirt d lo follow a muddied lorm of Ihe c dsling rules undei fi ction 
h'fd, which in the pa-.t applied onlv to taxp. ycr. engaged m nitarn.ilional business ..ctiv ities. I lie required u- e m the 
section Hol expen e allocation :tili-. will bring new li vi Is ol complcxitv lor those I ixpavei not pieviou Iv­
an u-.turned to ii-ang those rub

I/Jim io n l in n c d  on n e \ t  pngc.)
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Real property produced under a contract. In contrast to the rules related to tangible properly, the notice permits 
multiple parlies to claim the section 199 benefit relating to construction activities. Specifically, general contractors and 
subcontractors may both be able to claim a QPAD. Whether the land developer or owner will be able to claim a QPAD 
will likely turn on whether they are regarded as being in the trade or business of construction.

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

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

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

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

Getting your hands on the right information. Understanding how the new law works mechanically and what 
activities qualify for the new deduction is critical. But it is equally important for taxpayers to quickly determine how 
to capture the necessary information and documentation that will have to he analyzed to determine which of thcii 
activities will quality for the deduction.

T lie notice, however, addresses this issue by providing 
that for purposes of section 199, QPAI is determined on 
an item-by-item basis an,! fs the inn <'f (JI'A ! ileriivit In/ the 
taxpnwi from oreh Hem, It makes clear that QPAI is not 
determined on a division-bv-division, product line-by- 
producl line, or trail ,ktion-by-li.ms.iction basis. QPAI 
calculated for each item may he positive or negativ e, but 
those amounts are then nlTted together to arrive at a 
single QPAI amount lor the taxpayer
Observations

If heasurv had Jiosen to permit grouping ot related 
u iliiP iis  b\ business line, lor example, a taxpayer Mif. 
lering oveiall I i k m - s  in one qualilying Un-unpss line 
would have been vM to neverlhch s lake advantage ol 
section l‘*P lor a profitable business line. I he ngprn.n It 
tali n in the uotne, however, eliminates am possibility 
lor such helplul calculations. Ilial appioach is different 
fiom that pre\ iouslv taken regarding the calculation ol 
benefits under the foreign s a l e s  implication or I II ie 
ginus, where the government's transaction il grouping 
ink s provided bein'tiis lor profitable If,m n> timn < i 
operation . despite los .es ic.lh/ed cIm vs lien

IV. Identifying I)P (iK
I lie statute idei it P i e s  live s | l o  die i  at* gm i c i t  ol I • ! ' (  i K  

that v\ ill qtiahlv lor the QPAI > I >P< .K must result limn 
oi*itain trail ailion involving (I) qualif r in g  pinduclimi 
prop*, i tv, (.!| qu.ihtied tilm. ( i) elecirii ity naH" il g.w or 
polahlc water, f l' construction, and ( e qi'L nceiin ; and

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

The notice requires a taxpayer to determine the por- 
* lion of its gross receipts that .lie I )PCI< rind the portion of 

its gross receipt* that are not UPl.K. When a taxpayer 
engages in transactions giving rise to both DPCK and 
non-l H'GK, the notice requires the* ta xpayer to allocate its 
gro s receipts limil its transactions based mi a "leason- 
able method'' that is "satisfa. Im v" to the IKS uni that 
"accurately identifies the gross receipts lint constitute 
I H’GK." I iie nolne set-. Im III the (Blow ing factor.-, to be 
taken into account in deter mining, vs In slier the taxpayer's 
allocation method is reasmiable;

• whether the taxp.wer uses the mo t .nun., e infor 
illation available;

• the relationship between the gro-.. receipts ami the 
apportionment b.e.e chosen;

• the .nilir.KV ol the method chosen ,s  lOllip.ued 
vwtli other pos able method .;

• whether tin method is uSl'd In the taxpavei Im 
internal management or other business puiposvx

• w liether the method is ii: ed Im other Ii der.il, stale, 
or foreign ii mine tax purjS n3

• the lime, burden, and i o-.t i using v.u iou ■> m e th o d s  
and

• w IhTher m not tlw taxpayer upplu s the i it> tliod 
cmisi,tenth Irom nur 'o veur.

I he mitn e piovnle. a tie minimis s g,. Iiaihnr uppli 
ruble w il l 'l l  ill 'll amount ol non I >P( .Is am pn rut 
I hidi i (lie. di minim . i it I i . il the !u vp tier's non I ft* .P

TAX MOTES, (fotnuhry 21. 20(15



is /css Ihiw 5 percent of its total gross receipts, the taxpayer 
may tro.it all gross receipts as DPGR. That 5 percent do 
minimis approach is used in several other places in the 
notice where Treasury addresses specific situations in 
which it is necessary to allocate gross receipts to hotli 
qualifying and nonqualifying aspects of a single business 
activity or transaction.

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

I;or the first time, many taxpayers will have to deal 
with the fact that different types of ordinary business 
income will receive very different treatment for tax 
purposes. In many cases, taxpayers will want to adopt 
new approaches to entering into their contractual ar­
rangements ami new way's to account for many of their 
transactions.

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

Neither the statute nor the notice contain:. .1 restru tion 
on the time period during which the pioduction activities 
must occur lo give lise to ') I ’GK. Consequently, qualitv- 
ing piuperty produced befoie the effective date of section 
199 can give rise to UPGR. For example, UPGR can 
include receipts from the sale of s p i r i t s  produced ,1 dozen 
wars hclore the enactment,of section 1‘1‘J (assuming all 
other requirements are satisfied lure), hut sold in .1 
posi-clleclive-date year.

The need lo identify revenue streams based on tlit 
le.alion ol production aclivilv will place .1 premium 011 
having a thorough under'!.riding of a l.e payer's inhu­
mation systems and tracking capabilities lo the exli n! 
tiies have not already done so, most taxpavers will want 
lo begin 1 oin ei sal ions with llieir information t< ilmologv 
and accounting depai Iments to understand exa. Ilv wli.it 
mini (nation exists w ilhin their organization and lo deter 
mine the mo I el tic it- nt melhod to 1 0 ! lee t and .mak ze 1111 
information tor purpo-e. ol the .section b*" 1 akulaiion

A. 'Gioss Receipts'
(Tie n o 'u o  d c ll l le .  Ih>* t r im  “ g r o . ,  r e c e ip ts ’' g eu e ia lh  

.15 the luXpU W i s n - ie ip l. lo l Inc  t.P \> ir lh .ll .lie  
recognized und er llm  taxpayer . m e lhod  ol .m o im 'iu g  
used in 111 it lax veur lo r ledor.il n u o m e  lax p a ip o .e s "
I lie notice pioi illc’s 1 Series W examples ol items that 
qunlilx as eio-. uieipls under 1l1.1t di'limtion, llio-c 
111 hide total salis (net ol iclurns md allow 1 in > ill 
umnmils inov i .1 Ii mi seniies, and am m.oin rrtVTT 
investments sinli al m len l. dividends. nvili io\ iliu 
and annimii". tegnidh s ol whelhei llu amounts aie

derived in the ordinary course of the taxpayer's business.
The notice also provides examples of items that do not 
qualify as gross receipts. 'Those include repayment of a 
loan, amounts derived from nonrecognition transactions 
(such as a section 1031 exchange), and sales or similar 
taxes, when the tax is imposed 011 the customer under the 
applicable stale or local law.
Observations

With the guidance. Treasury has clarified that tax 
accouniing concepts will determine gross receipts for 
section 199 purposes.
II. '.Manufactured, Produced, Grown, or Extracted'

Under the statute, for gross receipts from transactions 
involving "qualifying production property" to qualify as 
DPGR, the QPP must be "maimfactincd, produced, grown, 
or extracted by the taxpayer in whole or in significant part 
within the United States." (Emphasis added.)

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

Taxpayers will want to insure that they appropriately 
consider all of tlivr mdivides within the broad coverage 
provided by the term "manufactured, produced, grown, 
or extracted."
I. Consistency with uniform capitalization rules. I he 
notice also proxidi . that .1 taxpayer lli.it has 111.mill.u 
tmed, piodiucd, grow 11, 01 exti.u ted QPP lor the lax \ ear 
should I1e.1l itself .if .1 proxluu r under Motion JntA 
leg.irding the QPP for the lax vc nr unless tl e t.ixpuver 1 
not subjixl lo set.tion 2)1 SA1 under the Intern.il Rcvynt 
Cod., regulation , or olhci pul.Ir.lied guidance I he 
notice provides that a laxpavei that uiricnth is not 
propelly .n counting, lor i*-. production activities under 
section 2o1.A 111.n 1 li.uige !(# aCinuiilmg method to 
lomplv W ith  the pr dun r icquireimnts of section 2nlA 
Observations

Il i. beiieliti.il lo be treated as .1 pieducei to I ike 
udiEntugv I the OP.AI ?. Iiowa v. r 11 is not I < ikptW.iI tot J  
denied a a piodinci lor pm poses o! the cost inpitnli/n 
hoi! mil ol set bon 2MA. It is understandable lb.It 
lie.isiiry would seek to establish p.uitv betwn n tin two 
tin thud-.. I towel ei, the p.uiti pun ided in the nodea is a 
mu'aval shed A laxpesi that leap. the U m lit ol the 
nPA Pbv c if dii o| being, tn ated a . .1 piodueer nurtl d-o 
Is .11 the huideir. ol liea uienl a a pioihn ei lot pmpo 
ol tin- ei lion 2i<3,'\ 1 os, 1 apilah U1011 lej uni Ib nohii
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does not provide lor the converse, which wiil result in 
disparate treatment in at least tour areas:

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

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

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

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

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

Under the statute, taxpayers wishing lo claim Ihe 
Q I’AD for Q IT  must establish that the Q I’P was manu­
factured, produced, grown, or extracted “hi the Ifixptwcr 
in whole or in significant part within the United Stales." 
(Ijnphasi.x added.) Congress has made it cleat that a 
taxpayer should not be Me lo benefit from the deduction 
unless the taxpayer itself is1 engaged in the manufacture, 
production, growth, or extraction of the underlying QIT.

Ihe notiii- provides that if one taxpayer perform-. 
manulai.turiiig activities for another taxpayer, only Ihe 
taxpayer with Ihe b» nefits and burdens of ownership ol 
the tangible personal property during the manufacturing 
process will be healed a.-, the manufacturer, l or a tax­
payer entering into a contract manulai tilling arrange 
iiH-nl wilh . third party the availability of the Q l’Al > will 
depend heavily on whelhvi the airnngemrnl is struc 
tined as a buy sell arr.ingunent or as a con-aginm nt 
arrangement from a lax perspective. I hat is, whether or 
not one of the parties to the transaction will ho entitled to 
the Q l’A l) for it-, own mnntilncturing activities will 
depend on whether i! will be. r Ihenonoini. ii-.k ol lex 
on !hi raw materials and work-in pioie-.s uhile the 
goods an- ’ving pioce-. .< d hv Ihe thiol paitc. I hat rule 
applies i 11 ii it the la \p <ver ecen i - due. I supei i isToft 
■ mil Coil iol over the nitwits -> ol the lOlilr.ictor or I 
treated a? a piodiser ot III'1 piopeilc iindei station 
.’n 'A(g)( M.

Tor ex n n p lt  it the ta x  pa  r i  a l lo w - ,  the thiol p .u  ty  t > 
hear the vonoiiiie rr.k ol U'xs on the raw mat. r i a l s  uni 
woik i l l  M O iexs, tile thud p . l iU  W o u ld  Is  • llglhli tor tin

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

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

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

Second, when the taxpayer allows the third par tv lo 
ha\ e tax ownership over the raw mateiials and wotk-in- 
proces-, the tliir party will be entitled lo the Q I’AI > on 
ils own piofit -., I ill the taxpayer mav earn sjgniliiant 
additional |>mlit? attributable to its own m.innfai turi.ig 
production, growth, nr extinction activities can d out 
either Ivloie the goods weiv transferred to the third party 
or allei the goods weie nci|uiicd (or renci|Hired) from the 
third party. At best) the notice leas i open the question of 
sshellni ihe Dxp.iyer would aT-o he eligible lor the 
OKA I ) to the extent Ihe taxpayer inch pendrntly engage-, 
in quahlyiiiA activities regarding, the U l’P. At svor-.t, Ihe 
-•ingle heneliiinrv rule ol the notice suggests tiiat those 
qualifying, activities would not gm use to i QPAI > for 
the taxpayer simply because contract mnuulnctui mg w . i t  
undertaken as part of the p r o i e s - . .

Iiicnnxixlency with section 2(>3A. III. notice slUes 
that tin tax ownership sp4id.ii I iA ba-.e.l on tin* prill 
i iples ol sectionx 9:’,(i and 2tc’,A. Ihe ivgiilnlioiis under 
a-ilioii S|J3A, howexer, n-gaid one .is a pindini r n tin 
taxpayer is n tax owner of the propeqy being, piodvind.
In asm1, has interpreted the regulations lo piovide Ilia! 
more than one pariv mu he an owner ol piopertc at the 
same time ( ons'-quently, under -a-i (ion .9> l,\, when one 
taxp.w 11 p. i lot ne. | • An I lit, lion a. toils under a t onli.it I
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with another taxpayer, both taxpayers may be pgnideo 
as lax owners of the properly being prod .iced; duis, both 
must capitalize costs under section 263A. However, only 
one of those taxpayers will be entitled to a QPAD.

Moreover, under section 263A, if a taxpayer has prop­
erty produced for >t under a contract (the customer), the 
taxpayer is treated as tiie producer of the property, even 
if it is not a tax owner of the property during the 
production period. Consequently a customer that is not 
the tax owner of the property being produced will be 
required to capitalize costs under section 263A, but will 
be ineligible for a QPAD.
D. 'In Whole or in Significant Part'

Under the statute, taxpayers wishing to claim a de­
duction for QPP must establish that such property was 
manufactured, produced, grown, or extracted by the 
taxpayer "in whole or significant purl wilhin the United 
States." (Emphasis added,)

The notice provides that property will be treated as 
manufactured by the taxpayer in significant part within 
the United States if the taxpayer can either satisfy a broad 
substantial in nature test or meet an objective cost safe 
harbor lest, I he notice explains that those two tests were 
adopted from the test set forth in the section Vu I regula­
tions for establishing that a controlled foreign corpora­
tion is the manufacturer of property when the activity 
involves the assembly of component parts. However, the 
notice makes clear that the in-signifimnl-pnrt lest does 
not incorporate the full substantial transformation analy­
sis of the section 1>5I regulations Ilia* is, the substantial- 
in-nature requirement of the QPAI) is not the same as the 
requirements underlying the "not the properly which it 
purchased" standard in the section 95-\ regulations.
I. Substantial in nature. Under the first test, the signifi­
cant part requirement would be met if, based on .ill of the 
taxpayer's tacts and circumstances, the manufacturing, 
production, growth, or extraction activity peiTormcd by 
the taxpayer in the Uni .1 States is ■idi-.tantial in luitmc. 
Tor example, if properly’is manufactured, produced, 
grown, or extiacted by the taxpaver outside of the United 
.Slates (or Inj an unrelated party within the IInjled Stale-.), 
and the properly e. n-.ed a-; a romponent pad of die QPP 
produced bv the taxpayer wilhin the United Stales, toe 
QflZ including tin1 component pail, will be treated a* 
manulaclured, poulticed, grown, or extracted in signifi 
tant part l>\ the taxpayer wilhin the Unite H Stales if the 
production flj the QPP per'termed It} thi taxpayer within 
the United ’-tati -• i . suh'.lanliul in nutuie I lie uutue 
indicates that il a taxpaver manul.u tores QPP in signili 
ant pad in tin- Uniln Males md expods llu- goods lor 

lllllher manul.ktur- outside the United Stale;., the i.e.
•ay or will me. t llu in sigmiuuni-purl reqoiremuil te 
'.aidless ot whether the Q PP is impeded Ii.kI. into the 
hill'd Stall betore !h ■ lease, rental, license, jcile, ex 
range, oi olhei disposition ol that pmpeily 

I he notii e pio\ idi that the de|n initiation of v\ hot hi i 
lie l.Kp.nir's aWvlTv Bqliin the I niled Mates i-, "sob 
•nnlial tn n.itiue" must be made hr taking mln account 
all the tar Is nil meum .tame • m- hiding the lelutive 
aloe adiled by. and lel.ltive m ! ol. the la p ivei ’

■ hpfvilv m the I oiled ‘ilntp*, llu- natiiit ol the propeity, 
and the n iline ■ it the at 11x * 1 x the t »payer peiloim n
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the L'nited Slates." The notice specifically provides that if 
a taxpayer purchases unrefined oil extracted outside the 
United Slitcs by an unrelated party nnd the taxpayer 
refines the oil in the United States, the refining of the oil 
by the taxpayer in the United States will be treated as 
ma uifacturing, production, growth, or extraction that is 
substantial in nature within the United States.
2. Cost safe harbor. Under the cost safe harbor test, the 
in significant part requirement would be met if the 
conversion costs (direct labor and related factory burden) 
incurred by the taxpayer in the United States for the 
manufacture, production, growth, and extraction of the 
QPP are at least 20 percent of the taxpayer's total cost for 
the property.
3. Excluded c jsts. The notice provides that two catego­
ries of activities or costs generally are not taken into 
account in applying either the substantial-in-nature test 
or the cost safe harbor test:

♦ packaging, repackaging, labeling, and minor assem­
ble activities or costs; and

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

Observations
Packaging, Ijbelmg, and assembly, llu n tice is 

confusing with respect to the excluded activities/costs.
Although Mime slate nents in the notice assert that those 
activities and costs c.umot he taken into account in any 
respect in applying either version of I'.e in-significanl- 
p.irl test, other statements in the notice, p.n ticulnrly 
regarding the substantial-in-nature test, seem to indicate 
that those activities and costs may be taken into account 
so long as they are lot the . nly adi ilies or costs on 
which the taxpaver is relying, lor purposes of meeting, the 
in-signilicunt-pu'l requiiemenl. lor example, the notice's 
statement ol tile rule* provides that "packaging, repack 
aging, labeling, and minor as.embly operations do not 
qualify as substantial in nature," and the explanatory 
eclion of the notice describes Iron-airy’.- oesire to pre 

vent qualification when a taxpayer's U.S. achy ilit ,s am- 
sist "solelv ol alii .ing a label to a pke.ln bottle otherwise 
m.mufacluied entirely outside the United Sfcflufr'’ I hit 
liRyys open the question ol yyln.-lher the lube1 operation 
could be taken into acniint in combination with other 
I E .  aitivil.i-. in doh-iminmg yvhethei the o/eiall I 
operation-, uic siib-.l.mli.il in untune that appro i.li 
■vould be a inasonjple one, becnu-.e the labor n-qiiiied to 
innv out assembly, p.iiknging. and labeling, turn lion , 
make, for the creation ol vi-rv ie.il I T. man if.iitiib"g 
|ob..

Inconsistency with section M3 A. Under ■■eclion ItwiA, 
pillaging has been regarded a i piodiiilion .nlicitv.
•hoi cover, the "piodtn lion" e| pnikipmg mateiial . and 
llu ii r  ol those m.ilciinlx in p^fknvinjt pi. piilv haw 
been reg.rded ,e, piodiuooii yyillim the meamii)- ol 
mUioii l’f>t\. I or example, m I IK I p!?U
r  in ' till', IN I I 1/ ,'n, the IKS mled ib.it taxpayers 
piovidmp. packaging, ervid •• to m11el .led m lomep. 
v.eii proihini. oithm the me.meig ot 1 1 > n tkiV
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Thus, absent >1 change m the administration of section 
263A, companies engaged in packaging and minor as­
sembly might be regat led as producers for purposes of 
section 263A, but not for 199.

Also, under section 263A, a taxpayer that engages in 
more than de minimis production activities is regarded as 
a producer for purposes of section 263A. More than do 
minimi: production is generally defined under a 10 
percent test. As a result, some taxpayers may be regarded 
as having more than de minimis production activities for 
purposes of section 263A, but may n>t meet the 20 
percent safe harbor under the notice.

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

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

Second, the research, development, and marketing 
functions associated with a product's uesign and sale also 
mean real jobs in the United States. I lie idea that some 
u mufneturing jobs (those associated with factory pro­
duction) should he favored over other manufacturing, 
jobs (for example, those associated willi product de ago) 
warrant? attention and discussion.

I liiul, tins approach represents, a departure from that 
taken in the hi I ufeiine, under wliii h no! more than 50 
pe'Yrnt of the fair market value of a product cun Id he 
attributable to articles m imilocturcd, piT'dmed, giown. 
or extracted outside the United Male-, tor the prodtn! to 
be eligible tor the F 11c xdusion I lull meant Ilia* t.ixpav- 
ei iiitilil obtain an I II benelil lor export piopeitv 
large h pioducid outside the I uiled Stales1 u! fur whirh 
va ra  was . 'trihut.ible to L' S, ha set I intangible. (Itx 
• •sample dr .ign, trademarks, or tr.uK' name). I hat n> w 
approach would utduatn cleatlv that llirld l'A l) ..'ill not 
■ r i\• as a substitute lor benelit previously th rived 
under the I 11 icgnne by at least some taxpayer-.
I.. 'United St lies'

While the statul ilt s not drlmr I nihil State tor 
pm poses t ! the Q I'A I'. the notice drluir the lei lit a the 
ill slali , the I >isi|ii t of t. ollllllbia, tilt t« iritoi i il watel s 
of the I oiled ‘■•tale-., ami the eabed an.I subsoil ol those 
uhm.iimc ate is that an .iilpiicnt to the Icrritonul walei - 

t it the UiiHcJ ''tales a I it I ovet w hit It the I "m I f  I ‘'1 tie. It ■ 
co lii .ise 11)‘ht-., in .id ttiil.ittcc with mti iiialion.tl l,n\. tin 
the exploi.ition and c <,ploita!mn ol iiatui.il n mice' I lie 
noliie pit vitli - that Ilia term ” 1 nilrd ‘'late ’ doe. not

include possessions and territories of the United States or 
the airspace over the United States.
F. 'Derived From' Various Activities

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

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

The notice further provides that, for purposes of the 
"derived from the lease, rental, license, sa’ , exchange, or 
otuer disposition" requirement, existing federal income 
tax law principles apply to determine whether a transac­
tion is, in substance, a lease, rental, license, sale, ex­
change, or other disposition, or whether it is a service. As 
an example, the notice makes reference to Rev, Rut. HK-A-T, 
I9KS-2 C.lh 32, which treats a short-term lease as 
service.
Observations

Gro-s receipts ol a taxpayer that are t 'iisidered de­
rived from "any lease, licenje, sale, extli.mge, or other 
disposition" can qualify for the Q lB l), but gro - leceipts 
Ilia: are considered del ived from a service cannot, there­
fore, biejsure will be placed oil the charactei i/ation ol 
transactions as either services or sal. s of goods, or, 
conversely, as either sei vices or leases or license:,. I hose 
charaderi/atioit issues are not new in the tax law. I hev 
liav • long been impoitant to the tiealmetil ol carious 
international tr.insaVlions lor many dilfciciil pmpo'ex 
ami until recently, were important to the treatment of 
<».lv nice pavmcD!1. in transactions like those considered 
in Rev. Fine 71-21. Iho e ill. iia. ter dc lei initiation., have 
I veil Rillit ult and umtrocefttial in the p iM and will likelc 
be \cr, dillii ult tor the mate, ta x p a y e r  that lor the In I 
linn1 will have lo make those distnn turn-, tor poi'pO'-es ol 
the Q I’A I ).
Ci. Allocating Gross Receipts: I mbedded Services 

I lie ilat nle dor . not pin vide anv t oils icg aiding tin 
treatment of traiis.u lions with embedded sen i c e  ,' 
that il, tr.ms.ii lions in which the price c* a service i 
ini'I nlcd in tin amount chit cd Ioi a lease, ivnt.il.
In i ir e, sale, exchange, or otliri dispo ilion ot propi rlv 

I lie nolne. how ever. pioc.des tli.it Ioi an embcddi d 
set1, h i I J|'( .Ii in. Iiide-. mile the n 1 1 ipls lioin the It i e. 
lent il, license, . il •, i vj It mge, • r otliri di position of the 
piopci11 aid not ,aw nceipl altr biUable o the embed 
ill'll dTfVice I In' nu's e 1.1 .1 ido'. two i Vi i j'IIi HI'. In tin* 
gi iti nil rule leg,arilmv, enitu ddcsl ■ • r \ I ii

• Qualilied \v.manic exception. V lopa\ 'i mac 
nil lud*' m I >! i .1.' 1.1 .sinning all ic'euuemi'iils ol
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section l‘D(c) <ire met) grcss receipts from .1 "quali- 
lieci warranty." for purposes of this exception, the 
term "qualified warranty" means a warranty that is 
provided in connection with the sale of qualifying 
production property if: (1) in the normal course of 
its busines the charge for the warranty is included 
in the price charged for lease, ren.al, license, sale, 
exchange, or other disposition of the qualifying 
production pioperty; and (2) the warranty is neither 
separately offerer! by the taxpayer nor separately 
bargained for vvi'h the customer — that is, the 
customer cannot purchase the qualifying produc­
tion property without the warranty.

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

Observations
Man) taxpayers conduct 'ransnctions that are best 

characterized as a lease, license, sale, exchange, or other 
disposition, but ,hat involve an embedded service. Under 
the general rule, those taxpayers for .he first lime will be 
required to allocate gross receipts between the qualifying 
components of their transactions and Ihe nonqualifying 
components. I hat will necessitate new valuation analysis 
that has rv t been conducted hefrfe. Presumably, the IRS 
will be prepared lo disallow the QPAI > whenever it is 
arguably attributable lo profit on am more-thun-de mini 
mis ,-ri \ ice.
II. Advertising Income

I lie statute does not provide any sped rules reg.ml- 
in *, advertising receipts. The notice proviurs that adver­
tising income attributable1 to the sale or other disposition 
of newspapers and magazines -liould be rmyiljeied 
derived Irom" the ale 01 other dispositu n ot the 

ik wspaper and mag,a/me. I lie notice m knowledge- th it 
Ihe advertising income is "inextri<abb linked” to the 
gro-s receipts derived Irom Ihe lea e, rental sale, ex­
change, or other disposition ol the newspapers and 
magazines, t or esamplt, .1 mvvspapei maiKilactuicr's 
iccvipts Irom an advertiser to publish display awei Using 
is .lassined advertisement 111 its new -paper are treated 
as egoss i.seipts di 11\ 1 il Irom !hc‘ .[l« of the newspaper 
lor .edion llv  purposes,
Onset vations

Pub lic  1 im m cn l bv treasu ry  n ll ic ia ls  indicate that 11>*'
•■pec I ' l l  f i l l  n  m i  lo  l ie u 1-.pa p e ls  .ill il m ag a/ lia  s does not 
le c i  ‘■■.mb u t in t  the- m le  I 10111 . 1 pp i\ 11 <j• in lb> t|ii ili- 
lied  Him i o igext d o r  exam p le , to lelev i- io ii show .. and 
m ovies) W h e n  tin g m d .in ..• vvas 1 u> d, h o w e v e r  Inn-  
ur\ had not ye t heard  lia m  tin te lev is ion  o r iw n ie  

ir id 11st 1 ie-., and  th e ie to re  d id  not b e lie1.*1 it had u lfic ien t 
m lo rm a lio n  to extend the tub I 1 is l i le l v  s u .b  an 
« tension w ill lec im li a d d il io in l con  id era tion  during, 
till lie\t round  o f *11 id .il lie

I. Computer Software Income
The statute provides that "computer software" quali­

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

The notice provides that the determination of whether 
gross receipts can be considered derived from the lease, 
license, saie, exchange, or other disposition of computer 
software generally depends 011 all the facts and circum­
stances. The form adopted by the parties to the transac­
tion, Ihe classification of the transaction under copyright 
law, and the physical or electronic medium used to 
effectuate the transfer are not determinative.

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

Ihe notice grapples with tlu difficult service versus 
sale (in license) characterization issue and attempts to 
draw .1 bright line for software transactions by conclud­
ing outright that D I’GR lo not include1 gro; - receipts 
from "Internet anvcs services, online serxices, customer 
support, telephone services, games played through .1 
website, , rovjder-con’.rolled -oftware online access ser­
enes, and other services that do not constitute the lease, 
ienl.il, license, sale, exchange, or otliei disposition of 
computer 1 oftware that was dm eloped by the taxpayer."
I >11 the other hand, n eipts from transactions in which 
sollw. fe is sold tocos timers who download thesullware 
Irom the Internet quulifv as DPGR, .ncording, to the 
notice. Ihiis. while the statute provi lex that uv com­
puter oilw.ue" qualities as Q l’r, treasury will ,.ppur- 
enlh drau dr.tin* (ions between softn.ue tuns,.. Ism." 
tienled as trenxlers of goods, which can potentially 
ip: llilv for the M ttion |uu ben. lit, and xoltwer trail-,u 
lions to ile.1 as -e reives, which cannot

l iie 1 olice appe.us to feat - the question ol w In ther m 
hiteiinl s.'Iw.iit1 tiaii.-a *0 ’11 gives 11 e to Di’GR on 
n In-thcr 01 nut ,111 installation or duu uload I ike-, pla. 1 on 
the 1 iixlomei siomputei. Whether that l.ivtoruoul lake 
be de1 1 rn 1111.)Iire when an in t.illation 1 . nion llim 
111011! .itarv bt.t less than perm.men', and Mm loen the 
Iran 1. lion might be 1 h.ir.u ter 1,1 d .11 a lease or In ire ol 
tin software, is not yet ( liar. Whether tin download 
di tiiicinui is intended to Iv  (be vriliial dotnn In 11 111 all 
. .wo-v 1 al -o |e rs than i lear.

1.1 xp. 1 \ ci s , ui rcnlb. pi 1 iv iding ul 1 ess to data mini lua 
lion, g.inn s 01 utililn - 0 V11 tin1 Internet 111.0 o.nil to 
(oiisnler modilviitg tlieir buan practice -ro that it 1 
1 li at 111.11 gloss 11 1 eipts an1 del iv 1 d 110111 (lie puo isloli ol 
1 oinpnier 1 is ■ dial w ill 1 ad. on a ei. -ioii el'scompulei 
at It a| t leinpoianly.
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V. Defining QPP, Filin, nnd Other Activities
"Qualifying production property" is defined us tan­

gible personal property, nny computer software, a ul 
sound recordings (as described in section l6H(f)(-l)).
A. Tangible Personal Properly

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

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

1. hitcllcctual and creative property. " Tangible parsrmol 
propertv" excludes any property otherwise gi\ cn spg( me 
treatment under section l ‘jy, As a n suh, qualified funis, 
lompuler software, and ound recordings are not tan­
gible personal properly for purposes of tin* new law.
I lowever, the tangible medium on which that propertv is 
fixed is tangible personal properly (for example, video 
cu seltcs, iompuler diskettes, or oilier similar tangible 
items), likewise, bools, magazines, newspapeis, and 
similar: itelln tu.il or creative piopertv embodied on an\ 
tangible med urn and mas* clisuil tiled may meet tin 
di million of tangible personal piopeils as well. 
Observations

All types ol tangible pi prfty held for sale, invest­
ment or use In .i taxpayer in it . trade or b u s i n e s s  will 
genei illy Hint the delmilion ol qualifying production 
pmpeily piox ided the pin) > 11x is m mul.ii luo d, pro 
iu.'od grown, or cxliachd In the taxpayer \Wthth tb 
t nited Siali's and ill ■ .ivp.iver;* lwy-1 ol .n fiv ity in this 
loganl meets ll e mi nhoV'in in significant pail line hold.
I hat is true i w i i  it the propel tv was not used in a 
ipiulibed ) ' oil in t'-in ai U. i I ■.

Ivegirdi'ig mtellectnal and ni.iMve pmp. ilv no? -.pe- 
lUically nli il'lied under *ection f f l  Itliil i «pi.i111o-l 
tilnis, computer sollw.ue, and oimd leiordmgs), t• *■ 
means Iw w In. Ii the proper!1. ' i ill oibu'edin i' lonliol 
w bethel the taspaS'er c |t i.i I • I it lor the pioihii lion jjcrvitx 
ik'dui lion. I or ex imple, gnv • n itipl- dein il fm’tn the 

Wool m,ip,a. me Mib cnptions md i • l.iti 11 ad\i itising

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

The term "computer software" means any program or 
routine or any sequence of machine-readable code that is 
designed to cause a computer lo perform a desired 
function or set of functions, and the documentation 
required to describe and maintain that program or rou­
tine. Computer software also includes the machine- 
readable coding for video games and similar programs, 
regardless of whether the program is designed to operate 
on a "computer" (.is defined in section I68(i)(2)(l5)). 
Computer programs of all classes meet the definition of 
computer software, including;

• operating systems;
• executive systems;
• monitors;
• compilers and translator ,
• assembly routines'
• utility program..; and
• application prog,rams.

1. Bifurcating tangible medium from software. If tin 
medium in whir Ii the software is contained (whether 
written, magnetic, or i therwise) is tangible, the medium 
is considered tangible personal properly lor purposes of 
sect.on I 'V T

Example: A taxpayer develops i software program 
that it reproduces and sells on i.rketles. I lie pro­
gram hxed on the diskette is treated as i .inipt tei 
software, and the diskette is treated as tangible 
per nii.il piopertv

2. Incidental and ancillary rights. Ihe term "computer 
ollware also includ. any incidental and anci 11 try

rights that arc neces--ai i to elle.l the acquisition ol tin 
title to, til. ownership ot, or ll’ * lip,lit to use thennnpHe. 
snttw.in, and that are used only in t ennection wfflt that 
specific computer stillwaic

Fxample: A Ir.nlemaik or trade name acquiml to 
ellrc! the acquisition (or light to t.-e) a spciiln 
program in a t ixpa\er •, trade or business Is uni 
.id. nd lompuln Miiiw.iie lor section I 1"* pui- 
po-s provi.It'd the proper tv is not acqum d Im the 
pm pose o1 marketing, Ihe sottw.in- 

I, t eiI,’in databases excluded, l.omput.'i otlw.iii do. •• 
not im Im  It* any data or inhumation ba-« u n le s s  lie data 
1st e oi item if. in the pnhtn donjtin and is imnleiit d to 
a lomputi r program, i or that purpo. e a co| vnghti d or 
piopiiot.ii' il.it.i i>t eiloiinalimi ba *• is lie. ted as in tin 
puffin domain il it wailahihlv tlnougli the tmnpuli i 
piogi.iin doc . not . mitnbnle Mgnilnanih ■ the in ! -it 
'lie piugiam
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Example: If .1 word processing program includes a 
dictionary feature that may be used to spellcheck a 
document or any portion thereof, the entire pro­
gram (including the dictionary feature) is computer 
software regardless of the form in which the dictio­
nary feature is maintained or stored.

Observations
In the case of a taxpayer engaged in both software 

development and the manufacture of the distributable 
tangible medium, each production activity must sepa­
rately meet the "manufactured, produced, grown, or 
extracted in whole or significant part within the United 
States" requirement. In that situation, the sole effect of 
that bifurcation rule is that design and development 
activities associated with the production of the tangible 
medium will be disregarded, while design and develop­
ment acti\ ities associated with the software will be taken 
into account. As discussed below in the section pertain­
ing to qualified film, the bifurcation requirement may 
have a significant effect 011 companies that do not de­
velop the original software but produce and sell copies of 
the sol’ware.
C. Sound Recordings

The term "sound recordings" means any work that 
result from the fixation of a series of musical, spoken, or 
other sounds. Thu term "sound recordin p." does not 
include the creation of copyrighted material in a fonn 
other than a sound recording, such as lyrics or music 
written on paper o- other similar material.
1. bifurcating tangible medium from sound recoidings. 
If the medium (such as compact discs, tapes, or other 
plum.'recording ) in wliiih the sounds are embodied i. 
tangible, the medium is considered tangible personal 
propcily for purposes of section 1W.

I cample: Taxpayer records music that it repio 
duces and sell., on compact disc. I lie mu# it fixed on 
the compact disc it- treated as sound recordings, 
and the compact disc is treated as tangible persona! 
pro, erty.

Observations
ircuxiiry has not yet addrc-ed whether or not the 

medium ol intended exploitation for sound icionlings 
(for example, downloads, MIT’s1,, digital o-m.e tenng, and 
'O forth) or tlu-ir means ot distribution olItc* their 
qu.'htnatmn under section 1**0. ( oiigie;T;- ioiial inti lit is 
1 tear 011 th.it question regarding, him and video tape I Tie 
lepr-l.ith e lie torv states that the 11.1* 111 c ol the Material on 
which Mi pntpeilc isnmbodiid and tin methods and 
means 01 dislnbiihon do no| allect tin 11 quali'ii ation e> 
qualified him, V i  In 11 l« '(y j ll ximil.iih suggests.) bio.nl
detiiiition ot • muni inoidmgs 'n gardl it the n.iiuio
ol tin mutenil .m uInch an h sounds aie embodied 
11111 ., it is III 1 h that digital lttilr.il-, audio, altil other 
sound in 1 ediuos. -mb as M l” .-- or similar item-., mi et 
the di motion ot QPP.

\x d i s .  uss, d  below in the -i • Mon j eil immg, to qu.ih 
In d nlm, the reijinti meiit to Intimate the tangible on 
duuii 110111 the Sound n . on I mg mux havv a sigiulii ant 
ell.. t on companies that do not prodtne Ih. sound 
ie. oi.lmg, but meiely mas' pindini and .1 I I 1 opn oflhe 
lei Hidings

D. Qualified Film
Dl’GR includes the gross receipts of the taxpayer that 

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

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

Example I: A produces qualified film, fixes the liim 
to a tangible medium pi 11 based from an unrelated 
taxpayer, and leases or licenses the qualified film 
and medium containing the qualified film to unre­
lated commercial theaters. A's gross receipts from 
the le.v-e or license i t the qualified film are "de­
rived Irom" (I) the lease of tangible personal prop- 
eilv (tangible property wti which the copv is fixed) 
and (2) the license of Mu- qualified tilm (the 1 igjil lo 
publklv display the film), Gross retoipts rei'e'ivpil 
liom the lease of the tangible personal property do 
not eoiislitule I >l’Gl\, bis .ease A did not produce 
tin tangible propertv I tut g r o s s  receipt. from the 
license ol the qpfdilied him do constitute I >l’< IK, as 
\ piodikcd the him.
Example 2: A lken-.es qiialitn I tilm In linn luted 
luxp.nei $ uni II repnnliki s the him on IA  I is or 
xiileo i.is- etle. in.mut.k lined by If in the United 
‘•t Hus. If’ , gro-s receipts from the sale of the I A I K 
and i iden i.i.'si tti s lie di I ixeil tinni the Sile ol ( I ) 

tangible personal proper!'.- (DVD-, and video 1.1 
■ tit a tint (2) the qit.dihed film (the motion picture 
li'i'.l oil the I A'D'. lllll video I asset It I. Mil il, gin: s 
n .iip ts Irom the sale ol the IA D s and \i.leo 
i as I le . 1 oie tilille Dl'l il\. hcl .III so \\ piodlii, d the 
tangible propertc Itllt gios le. oipls n . t 1 vi d Ironl 
III.' -.ale ol tin1 qu,'lllll d him allixed lo the I A I 
and video C.ls -etles do llo| constitute |)l’< 01 ml U 
I'll all' e  |t lllll not pi Oil Ike the qilalill. d III) 11
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Observations
The requirement to bifurcate the intangible from the 

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

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

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

Consider this example: Taxpayer A licenses a qualified 
film to Taxpayer II. Taxpayer B manufactures DVDs 
containing popular films as well as blank DVDs. Under 
the terms of the license, Taxpayer 11 pays Taxpayer A 3$ 
each time it at fixes the film lo a DVD. Taxpayer ll's cost 
of manufacturing a DVD is $-1 and Ihe cost ol affixing a 
film to the DVD is S3. ’I bus, Taxpayer it's cost ot 
manufacturing DVDs containing, popular films is S ix  
taxpayer II sells each finished product for $20. Assumi 
that biank DVDs are .--old lor $-l.r’0,

Under the notice, the revenue attributable to the sale 
of the D .’D is DI’CK, but the revenue attributable .u the 
sale of the licensed film is not DPGR, because Taxpayer I! 
diil not produce Ihe film. Taxpayer II enjoys $5 of prolit 
from selling, Ihe DVD on which Ihe popular film is 
recorded. ’

B e c a m e  the b la n k  D V D s  are  m a n u fa c tu re d  for $1 a n d  
sold for M - 5P, it w o u ld  a p p e a r  that, at a m in im u m ,  the r'l) 
cents o f  p i  o f  it a t t r ib u ta b le  to the  m u m if .n  t m e  ol the D V D  
is D P G R .  Prcs iim uM v, ' , ’ ,
i , a t ln h u la b le  lo  the activit ies re la ted  to the reco rd ing  o f  
Ihe  h im  o n  the I >VI >. A$  •.timing those ui l iv i tu  s con sti tu te  
p ro du ct io n ,  the p ro l i t  a t t r ib u ta b le  to th em  s h o u ld  he  
D P G R .  H o w e v e r ,  in in lo r m a l  d iscussions. g o v e rn m e n t  
ofl l0 .il:. h ave  slated lli . it  s o m e  p o r t io n  ol Ihe p ro li t  is 
a tt r ib u ta b le  lo the m a r k u p  on  Ihe  a le  ol the  h im  that w as  
not p ro d u ce d  bv I.us p a v e r  II,  an d  i s  therefore ,  not I >P( 5K 
G o v e r n m e n t  o ffic ials h a v e  n o l i d  that it is the taxpayer 's  
{ .o ld e n  to establish the  p o r t io n  o f  tin: gross leceipT.  
q u a l i fy in g  a-. D I ’G K . I f  lh.it iu t o ip ie tu l io n  ol Ihe  b ifu rc a ­
tion ru le  w ere  u l t im a te ly  a d o p te d ,  t a x p a y e r ,  in the  
position  of la x p a v e r  II w o u ld  rece ive  o n lv  a parb . i l  
Q l ’A l  le v  ell 11 Itltl p- i cent o l theii  jc l iv  i'tiejf i e lated  lo  the  
p ro d u f  l ion  ol ma -s p ro i l i i i  ed I A T  Js in tile I In ited  ‘date  

Jgh h a h i lu n a t io i i  ru le  d oes not a p p ly  to the m .m u -  
I ic tu ie  ifl p io p e i l v  o the i than  p io p e r l v  i o i l ! . l in in g  soil  
w a n ,  sound le in r d m g s ,  o r  f i lm  I o i e x a m p li  a «ar  
m u iin la t  iu ie i  i not i e i |u in  d to h i t u i i  i lg its s i tes  p in -  
t'ceils bet vv eel I the pot ' io n  ol the ear that it III, Hill l.it t i l le d

and the components of the car. To illustrate, assume 
Taxpayer A manufactures car engines t.hal it sells to 
'Taxpayer 13 for 5500. Taxpayer B includes the engine in a 
car that it manufactures. Taxpayer U expends an addi­
tional $7,500 manufacturing file car. The car is sold for 
$10,000. The entire profit of $2,000 qualifies for the 
Q I’AD. liven when (lie cost of the component at issue is 
significant in comparison lo the sales price, bifurcation is 
not required in situations involving purely tangible per­
sonal properly. Foi example, when a jewelry manufac­
turer purchases a diamond for $1,000 and spends $500 to 
produce a ring containing the diamond, which it, in turn, 
sells for $2,500, presumably the entire $1,000 profit would 
be treated as DPGR. Finally, in cases involving intan­
gibles oilier than software, sound recordings, and film, 
no bifurcation is required. For example, a book publisher 
is not required to allocate gross receipts between the 
tangible medium (Ihe book) and the underlying manu­
script.

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

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

It should he noted that in the example in the notice, 
Taxpayer B manufactured DVDs aiul recorded films on 
the DVDs. Taxpayer (1 is regarded .is a producer. An 
interesting issue not addressed by the notice is whether a 
taxpayer that purchases, rather than produces, DVDs and 
records film on them will he regarded as a producer lor 
purposes of section 199. I lie next round of guidance is 
expected to address that and similar issues.
3. Television programming. Ihe notin is silent on 
whether Ihe advertising revenue related to lelevision 
programming is included in DPGR.
Observations

As discus -ed above, advertising revenue is included 
in Ihe I )I’GK related to Ihe pioduvlion ol newspapers, In 
the case ot loi.il programming, advertising may he the 
onlv revenue deiived Irom that programming. Accord­
ingly, H ailvei tisirtj$ leven .e does not qualify as DPGR, 
the extension of section l*D to that programming will be 
an enipU gesture.
I. Who is t h e  piodticer? Ihe notice does not contain 
■ pecilic rules related lo when a taxpayer ft ill he IreTCcflt as 
the producer ol a lilm when a laxpave'' h i r e s  a tliinl parly 
to assist in the production 
Ohseivalions

I lie contract ii.iniiluchiring rules eut lorih in Ihe 
notice regarding tangible peison.il property are also 
applnable to lilm. I mler common industry practice, a 
him studio will bin* an independent piodiictioM coin- 
p.mv lo product t him. < •enernllv, tin- studio lelaiie. 
i nviiei ship ol 'he si ret npl.iv ami rii.hts u> the film, 
in. hiding exploitation ami th t. ibtilion right . All liu.im 
iug, ot the pi in Ini''lion, a- well as all malt rial gmihiction 
ileii-ioiis, arc made soli Iv by Ihe fttmlit Ihe loieguing 
would appear lo he stiflMenl henefils ami burdens ol
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ownership to establish that the studio ought to be re­
minded .is the producer, nnd therefore eligible for the 
QPAD. On the other hand, the production company 
would not be entitled to the QPAD.
5. Compensation for services and 50 percent rule. Por 
any film to be qualified film for purposes of section 199, 
at least 50 percent of the total compensation relating to 
the production of the film must be compensation for 
services performed in the United States by actors, pro­
duction personnel, directors, nnd producers. According 
to the notice, "compensation for services" includes all 
payments for services performed by actors, production 
personnel, directors, and producers, including participa­
tions and residuals. "Production personnel" includes 
those people who are directly involved in the production 
of the film, such as writers, choreographers, and compos­
ers providing services during the production of the film, 
as well as casting agents, camera operators, set designers, 
lighting technicians, make-up artists, and similar person­
nel. Not included as production personnel for purposes 
of determining compensation for services in the United 
States are individuals whose activities are ancillary to the 
production, such as advertisers and promoters, distribu­
tors, studio administrators and managers, studio security 
personnel, and personal assistants to actors.

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

Ihe notice rioes not provide a specific allocation 
method for compensation relating to the production of 
the film wilhin and outside of the United States. Instead, 
the notice permits Ihe taxpayer to use atrv reasonable 
method for making, the allocation, so long, as il is used 
consistently.
li. Producing I’lecti icily, Natural Gas, or Water 

Activities related to Ihe production of electricity, natu­
ral gas, and potable water an* included under section I'D. 
Specifically* I >I’CR includes tlu* gri ss receipts of the 
taxpayer Hi.it are derived from nnv lease, rental, license, 
sale, e'change, or other disposition of electricity, natural 
gas, or potable water pioduced by the taxpayer in Ihe 
United Stales, hut Ihe statute places a limn ilion on 
electricity, natural gas, and potable water that is iu.ippli- 
i ible to the other categories i tangible peisonal piop- 
oity. Although Ihe income lelaled lo Ihe jnihlin lion ot 
eleiln.it)', natural gas, and potable water e- included in 
Ul’flls, the income related to the //e/M/;/ssieii on,IiH-tu 
hntion ol #00tic ilv; nnlui.il oas‘, and potable wati i im.v 
not be include d ill I M'c ilv
I. Need to bifurcate income between production and 
distribution activities, the notice i e c o ' , h i / e .  that an 
integrated producer that produce, and del vee, ck .in.
11\, n.itriral gas, or pot ible water must allocate il gloss 
icccipb. belvvei li (1) pin, Im (ion. which qualilu as

Dl’GK, and (2) distribution and transmission, which do 
not qualify as DI’GR. The notice establishes a dc minimis 
rule for integrated producers when gross receipts attrib­
utable lo transmission and distribution of electricity, 
natural gas, and potable water are less than 5 percent of 
the gross receipts from the sale of such property. In those 
cases, gross receipts attributable to the transmission and 
distribution of the property will be considered DI’GR for 
purposes of section 199.
2. Natural gas. Por purposes of section 199, the notice 
defines the term "natural gas" in a manner consistent 
with section 6l3A(u)(2) and includes only natural gas 
extracted from a natural deposit. It does not include, for 
example, methane gas extracted from a landfill. Natural 
gas production activities include all activities involved in 
extracting natural gas from the ground and processing 
the gas ink -ipeline-qnnlity gas. Gross receipts attribut­
able to the transmission of pipeline-quality gas from a 
natural gas field (or from a natural gas processing plant) 
to a local distribution company's city gate (or to another 
customer) are not DPGR. Likewise, gross receipts of a 
local gas L.stribution company attributable to distribu­
tion from Ihe city gate lo the local customers are not 
DI’GR.
3. l’otable water. The term "potable water" means un­
bottled drinking water. Production activities include the 
acquisition, collection, and storage of raw water (un­
treated water); transportation of raw water to a treatment 
facility; anil treatment of the water at the facility. How­
ever, after the water has been treated, storage ami deliv­
ery of the water will not be considered qualified produc­
tion activities.
Observations

While Treasury requires the allocation of gross receipts 
between qualified production activities and transmission 
and distribution ol electricity, natural gas, and potable 
water, the notice does not specifically suggest a method 
for making Ihe allocation. One commentator suggested 
performing that allocation based on principles used for 
regulatoiv purposes. However, Ihe extent lo which an 
allocation based on regulatory accounting will be ac 
repled or required is unclear. Moreover, utilities will he 
presented with many ol the issues common to all pro­
ducers of tang,ible personal property, l or example, some 
utilities both produce electricity or gas and acquire 
elei tricity or gas for iesale. Alloi.itions between pro 
ducccl and purchased property will be nectary. Pin.illy, 
some utilities hav e clerlricilv or gas produced tor tin m 
under a contract and arc treated as the producers ot the 
piopertv lor purposes ol section 2n ’ A, A determination 
of whether, mulct Ihe same tacts, those utilities eie 
producers for purposes of section I9'i \x ill require a 
bend its-and-bm dens-ol-owneiship analysis
l:. Construction Performed in the United Stales 

Section I99(cj(l)(A)(ii) deinu . the term ' donustic 
production gro'T rei eipl-5" lo nv lode the gross rei eipis ol 
the taxpayer that an dcn.vi/ /mi/; jljrp Inn lion I ’oiloninJ in 
tin { Inih’il S/lib'" tnnlei the iiotue, lour requirement 
must be met to obtain a Q l’.nD lelalid lo i onxliii- lion 
aeliv ilies:

• the lousliui tZuii must icla'.e In  "ic.il proper!)
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• the construction must be performed by a taxpayer 
engaged in a construction trade or business;

• the taxpayer must engage in "construction activi­
ties"; and

• the gross receipts must be "derived Irom" construc­
tion.

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

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

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

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

sections l68(j)(4)(C)(ii) and Treas. reg. section 1.263A- 
12(e)(2)(iii), to include roads, power lines, water systems, 
railroad spurs, communications facilities, sewers, side­
walks, cable, and wiring. Inherently permanent oil and 
gas platforms are also specifically identified as infrastruc­
ture for purposes of section 199.
Observations

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

I he notice does include structural components of 
buildings in real property. Definitions under sections 
such as -18 ami 2f>3A would include in the definition of 
"structural components of buildings" healing and venti­
lation systems, as well as walls, partitions, doors, wiring, 
plumbing, pipes ami ducts, elevators and esi nlators, and 
Similar properly.

I he notice does not piovide a definition of inherently 
permanent structures. One would asaime that this cat­
egory would be defmed at least as broadly as it is in 
-eclion 2()3A, i 1 , as bn .idly as it is m .ci lion IS.
I Inis, inherently peimanent stun tores should include 
propertv that is affixed lo leal piopeity and that will 
nidin.u ily remain alfixed for an indefinite period ol lime, 
such as special foundations, inherently permanent udvvr 
Using displays, iiihcienlh permam nl outdoor lighting 
lacihln! ., railroad track? and signals, telephone poles, 
power generation and liaiiMin-.Mun larililies, perm a 
nenlly installed telccnmmunn ationx < al'le>, hiondi .wiing 
lower*, oil and gas pipelines, dm i iv K . and >loruge equip 
nient, and grain storage bins and xilus. I he mlliie does 
pinxide that inherently peimanent structures do not 
include property in the nuluie ol machinery, Midi as 
gasoline pumps, hdlrauhv car lilts, and automatic vend­
ing machines
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The notice does not define inherently permanent land 
improvements; however, for several other purposes of 
the code, land improvements have included swimming 
pools, paved parking areas, wharves and docks, bridges, 
and fences.
2. Tangible personal property provided in connection 
with construction activities. Although tangible personal 
propertv (for example, appliances, furniture, and fix­
tures) is not real property for purposes of section 199, the 
notice establishes a de minimis rule for gross receipts 
derived from construction. If more than 95 percent of the 
total gross receipts derived from a construction project 
are derived from real property (as defined in Treas. reg. 
section 1.2fi3A-8(c)), the total gross receipts derived by 
the taxpayer from the construction project can be treated 
as Dl’GR from construction. That rule in effect relieves 
the taxpayer of the burden of breaking out tangible 
property relating to the construction project to the extent 
that the tangible property accounts for less than 5 percent 
of the gross receipts,

Tor example, a home builder that sells homes contain­
ing appliances may treat the entire sales proceeds as 
OI’GK provided that less than 5 percent of the gross 
receipts are "derived from" the appliances (and any other 
tangible personal property). The notice does not explain 
how the home builder is to determine the amount of the 
gross receipts "derived from" the tangible personal prop­
erty.
3. Performed by a taxpayer engaged in a 'construction 
business.' The notice provides that only taxpayers en­
gaged in a trade or business that is considered construc­
tion for purposes of the NAICS may claim the benefit ot 
a Q I’A lj related to construction activities. Under the 
NAICS definitions, the construction sector includes es­
tablishments that are primarily engaged in a variety of 
activities, including land development, land subdivision, 
general eonliacling, infrastructure construction, and 
many specially subcontracting trades.

Specifically excepted from the NAICS construction 
sector are companies that are primarily engaged in 
businesses other than construct,'on that also engage in 
construction using their own enpluvees, for their own 
account and use. hoi example, a specially contr.it lor 
installing lelecommunicalii ns and ulih v networks is 
included in the- cniWlruction sei lor. However, teleeom- 
nuinicelion companies or ulililn pel forming the same 
work on their own account are not included in the 
couslmclion sec tor.
Observations

I l ie  re q u ire m e n t  that the c o i i ' - lm i  l ion  . n l n i l i e s  be 
p e r lo im c d  bv  a t a x p a y e r  en g a ge d  in the trad e  or business  
o f  i oust ru c t io n  d o e s  lit it a p p e a r  In l u c e  its genesis in the  
statute  o r  leg is la t ive  h is to ry  I lie a d d i t io n  ol that rvq u i ie -  
m e n l m ig h t  be v ie w e d  as a injection ol a c o m m e n ta to r 's  
request. S pecif ica l ly ,  o n e  c o m m o n  tutor in q u i ic d  w l ie lh i  r 
th e  ins ta l la t ion ,  c o n s t tu c t io n ,  op< ration , and m a in te ­
nance ol l ib e r  o p l i i  cab le  that e perm anently '  installed  
an d  char u lei i / e d  as  d ep re c ia b le  n i l  p ro p - i ty  < |ii,iliti< ■ 
as con In n  t ion  u n d e r  set t ion IV 1/  II so  the gnv  > re ce ip ts  
del iw 'd  I r o m  the  sale  oi l e .e e  nl an  i inlefi  a /hie right to
u .e  ot til e) o p t ic  cuhli and  i able  i . ip a .  i t \  iTT.iv qualify  as
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DI’GR derived from construction performed in the 
United States. The notice appears to have rejected that 
view.

The notice does not explain why Treasury and the IRS 
limited Ihe construction activities to which section 1 '9 
might apply. Ihe result is that a taxpayer that self­
constructs real property is not eligible for a QPAD for its 
construction activities, while a taxpayer constructing 
identical real property on behalf of a customer may be 
entitled to a QPAD for its construction activities. To the 
extent that a portion of those tax savings is passed on 
from the contractor lo the customer, that could create a 
disparity between self-constructed and purchased assets.

It is interesting that Treasury's interpretation of section 
199 could result in the creation of such a disparity 
because the largest tax act prior to this legislation — Ihe 
Tax Reform Act of 1986 f rRA86) — attempted to elimi­
nate such a disparity Specifically, section 263A, enacted 
as part of the TRA86, was intended to place purchased 
assets on equal fooling with self-constructed assets. Be­
fore the TRA80, fewer costs were generally capitalized 
into self-constructed assets than were included in the 
basis of purchased assets, As a result, some taxpayers 
were motivated by tax considerations to self-coristruct — 
rather than purchase —  property oven though that did 
not result in the most efficient allocation of economic 
resources. The government's interpretation of section 199 
might cause Ihe reverse to occur It a portii n ol the 
contractor's tax savings is passed on to the customer, tax 
considerations might motivate taxpayers to contract out 
work that they might be able to perform more efficiently 
in-house.

It is possible that Treasury anil the IRS adopted Ihe 
requirement that Ihe 'axpayer be engaged in a business 
that is considered construction for purposes o the MA­
IL'S to minimize a thornier issue, discussed below, related 
to what constitutes gross income "derived Ir >m" con­
struction. Government officials have informally slated 
that for taxpayers engaged in multiple activities, Ihe 
govi rnment might look lo .i "principal business activity" 
test such as that set forth in Rev. I’roc. 20112-38, 2002-1 
L’.IJ. 81 5, /tec 2002-9039, .9103 IN  i  t>, a revenue proce­
dure that extends the availability of the cash method of 
accounting to small taxpayer* engaged in lui-messes 
described in certain NAIL'S costs. Under Rev. I’nM 
2002*85, a taxpayer must "reasonably determine" 
whether its "piincipal Ini'-inv..:. activity" is described m 
certain NAIL'S codes, the revenue procedure provides 
that the piincipal business actii ity is determined bv ihe 
source of gross receipts under either a prinr-ye.u oi 
llnee-ye.il average lest.

Finally, thi' notice may result in Ihe placement of .111 
increased importance on the selection of the NAILS code. 
Companies ought lo anticipate scrutiny, by Ihe examina- 
t en function, 0 section 199 construction benelil-. claimed 
by companies that have - elected a noiiconstiuclion NA­
S ’S code, It should be iu ,.sl that several companies 
engaged in consti uclion m li\ i!i,c . mav not have selected 
an N A IL1’ Code that adequately idle. Is these activities, 
ti'overnmcul omcffils have publicly stated it a taxpayer 
lias not been Using the appropriate N A IL1’ code, the 
taxpayer would hi "acting appiopnatelv'' by now seleci- 
ini; an N \K b code n-llis ling a con ti uclion a. In ily.

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

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

The notice docs not explicitly resolve Ihe issue of 
whether land developers may quality for the QI’AD. I he 
notice provides an example involving a land owner, a 
general contractor, and a subcontractor. The notice ex­
plains that while the general contractor and subcontrac­
tor may qualify for a Q I’AD, a land owner that does not 
engage in construction activities will not qualify. Com­
ments of government officials at a public meeting held 
shortly after the release of the notice suggest that three or 
more tiers of companies engaged in construction activi­
ties may potentially quality for a QI’AD. dims, for 
example, if a general contractor contracts with .111 electri­
cal contractor that, in turn, subcontracts specialty electri­
cal contracting lo anothci contractor, all three parlies • 
could quality for a Q I’AD. Presumably, a land developer 
engaged in activities considered construction for pur­
poses of 'lie NAILS codes would similarly qualify for the 
Q I’A C
5. Quality ing construction activities. Activities per 
formed in connection with a project to erect or substan­
tially renovate real property qualify as construction lor 
pmpost's of section 199. Hut according to Ihe notice, 
tangential seivices, such a hauling trash and debris and 
deliverin ’ materials, do not qualify as a constitution 
activity miles. the taxpayer performing con .tniition is 
also pniionning those tangential si-rvices in cnnncition 
with the coiBlruclion project. In nthei word-., a laxpavvr 
engaged solely in Ih ■ tangential sen ices ot a construe tion 
project cannot cl.inn gross receipts from those services as 
D I’GK.

According to the notice, activities, such as improving 
land (for example, grading and land caping) and paint­
ing, will constitute i on-. I melton only it Iho-.e ,u livilie-. me 
pel I oirtied in connection with other acti cities (whet I in or 
not by Ihe same taxpayer) that constitute the i rectiun or 
•-ub ’.aiilia! renovation ot real p opeit',. It is up to the 
taxpayer pnlorming those activities to make a rca-on 
able inquiry a-, lo whclhei Ihe .utility lel.ile-. to du­
el e, (ion or substantial icnocutiun of ivul propeilc
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Substantial renovation includes structural improve­
ments, but not mere cosmetic changes, such as painting. 
The appropriate standard in determining whether there 
lias been a substantial renovation of real properly, ac­
cording to Treasury, is the standard applied under section 
263(a) to determine whether a taxpayer's activities result 
in permanent improvements or betterments of properly, 
such that the cost of the activities must be capitalized. In 
following the section 263(a) standard, the notice specifi­
cally defines "substantial renovation" as the renovation 
of a major component or substantial structural part of 
real property that materially increases the value of Ihe 
properly, substantially prolongs the useful life of llic 
property, or adapts the properly to a new or different use.

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

On a positive note, the notice explains that a sale, 
exchange, or other disposition of propei ty need not occur 
immediately on completion of construction. As such, a 
taxpayer that constructs a building and leases il for 
several years: before Mile may qualify for a Q I’AI > on the 
ultimate sale.
Observations

The exclusion of lease or rental income is surprising. A 
taxpaver constructing, a bfiilding for sale looks lo Ihe 
sales proceeds for its recovery of costs and profit, while a 
taxpayer constructing, a building for lease looks to the 
stream of rental income for recovery of costs and prnlil. 
In either instance, the taxpayer is engaged in construction 
activities resulting in U.S. jobs. < hie wondeis whethei the 
notice's exclusion of lease and lental income is consistent 
with the objectives of the statute.

Moreover, a literal reading, of the statute suggests tli.it 
the eliufble category of income related to construction 
should be broader, not narrower, than the eligible cal- 
> gorv of income related to (JIT , him, and utility pn perly. 
Ihe statute provide:, that D l’l.R includes nveipls "do­
med from any lease, rental, license, sale, exchange, or 
disput-ilion of" the latter categories ol property. Ihe 
statute provides that receipts "derived from construction 
performed," without specific limil.ition. are I'IT  ilv

(•. lingineering nnd Architectural Services
S v h o i i  l ‘e ' | c ) M ) ( A ) | i i i )  d e f in es  "d om estic  p io d u c h o n  

gro-.- i c ie ip tx "  to in. Ind .-  the p r o - s le ie ip ts  ot the lax 
p aver  that an-  de l  i\ cd  I ro m  eng,meet m g  o r  an  In te l  t Mia I 
- ei \ ices p e r lo i  n ied  in lh ■ U n i te d  '-•tales lo r  > o i ls t rm  tiun  
glOjfcT-- ill Ihe  I l i l ted  ''late-..

Tor purposes of section 199, the definitions of the 
terms "engineering services" and "architectural services" 
generally follow the definitions in the section 924 regu­
lations.

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

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

Comments received by Treasury urged the govern- 
lenl lo adopt a broad and easily construed definition of 

"engineering services." The commentators suggested us­
ing the definition provided in Treas. reg. section 1.924(a)- 
IT(e)(5).
1. Limitation lo services provided in the United Slates 
for U.S. real property construction projects. In general, 
the notice requires that the engineering or architectural 
services must relate to real property ami must be per­
formed in the United States, and that the taxpayer 
providing those services must be able to substantiate that 
Ihe services relate lo a construction project within the 
United States. The notice also provides that I.TGR in­
cludes gross receipts derived from engineering or archi­
tectural services even if the planned ronsln lion project 
is not undertaken or is not completed.

Ihe notice provides a de minimis exception for per­
formance of services in the United Stales. It gross receipts 
derived from engineering or architectural services (I) 
performed outside the linited Stale- or (2) related to 
piopertv other than real property for a coiisliuctioii 
pro|d t iiv-idi- the United Slate-, total less than 3 percent of 
the total gros.. receipts of the taxpaver derived from 
engineering or .HChitcctural sen ices perlornied hv the 
taxp aver regarding the same const nation piojul, Ihe 
leceip's will be healed as U l’Glx.
Observations

The statute pio\ ide-. that the engineei ing nnd archi­
tectural services must be peilormcd for "conslruction 
project-, in the I nited states." I he statute and legislative 
in >torv do not specify whethei "con ,trm lion pro|'<.*N" 
refeis to onlv the < ouslniction ol real propi rtv or whether 
il also includes the construction ol tangible personal 
piopertv. In a separate section lelattd to coiv.tnn lion 
activities peiloimed in thy United '-tales, the lepisl.uiie 
history provides "Tin- this purpose, constimtion ado ilies 
include activities directly related to the enMion or sub 
tantiil renovation ol residential and comnieici.il build 

mgs and inlrasirm out. ' A government t>11k oil has pub 
In Iv i oilillieilled that because the plov i fiT n Scldn Hip
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construction activities is limited to real property con­
struction, the provision addressing engineering and ar­
chitectural services related to construction projects 
should similarly be limited to real property construction.

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

Under the exception for sales of certain food and

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

Under the 3 percent de minimis ride, for example, a 
bread plant that lakes In cod to sell at wholesale will not 
be treated as a retail establishment if it operates a 
"day-old" shop on the plant premises, provided that less 
than 5 percent of the bread baked at the plant during the 
year is sold .it the day-old shop. Records will need lo ho 
maintained to establish qualification lor this exception.
2. Dual-function facility rule. Ir more than 3 percent ol 
the lood or beverages prepared at a facility is sold at 
retail, the facility will be regarded as a retail establish­
ment; however, it may allocate its gross icceipts between 
gross receipts derived from wholesale activities (P I’CR) 
and retail activities ( i i o i i - I  )IT IR).
Observations

Although not ‘ pecilii alls di- cussed in the notice, costs 
w ill a bo be allocated between the I )|’C ,K and non-I )|’( IK. 
The general mst allocation rules will apply, based on 
tommenls by government ollit inis, it mnv be possible 
that a rtnjpT’ allocation ol costs based on gro.T- receipts 
might be regarded as r^isWiauf^ under the Sol method, 
la public comments and miormal de-. u-e ion.-., govern­
ment I'llieinls ha\e ivtcricd to th. exci plion .i< a dual

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

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

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

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

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

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

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

First, the notice provides that a taxpayer engaged in 
the sale of qualifying production properly should allo­
cate its expenses to CCS in accordance with the general 
principles of section 2b3A. Section 2G3A requires the 
capitalization of direct costs and, with few exceptions, the 
indirect costs that "directly benefit or are incurred by 
reason of" a production activity. In a typical scenario, a 
manufacturer would capitalize into inventory its direct 
material, direct labor, factory overhead, anil a portion of 
"mixed service costs" (for example, general and admin­
istrative costs and non-section 17-1 engineering and de­
sign costs).

The notice contains a special rule for imported items 
or services. The cost of any item or service brought into 
the United States cannot be less than its value immedi­
ately on entering the United Stales. If the item is exported 
from the l-nited Stales for further manufacture and then 
reimported, the increase in cost mav mil exceed the 
difference between the value of the property when ex­
ported and the value ol the property when brought back 
into the United Slates. "Value" means customs value as 
defined in section IU3‘»A(b)(l).

I he notice also provides that, if a taxpayer cannot 
specifically identify the t  ( .S allowable lo the Dl’GR, the 
taxpayer may make the allocation using a reasonable 
method. Situations in which a taxpayer might not be able 
to specifically identity ( l IS i nu Id include the Ini low mg:

• the taxpayer piodin es ( J l ’l ’ and alp) prodm vs prop- 
city in another country;

• the taxpayer produce, Q IT  and engages in the 
packaging, repackaging, labeling or minor aft.em 
blv of oilier piopertv;

• die lacpaver produce-, ( J I ’P and acquire-, propeily 
lor it- .all, ami

• l Ire la vpaj cr produces l MM’and self, it m ioi meet ion 
w ■ 111 moie-lhan-de minimis sen in s.
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'Taxpayers using Ihe simplified production method 
under section 263A will generally be unable to specifi­
cally identify CCS and, therefore, if engaging in both 
qualifying and nonqualifying activities, will be required 
to make a reasonable allocation of CCS, If the taxpayer 
uses a method lo determine the allocable portion of its 
gross receipts derived from qualified production activi­
ties, the taxpayer must use the same method to determine 
the allocable CCS.

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

Small taxpayers (those with average annual gross 
receipts of S5 million or less) may use a single simplified 
method, described below, to all ate its CCS and other 
deductions, expenses, and losses.
B. Allocating Deductions, Expenses, and Losses 

The costs that are not allocated to CCS under section 
263A may include section 17*1 costs; selling, marketing, 
advertising, warranty expenses; policymaking costs; the 
portion of the mixed service costs that were not allocated 
to noncapitalizable activities; interest; losses; and chari­
table contributions.
1. Methods for Allocation and Apportionment of De­
ductions. The notice provides three methods for allocat­
ing deductions (other than CCS) to qualified production 
activities. Those methods presumably will be used both 
by taxpayers not engaged in qualifying activities that do 
not involve the sale goods anil by taxpayers who sell 
goods but who have deductions to allocate and apportion 
other than deductions that factor into the cost of goods 
sold.

• Section 861 method. This method is available to all 
taxpayers and generally follows existing rules ap­
plicable to taxpayers required to determine taxable 
income from within and outside the United States.
I lie notice provides that a taxpayer generally must 
allocate and apportion its deductions using Ihe rules 
provided in the section 8<d regulations. Ihe notice 
stales that, under the section Sol method, section 
199 is treated as an  "operative section" described in 
liens, leg. section l.Sol-K(l). .Accordingly, the tax­
payer applies the rules of the section 861 regulation* 
io allocate and appoilion deductions to gross in­
come attributable to DECK. In general, the section 
861 regulations are applied on a single-entity basis, 
although the rules are applied on the basis of the 
affiliated group (as determined under tin: section 
fUl rep,illations) for certain espensejj such as inlei- 
e-1 expense and le'-earch and experimental ex­
penses.
!t is unpoitant lo note that, uci oniing lo Ihe notiie, 
a taxpayer using, a particular method for allocnung 
<uiiI apportioning costs under sei tion Si>I lor pur­
poses other than determining it-; t.M'AI (for example, 
lor purpose', ol calculating it- foreign tax credit 
limitation* mils! um- the same pedicular method lor 
allot atm • and appoi tinning (hose cosffs lot pur'poses 
ot set tion I‘P. I hi. lOie.istcncv r I lit- mimic.; Ihe 
consistency rule aheadv pie-ent under tin- set.lion 
SnI regulations. I here are too special alloialion 
mil's under the section Sul nielhod. I bootable
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deductions must be ratably apportioned based on 
the relative amount of DECK gross income and 
other gross income. Research and experimentation 
expenses must be allocated and apportioned in 
accordance with Treas. reg. section 1.861-17, without 
reference to the exclusive apportionment rule of 
Treas. reg. section 1.861 -17(b).

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

• Small-business simplified overall method. Under 
this method, both CCS and all other deductions are 
allocated based on the same ratio applicable under 
the second method. This method is available only to 
taxpayers with average annual gross receipts (over 
the three prior years) of $5 million or less, and 
certain other small taxpayers that are permitted to 
use the cash method of accounting (that is, any 
taxpayer with average annual gross receipts of $10 
million or less that is not prohibited from using the 
cash method under section -1-18, including a partner­
ship, an S corporation, a C corporation, or an 
individual).

Observations
Although ‘he notice provides three methods of allo­

cating costs oilier than cost of goods sold, two of those 
three methods are available to small taxpayers. I luis, 
largo taxpayers (taxpayers with average annual gross 
receipts exceeding $25 million) have a single option: the 
section Sol method. Covcnunent officials have publicly 
stated that they believe more than 99 percent of C 
corporations will qualify as small taxpayers.

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

• a section tin loss related to properly is allocated ol 
appoilioned lo DECK only if the proceeds fiom tin 
Side of Ihe properly are, or would have been, I B ’( .IT

• a section 172 net operating, loss is not allocated or 
apportioned lo Id ’(>’K;

• a dediiilion Ilia! is not attributable lo tin1 actual 
conduct ot a trade or businc-; (for example, Ihe 
standaid dedtii lit n or deduction tor persona! ex 
eruptions) is not allocated or apportioned to I >1 i 
and

• it in>n-l >l’< d\ is tiealed .Is DE( Ts under a sale haibor 
or di- minimi', rule under the notice, the deduction 
related lo in h nnii-l >l’( di must he allocatid oi 
appoiiioued to I )l’( di

970 TAX NOTES, fotjrunry 21. 2005



DOCUMCNT SERVICC
Doc 2005-2228 (24 pc

COMMENTARY /  SPECIAL REPORT

VII. Wages-Pnid Limitation 
In general, the Q P A D  tor any tax year is limited to 50 

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

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

• total wages, tips, and other compensation;
• employee salary reduction contributionr to -101 (k) 

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

beginning after December 31, 2005.
A. M e th o d s  for C a lc u la t in g  W-2 W ages

Taxpayers do not currently determine, for payroll or 
income lax purposes, an amount that can be used for 
calculating the wage limit requirement without making 
some adjustments. The notice provides three alternative 
methods for making the required calculations:

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

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

• Tracking Wages Method. A taxpayer calculates the 
actual amount of wages subject to federal income 
tax withholding, subtracts supplemental unemploy­
ment compensation benefits that were included in 
that amount, and then adds employee salary reduc­
tion contributions to 4(>l(k) arrangements and simi­
lar plans.

I. Nonduplicalion rule. Amounts that are treated as W-2 
wages for a tax year under any method may not be 
treated as W-2 wage}; of any other tax year. For example, 
an amount nf nonqualified deferred compensation th.it i s  

treated .is W-2 wages under the I 'nmojificd Box Method 
for any tax year may no! later be treated as W-2 wages in 
any other tax vr rr.
Observations

Allhough the I Timndilicd Box Method is the easiest 
method available to determine the deduction lirnil, il will 
usually result in the lowest deduction limit, laxpners 
using the Modilii.l Box I or Tracking Wage. Methods 
will genvrallv have a hip,her deduction limit. For ex­
ample, under llic Ll11moililied Box Method, employee 
■al.ity leiluAtien ioutributious lo a ll)l(k) arrangement 
are not included in taxable wages, the amounl lh.it fcr

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

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

Because the W-2 wage limitation is computed on the 
axpayer's entire wage base and the production activities 

deduction is based on a limited percentage of a net 
income number related only to qualified production 
activities, most taxpayers will not "bump into" the wage 
limitation.
B. E m p lo y e e s  o f  Taxpayer

According to the notice, the Forms W-2 used in 
de. .rmining the amount of the taxpayer's total W-2 
wages under the methods described above include wages 
paid to employees or foimer employees of the taxpayer 
for employment by the taxpayer. Employees would in­
clude corporate officers and common-law employees, but 
not independent contractors.

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

Essentially, the notice looks to the common-law em­
ployer to determine the taxpayer that can include payee 
wag. - lor purposes of the section llh!(h)(2) W-2 limita­
tion. Compensation paid to independent contractors (and 
by those acting a-J agents or statutory employers) is 
excluded for those pm poses. Fax payers should be aide lo 
include the wages of all common law employees, includ 
ing:

• temporary employees from an employment agency;
• contract cm lo.ee-, working muter tin* supervision 

ami control ol Ihe taxpayer; and
• certain employee-leasing aiinngcimenls.
Consistent with Ihe intent of the legislation, the notice 

use-, the i ommon-law standard lo coordinate W -2 wages 
for employment by the taxpayer with the l.i payer tin- 
del taking, the qualified prodtiilion .Ytivitiex.
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V III.  Special Rules
A. A p p l ic a t io n  to E xpanded A ff i l ia ted  G roups

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

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

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

’I he treatment of transactions between members of ani
EAG deserves further development in regulations. Trans­
actions between EAG members other than related-party 
leases, arid so forth, apparently will be recognized even 
when the property remains in the EAG. If the EAG 
members do not file a consolidated return, then the sale 
should result in taxable income and QPAI, both taken 
into account in the year of the sale. Section 2t>7 likely 
would ilefer any losses. If a sale occurs between EAG 
members who are members of a consolidated group,
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Treas. reg. section 1.1502-13 provides that the resulting 
gain or loss is not taken into account in determining the 
selling member's income until a subsequent event occurs. 
Thus, the gain or loss should not be taken into account in 
determining the group's (or the member's) taxable in­
come or QPAI. Specific guidance regarding the treatment 
of QPAI in that situation would be helpful.
2. Attribution of activities. According to the notice, 
Treasury believes that each member of an EAG should be 
treated as conducting the activities conducted by each 
other member for purposes of determining whether gross 
receipts are DPGR. Therefore, the notice establishes an 
attribution of activities rule under which "fejach member 
of an EAG is treated as conducting the activities con­
ducted by each other member of the EAG." As a result, 
production activities engaged in by one member are 
attributed to another member even if the second member 
does not engage in qualified production activities.

Example: Attribution of Activities. A and 15 are 
members of an EAG. A manufactures QPP and sells 
it to 13 for $100 in 2005. A's total costs allocated to 
the QPP are $50. 13 resells the property lo unrelated 
party C in 2005 for $110. 13 incurs selling costs and 
other expenses of $1. A's sale to 13 produces DPGR, 
because A is selling properly that it manufactured. 
Ordinarily, 13'ssale to C would not produce DPGR, 
because 13 is merely a reseller. Under the 
attribution-of-activitics rule, however, 15 is consid­
ered to be conducting the qualifying activities of 
fellow group member A. Consequently, both A and 
15 have DPGR, assuming all other requirements of 
section 199 are satisfied. A will have QPAI of $50 
($l00-$50 costs) and 15 of $9 ($110-$It)I costs).

3. Antiavoidance rule. The notice states that EAG.; can­
not engage in transactions "with a principjal] purpose of 
qualifying for, or modifying the amount of, the |QPAD|."
If il is determined that those transactions have been 
entered into, adjustments must be made lo eliminate the 
effect of the transaction on the compulation of the QPAD. 
Observations

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

Example: Allocation ot QPAD to Members ol an EAG 
Assume A owns 10(1 percent of II and A-H tile a consolidated return. 15 owns 75 percent of (7, so A- H-C constitute 

an EAG for section 199 put poses. In 2005 the A-I3-G group determines that il is entitled to a (.'PAD of $12. Separate 
company taxable income and QPAI are as follows:

_________ A___________________15__________________ C_________
taxable Income 500 " (io<)) <00
e ll ’A I 10tl ( 100) 2(H)

The deduction must be allocated lo group members. Under I he special rule, the A-13 group is treated as a single 
I: \C member, and that member's QPAI is 200. Consequently, the $12 QPAD is allocated $0 to A-ll and $(> lo C. The 
entire $h allocated to A 15 is then allocated to A, the only consolidated group member with QPAI. Without the special 
ride, the allocation would be different. The deduction would be allocated between A and C based on their amounts 
ol QPAI ($7.20 to A and to Q , with no allocation to 15.
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deduction. The "a principal purpose" standard means 
the tax avoidance purpose must be one of the principal 
motivations for the transaction.
4. Allocation of expanded affiliated group's Ql’AD. 
The f-AG's QPAD is allocated among members of the 
EAG in proportion to each member's QPAI, if any, 
regardless of whether the EAG men'’ .r has taxable 
income or loss for the tax year and regardless of whether 
the EAG member has W-2 wages for the tax year. For 
allocation purposes, if a member has negative QPAI, the 
QPAI of the member shall be treated as zero. Under the 
special rule mentioned above, if the EAG includes mem­
bers of a consolidated group, the consolidated group is 
treated as a single corporation for allocation purposes. 
Once the QPAD is allocated between nongroup members 
and the consolidated group, however, a further allocation 
of * Te group's portion of tlu* deduction must be made 
among ir mbers of the consolidated group. (See ex­
amples of QPAD to members of an EAG on p. 9S0.)
5. I’artial-year members of the EAG. Under the notice, a 
corporation must determine whether it is a member of an 
EAG on a daily basis. If a corporation becomes or ceases 
lo be a member of an EAG, the corporation is treated as 
becoming or ceasing to be a member of the EAG at the 
end of the day on which its status as a member changes.
6. Allocation of income and loss: parlial-year members. 
A parlial-year member of an EAG is required to allocate 
its taxable income or loss, QPAI, and W-2 wages between 
the portion of the tax year during which it is a member of 
the EAG and the portion of the lax year during which it 
is not a member of the EAG. The corporation may use 
one of two allocation methods.

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

• Closing-of-lhc-books’method. Under the closing- 
of-lhe-books melhod, taxable income or loss, QPAI, 
and W-2 wages for the period during which the 
corporation was a member of the EAG are com­
puted by treating the corporation's tax year as two 
separate tax years, the first of which ends at the 
close of the day on which the corporation's status as 
.1 member of the EAG changes and the second of 
which beg,ins at the beginning of the day after the 
corporation's status as a member of the EAG 
changes. The closing of the books election is irrevo­
cable and is made by filing a prescribed statement 
with a timely filed (including extensions) federal 
income lax return.

7. Coordination with consolidated return allocation 
rules. Special allocation rules under Ire,is. reg. section 
1.1502-71) apply in the context of a consolidated group in 
which a subsidiary becomes or ceases lo be a member 
during a consolidated return year. Those rules take 
precedence and ire applied before any allocation is made 
pursuant to the rules under section I111* described above. 
Observations

liecause allocation under Ire.is. reg. section 1.1302-76 
lakes precedence, no further adjustment would appear

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

Section l l,9(d)(l) provides that, in the case of a part­
nership, S corporation, estate, or other passthrough en­
tity, the QPAD is determined at the partner, shareholder, 
or similar level. The notice provides that the 11x5 and 
Treasury believe that Congress intended section ll,9 to be 
applied in a manner consistent with the economic ar­
rangement of the owners of a passthrough entity. An 
owner of a passthrough entity will calculate the amount 
of its QPAD by taking into account its distributive or 
proportionate share of the items (including items of 
income, gain, loss, deduction, CGS allocated to such 
items of income, and gross receipts that .ire included in 
such items ol income) allocated or attributable, in accor­
dance with section -1.06 of the notice, to the passihiough 
entity's activities described in section W9(c)(-I) (qualified 
production activities), provided those items are not oth­
erwise disallowed by the code. "I lie owner of the 
passthrough entity will aggregate its items of income or 
expense (including, W-2 wages) allocated or attributable 
lo the passthrough entity's qualified production ailivi- 
lies, including those expenses iiuurreil Iw the owner ol 
the passthrough entity cl ire* 11 v that an- allocated lo the 
passthrough entity's qualified! production activities, and 
the owner's items of income or expense (including, W-2 
wag.es) allocated or attributable lo its other qualified 
production activities.
Observations

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

Careful consideration must be given to Ihe substantial 
economic effect requirement and Ihe economic and tax 
risks associated with a special allocation of production 
activity related items by a partnership.
3. W-2 limitation. An owner's share of W-2 wages of a 
passthrough entity is the lesser of the owner's allocable
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share of the passthrough entity's W-2 wages or two times 
the applicable percentage of the owner's QPAI computed 
takh. into account only the items of the passthrough 
entity i I located to the owner for the tax year. 
Observations

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

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

, Observations

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

Example: Application of Section 199 to I’nsstbrough Entities. Assume A and H are partners in All General and 
All Limited. All General and AM Limited both operate wholesale bakeries that sell baked goods to local grocers 
and restaurants. A is a 50 percent general partner in both Alt General and All Limited. II is a 50 percent general 
partner in All General and a 50 percent limited partner in All Limited. I he parlies have agreed lo share profits 
and losses equally.
In years I and 2, the partnership1 have Ihe following activity, shown in the table on the following, page, all of 
which is Q I’AI:
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AB Limited AU General
Year 1 Year 2 Year 1 Year 2

DPGR $1,000,000 $1,500,000 51,000,000 $1,000,000
Allocated and 
Apportioned Costs (51,200,000) ($1,250,000) ($500,000) ($500,000)
Income/Loss ($200,000) $250,000 $500,000 $500,000
W-2 Wages $100,000 $100,000 $-10,000 $40,000
A&B's Distributive Share (50%)

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

W-2 wages $50,000 $50,000 $20,000 $20,000
2X Limitation 50 $7,500 $15,000 SI 5,000

W-2 wages 0* $7,500 SI 5,000 $15,000
"Each partner's share of W-2 wages from the partnerships is the lesser of the partners' allocable share of the partnership W-2 
wages, or two times the applicable percentage of the owner's QPAI taking into account only the items of the partnership allo­
cated to the partner, determined at the partner level (2 x 3% x QPAI). If the distributive share of QPAI allocated to the partner 
for the tax year is not greater than zero, the partner may not take into account any W-2 wages of the partnership for purposes 
of computing the wage limitation at the partner level.
Once the partnership has determined each partner's distributive share of all items, each owner then computes its deduction by 
taking into account the items allocated or attributable to the partnership's qualified production activities, provided recognition 
of those items is not otherwise disallowed by the code.
The partner-level computations are as follows:

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

QPAI $150,000 $375,000
x 3% $•1,500 $11,250

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

Total W-2 wages $15,01)0 $22,500
x 50% |  W-2 

Limitation $7,500 $11,250
Allowable QPAD $ 1,500 Si 1,250
Because U's loss for year 1 is disallowed as a passive activity loss under section -160, the computation of B's deduction is as follows:

Partner B Year 1 Year 2
AB Limited QPAI $0 $25,000
AB General QPAI $250,000 S2S0,0U()

QPAI $250,000 $275,000
x 3% $7, $1)0 £8,250

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

Total W-2 wages $15,000 S22,500
xi 5fl% = W-2 

Limitation $7,5(H) $11,250
Allowable QPAD $7,500 $8,250
Note that the SliHI,000 passive activity loss from ttie limited partnership is suspended in year 1, hut is taken into account in year 2. 
That decreases partner I/s recognition of QPAI accordingly’ to $25,11(10 ($125,001) - $100,1)01)).

IX. I;ive Slops Taxpayers Should Take 
'llu: Q I’AD offers a significant tax benefit for a wide 

range of taxpayers Now th.it Treasury has provided this 
first round of guidance, what should taxpayers do iu\l? 
Ifelow are five steps taxpayers should consider immedi­
ately to help them appropriately respond to Ihe new law.

I. Understand what activities qualify for the QPAD. 
While the notice provides answers lo many of the initial 
questions arising from the passage ol section IW, taxpay­
ers still should conduct a thorough analysis of their 
activities lo determine exacllv what quilifies for the 
QPAI). M0.-.I importantly, taxpayers should not assume
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lh.it they do not qualify because they are nol a "tradi­
tional" manufacturer. The explanation accompanying the 
notice specifically refers to Congress's intent to make the 
new deduction available to taxpayers undertaking a wide 
variety of production activities. In line with that intent, 
the notice broadly defines the meaning of "manufac­
tured, produced, grown, or extracted." Taxpayers should 
thoroughly familiarize themselves with all areas to which 
the "manufactured, produced, grown, or extracted" re­
quirement extends and should conduct a detailed analy­
sis of their business operations to identify all activities 
that potentially qualify.

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

3. Develop methods for data analysis. Additional 
work may be required to apply the section S61 source 
rules within a wholly domestic context. Taxpayers that 
have never previously performed a section 861 allocation 
— many utilities fall into that category — will need to 
develop a melhod. For taxpayers with previous section

861 experience, the interaction between the new QPAI 
calculation and the current foreign tax credit or FT I 
calculation will need to be full)' considered.

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

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

TAX N O TES W ANTS YOU!

Tii.v JVe/es has a voracious appetite when it conies lo 
high-quality analysis, conimenlary, and practice 
articles. We publish more and betler articles Ilian 
anyone else, and we are always looking for more.

Do you have some thoughts on the American lobs 
Creation Act? Fundamental tax reform? Tax shelters? 
Federal budget woes? Recent IKS guidance? Important 
court decisions? Maybe you've read a revenue ruling

that has llown under the radar screen but is full ol traps 
for the unwary.

If you think what you have lo say about any federal 
lax matter might be of inleiest lo the nation's lax 
policymakers, academics, and leading practitioners, 
please send your pieces lo us at taxnolesftlax.org.

Remember, people pay attention lo what appears in 
Tux Nolcs.
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IRC 199 QPAI Deduction
4/4/2005

Primer:  IR C  199  
Q uali f ied Product ion  Activ ity  In c om e  (Q P A I)

The new federal law:
• Beginning in 2005, taxpayers may exclude a portion of their qualified 

production activity income (QPAI). QPAI includes income from extraction, 
production, and manufacturing in the United States.

• The affected industries of particular interest to Alaska include oil and gas 
production, refining and marketing, construction, fishing and fish 
processing, and mining.

• The 2005 deduction is 3 percent of QPAI increasing to 6 percent in 2007 
and 9 percent for 2010 and thereafter.

Application and impact in Alaska:
• Alaska automatically adopts the QPAI deduction unless it enacts 

legislation to decouple from federal law.
■ The impact to Alaska is more dramatic compared to most other states due 

to the dominance of natural resources in our tax base.
• Alaska cannot restrict the deduction to Alaska QPAI or even US QPAI. 

Corporations are allowed a deduction for world-wide QPAI to the extent 
the income or loss from the activity is included in the calculation of taxable 
income.

• FY04 corporate tax receipts would have been $24.7to $27.4 million less 
under the fully implemented QPAI deduction of 9 percent.

• W e project revenue losses during the ten year period beginning in FY05, 
accounting for the phase-in, of more than $100 million.

DOR observations:

• The federal tax and economic policy goals of the QPAI deduction are not 
achieved at the state level.

• The burden of administering the QPAI deduction will result in additional 
costs and/or revenue losses in addition to the cost of the exclusion itself.

Tax Division 
Department of Revenue
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•RC 199 QPAI Deduction
4/4/2005

Projected State Revenue Loss from  QPAI Deduction 
($ Millions)

High___________ Low  High____________Low

FY 2005 (5.40) (4.85) FY05-07

FY 2006 (8.65) (7.81) (23.92) (21.63)

FV 2007 (9.87) (8.97)

FY 2008 (11.16) (10.11) FY08-010

FY 2009 (11.10) (10.08) (32.75) (29.69)

FY 2010 (10.49) (9.50)

FY 2011 (15.71) (14.20) FY11-13

FY 2012 (16.12) (14.56) (48.17) (43.56)

FY 2013 (16.34) (14.80)

FY05-13 (104.84)________ (94.88)

Projections reflect phase-in deduction levels of 3% for the 2005-2006 tax years, 6% for 2007 -  
2009, and 9% thereafter, applied to forecasted corporate income tax receipts.

ceh/mag
4/4/2005

Tax Division
Department of Revenue



IRC 199 QPAI Deduction
4/4/2005

Status, of QPAI in O ther States

D ecoupled from  
Federal QPAI 

D eduction

Decoupling 
Leg is la tion  Pending

C onform  to  Federal 
QPAI Deduction

C onform ing  
Leg is la tion  Pending

At ‘omatically under 
existing law:

Minnesota Montana

Automatically under 
existing lav;:

Alaska
Arkansas New Jersey Louisiana Indiana
California Maryland Tennessee Iowa

North Dakota New York Virginia

Legislation enacted: 
Massachusetts

West Virginia Oklahoma
Missouri

Utah
Illinois

Delaware

Legislation enacted: 
Ohio

Limited to states responding to survey of state tax administrators fat •*. by the Federation of 
Tax Administrators as of March 2, 2005.

ceh/mag
4/4/2005
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IRC 199 QPAI Deduction
3/21/2005

Primer:  IRC 199 
Q ualif ied  Product ion  Activity In c om e  (Q P A I)

The new federal law:
• Beginning in 2005, taxpayers may exclude a portion of their qualified 

production activity income (QPAI). QPAI includes income from extraction, 
production, and manufacturing in the United States.

• The affected industries of particular interest to Alaska include oil and gas 
production, refining and marketing, construction, fishing and fish 
processing, and mining.

• The 2005 deduction is 3 percent of QPAI increasing to 6 percent in 2007 
and 9 percent for 2010 and thereafter.

Application and impact in Alaska:
• Alaska automatically adopts the QPAI deduction unless it enacts 

legislation to decouple from federal law.
• The impact to Alaska is greater than that of most other states due to the 

dominance of natural resources in our tax base.
• Alaska cannot restrict the deduction to Alaska QPAI or even US QPAI. 

Corporations are allowed a deduction for world-wide QPAI to the extent 
the income or loss from the activity is included in the calculation of taxable 
income.

• FY04 corporate tax receipts would have been $24.7to $27.4 million less 
under the fully implemented QPAI deduction of 9 percent.

• We project revenue losses during the ten year period beginning in FY05, 
accounting for the phase-in, of more than $100 million.

DOR observations:
• The federal tax and economic policy goals of the QPAI deduction are not 

achieved at the state level.
• The burden of administering the QPAI deduction will result in additional 

costs and/or revenue losses in addition to the cost of the exclusion itself.

Tax Division
Department of Revenue



IRC 199 QPAI Deduction
3/21/2005

Applica tion of the QPAI Deduction in A laska

w/ QPAI w/o QPAI

1
Determine 

Alaska QPAI

Determine world-wide or waters- 
edge QPAI:

QPAI of the combined group 
No geographical restrictions, 
include foreign activities as 
well those in Alaska and 
other states 
Apportion to Alaska

S48.000.000

2
Determine 

Alaska taxable 
income before 

QPAI
Taxable income under prior law 550,000,000

3
Determine
Preliminary

QPAI
Deduction

Apply federal deduction rate to 
lesser o f Alaska QPAI or taxable 
income before QPAI

9% of 
S48.000.000

S4.320.000

4
Wage

Limitat.on

Add W -2 wages plus comparable 
wage measure for foreign wages 
of the combined group and 
multiply total times apportionment 
factor, times 50%

S6.000.000

5 QPAI
Deduction

Lesser of Preliminary QPAI 
deductun or W age Limitation

$4,320,000

- i

6

I

Taxable
income

Subtract QPAI bom Alaska 
taxable income before QPAI

$50 ,030 ,000- 
$4.320,000

$45,680,000

I
$50,000,000

7

I

Tax Before 
Credits

S4,289.960

8 65% reduction 
in this example

$4,696,040

8 Credits S200.000 S200.000

y Tax
S4.089.960

9% reduction in 
this example

$4,496,040

I

_______ ____________ I

ceh/rruig
3/21/2005

Tax Division
Department of Revenue



IRC 199 QPAI Deduction
3/2I/2005

Projected State Revenue Loss from QPAI Deduction 
($ Millions)

High___________ Low_____   High _________

FY 2005 (5.40) (4.85) FY05-07

FY 2006 (8.65) (7.81) (23.92) (21.63)

FY 2007 (9.87) (8.97)

FY 2008 (11.16) (10.11) FY08-010

FY 2009 (11.10) (10.08) (32.75) (29.69)

FY 2010 (10.49) (9.50)

FY 2011 (15.71) (14.20) FY11-13

FY 2012 (16.12) (14.56) (48.17) (43.56)

FY 2013 (16.34) (14 80)

FY05-13 (104.84)________ (94.88)

Projections reflect phase-in deduction levels of 3% for the 2005-2006 tax /ears, 6% for 200 / 
2009, and 9v'o thereafter app lied  to lorecasted corporate income tax receipts.

ceh'maq
3/21/2005

Tax Division
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IRC 199 QPAI Deduction
3/2I/2005

Status of QPAI in Other States

Decoupled from  
Federal QPAI 

Deduction

D ecoupling 
Leg is la tion  Pending

Conform  to Federal 
QPAI D eduction

C onform ing  
Leg is la tion  Pending

Automatically under 
existing law:

Minnesota Montana

Automatically under 
existing law:

Alaska
Arkansas New Jersey Louisiana Indiana
California Maryland Tennessee Iowa

North Dakota New York Virginia

Legislation enacted: 
Massachusetts

West Virginia Oklahoma
Missouri

Utah
Illinois

Delaware

Legislation enacted: 
Ohio

Limited to states responding to survey of state tax administrators facilitated by the Federation of 
Tax Administrators,

ceh/mnq
3/21/2005

Tax Division
Department of Revenue



Alaska Oil and Gas Association

AOGA 121 W. Fireweed Lane, Suite 207
Anchorage, Alaska 99503-2035
Phone: (907)272-1481 Fax: (907)279-8114

T e s t im o n y  
o f  (lie

A la s k a  Oil n n d  G a s  Associat ion 
to the

S e n a t e  F in a n c e  C o m m i t t e e  
R e g a r d i n g  SB 151

A p r i l  1 8 ,2 0 0 5

Good morning. My name is Tom Williams, and I am Chair of the Tax Committee of the 
Alaska Oil &  Gas Association (“ AO G A” ). AOGA is a private trade association whose 18 mem­
bers companies account for a majority of the oil and gas exploration, development, production, 
transportation, refining and marketing activities in Alaska. On behalf of AOGA and its 
members, 1 thank you for this opportunity to testify on Senate Bill 151.

AOGA opposes this legislation for two reasons. First, the justification for it has been 
misstated to you and its fiscal impacts have been significantly overstated. Second, the Bill 
represents yet another tax increase on the oil industry from this Administration,

To explain our reasons for opposing the Bill, let me first provide you briefly with sonic 
background. Last year Congress passed the federal Jobs Act creating, among other things, a tax 
incentive to improve the competitiveness of manufacturing in the United States, which currently 
is disadvantaged relative to the rest of the world because national income tax rates on such activ­
ity overseas arc generally lower. This tax incentive takes the form of a new deduction that is 
equal to a percentage ofa taxpayer’s “ qualified production activity income” (“ QPA Income” ) 
from manufacturing activity occurring in the United States. The tax deduction equals 3%  of this 
QPA Income initially; it increases to 6%  in 2007 and reaches its full size of 9%  beginning in 
2010. In order to make this work as an incentive to create and keep jobs in the United States, 
Congress specifically limited QPA Income lo income from domestic, U S -only activity

Alaska’s state income tax automatically adopts sections 1 - 1399 and 6001 - 7872 of the 
Internal Revenue Code, including new sections within these number ranges as they arc enacted, 
amendments as they arc made to existing sections, and even repeals of any of these sections in 
the federal Code. Alaska picks up these federal changes unless the Legislature enacts a law to 
prevent such a federal change from taking effect, or modify its effect, for state purposes The 
new deduction for QPA Income is in Section 199 of the Internal Revenue ( ’ode and hence has 
been picked up for state purposes Senate Bill 151 proposes to undo this automatic adoption of 
Section 199 and keep it from taking effect for state income-tax purposes.
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In the fiscal note for this legislation, the Department of Revenue (“ DOR” ) claims that let­
ting Section 199 take effect for Alaska purposes would cost the State between $94.88 million and 
$104.84 million in total over the FY05 - FY13 period. Further, D O R’s fiscal note stales it could 
cost more than half a million dollars a year for DOR to administer Section 199 if it takes effect 
for stale purposes.

Both of these estimates are, in A O G A ’s opinion, severely overstated because of a faulty 
premise in D O R’s analysis. This premise is staled in the fiscal note as follows:

In order to avoid impermissible discrimination against economic activity outside 
of the state, taxpayers will be allowed the QPA[ Income] deduction on their 
Alaskan return for all production profits whether the activity occurred in Alaska, 
another state, or in a foreign country. Production activity conducted in-state, 
domestic out of state, or in a foreign country will be awarded an equal deduction.

In other words, in assessing the state revenue impact of letting Section 199 take clTect, DOR 
looked at potential “ production activity income” everywhere in the world. It did not look just at 
“ qualified” production activity income as defined by Congress, which is only that income which 
comes from production activity inside the United States.

Despite what DOR asserts to the contrary in its fiscal note, when Alaska passively adopts 
a limited federal deduction, it docs not legally or logically follow from this fact that DOR must, 
under the Foreign Commerce Clause of the U.S. Constitution, completely remove the limitation 
in the course of administering the deduction for state tax purposes. There is ample precedent 
where a geographically limited federal provision remains limited in precisely the same way when 
it is applied under the Alaska income tax. For instance, expenditures for enhanced oil recovery 
(“ FO R ") give rise to a federal tax credit that Alaska also allows, and the federal credit is limited 
to expenditures for FO R projects in the United States —  in administering the FO R credit for 
state purposes, DOR does not impute a hypothetical credit for FOR projects outside the United 
Stales "fi]n order to avoid impermissible discrimination against economic activity outside of the 
state[,]" instead, DOR uses the same domestic territorial limitation as the federal credit has. We 
do not sec how the domestic territorial limitation in the new Q I’A Income deduction would be 
any different from the one for FO R in terms of its potential for "impermissible discrimination.”
In other words, since DOR isn't applying the FOR credit on a worldwide basis, it is inconsistent 
for DOR to say it must apply the Q l’A Income deduction on a worldwide basis

Because of its faulty premise about how broadly the QPA Income deduction must be 
applied for state purposes. DOR's estimated revenue impacts are overstated by at least a factor of 
two or three or more, depending on how much QI’A-ish income it foresaw Irom non-U.S. pro­
duction activities Similarly, the estimated administrative cost of half a million dollars a year is 
entirely a result of this same faulty assumption The IRS will audit taxpayers’ QPA Income from 
activities in the U.S , and there will he nothing left for DOR to audit and enforce. The half a 
million dollars a year should, in other words, disappear.



AO G A  also disagrees with D O R’s conclusion in the fiscal note that the anticipated bene­
ficial effects of the QPA Income deduction at the federal level “ cannot be replicated at the state 
level .”  At least with respect to oil and gas, the two principal regions of qualified production 
activity in the United States are the deep-water Gulf of Mexico and Alaska. With only two “hot 
spots” for the action to occur in, it seems likely that Alaska would be ahead of the game when 
the incentive works in attracting production activity to the U.S. Given DOR’s contrary conclu­
sion about these benefits for Alaska, it seems improbable that DOR made any serious attempt to 
estimate and include the increases in state tax revenues from the production activities in Alaska 
that this tax incentive would help attract to this state.

Thus, both on policy grounds as well as potential fiscal impacts, the justification that 
DOR has given for this legislation has been both overstated and misstated.

This brings me to A O G A ’s second reason for opposing this legislation: it represents yet 
another tax increase on the oil industry from this Administration. It is a tax increase because 
Section 199 of the Internal Revenue Code was automatically adopted for state purposes as of 
January first of this year, when it took effect for federal purposes. Section 199 is, in other words, 
already the status quo. SB 151 proposes to change this status quo by undoing the adoption of 
Section 199, and in doing so it will raise corporate income taxes for our industry and every other 
industry in the state having “ qualified production activity ”

D O R’s just-released Spring 2005 Revenue Sources Book predicts future state oil and gas 
revenues through FY2015 based on assumptions that tens of billions of dollars of new invest­
ments will be made during that time which will hold oil production at the projected levels and 
keep it from declining as it otherwise will. Fortunately for Alaska, the opportunities for making 
these investments, and the possibility that they will indeed result in the production being hoped 
for, are not some wild pipe dream, but a plausible expectation. The key to fulfilling this bright 
expectation lies in winning the competition for Finding so that the potential Alaskan investments 
will become actual investments.

Raising taxes does not make Alaska's investment opportunities more competitive. It 
makes them less competitive.

Some have said that, with today’s high oil prices, Alaska can and should raise its oil taxes 
— the producers can afford to pay a larger share out of this “ windfall,”  they say. This reasoning 
misses the real issues here From the industry’s perspective, the question is not about how much 
it can aflbrd to pay to Alaska, but how much it can afford to invest in Alaska relative to oppor­
tunities elsewhere. Fifty-dollar oil is not $50 just for Alaskan oil, but for all oil wherever pro­
duced I ligli oil prices to not change the fact that Alaska is among the mosl expensive places in 
the world to operate and produce oil

From the Stale’s perspective as well, the question is not so simplistic as to be only about 
what the industry might be able lo pay There is a trade-olTbetwccn, on the one hand, taking a 
larger share now and having less available to be shared in the future because some investments 
cease to be competitive enough to win funding, and on the other hand, taking the same or per­
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haps even a more modest share and having more available to be shared in the future because 
more investments become competitive enough to win funding. Or to put it another way, which 
gives the State more —  taking a wider slice out of a smaller pic, or a narrower slice out of a 
larger pie? and what is the optimum width for that slice so that it has the most fiscal “ weight” ?

Some simplistically believe that S50 oil will justify any and all of the investment oppor­
tunities that industry has in Alaska, despite raising taxes as proposed in this Bill or raising them 
by lumping satellite fields with their parent field for E L F  purposes, Such reasoning apparently 
led DOR and DNR to advise the Governor to introduce this Bill, and to make the Prudhoe Bay 
E LF  decision, The Governor was, no doubt, assured in both situations that neither action would 
actually change investment decisions.

The advice that the Governor received about the E L F  decision has already been proven 
wrong. The Orion field in the western region of the Prudhoe Bay Unit, for example, is a devel­
opment that industry has been diligently pursuing to help stem the decline of North Slope pro­
duction. The producers have already stated that, because of the tax increase under that decision, 
they will not be able to proceed /ith the planned expansion of the Orion field as it is currently 
proposed. This expansion woulu have been a S650 million project to develop viscous oil in the 
Prudhoe Bay Unit. An associated casualty is the I-100 Well for viscous oil development that 
was on this year’s drilling schedule for Prudhoe Bay, but now lias been removed and indefinitely 
deferred.

The advice that the Governor has been given about this Bill is also wrong, for the same 
reasons. Because it has not become law, there is no hard, empirical evidence to offer you to 
show that this Bill is ill-advised for the State. Fortunately, however, this same circumstance 
means it is not too late for you. the Legislature, to avoid repeating the mistake of the Governor’s 
advisors. You are in the position of being able to refrain from acting, and you should.

AOGA has long said, and we say again now, any change to Alaska’s existing fiscal 
regime for oui industry needs to be carefully evaluated for its impacts on each of the different 
kinds of investments there arc for getting more oil produced. Otherwise, there is a substantial 
risk that the anticipated benefits from such a change could end up being more than offset by 
unanticipated negative effects of that change on other kinds of oil investments.

Wc believe that raising oil taxes now, as SB  151 would do, will send precisely the wrong 
message to the industry about making the investments that Alaska so desperately needs and is 
counting on for its own fiscal future Accordingly, AOGA opposes this Bill and respectfully 
urges that you oppose it too

This concludes our testimony. Thank you again for the opportunity to appeal before you 
today and testify.
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March 22, 2005
The Honorable Ben Stevens 
President  of the Senate  
Alaska Sta te Legislature 
State Capitol, Room 111 
J u n e a u ,  AK 99801-1182
Dear President  Stevens:

Under  the au thor i ty  of art.  Ill, sec. 18, of the Alaska Const i tut ion, I am  
t ransm it t ing  p bill excepting from the Alaska Net Income Tax Act the federal 
deduction regarding income a t t r ibu tab le  to c- ain domestic  product ion  activities.

Last year  Congress passed  legislation (American J o b s  Creation Act of 2004) 
th a t  created a new federal tax deduction  for corporat ions regarding income 
a t t r ibu tab le  to certain  domest ic  production activities. Alaska tax law automatical ly  
adop ts  such  federal tax deduc t ions  un less  the Legislature explicitly excepts to them 
(AS 43.20.021(a)).  Because  of Alaska’s un ique  reliance on na tu ra l  resource  
development, this par t icu la r  deduct ion will have major  im pac ts  on the s t a t e ’s 
revenue flow. The D epar tm en t  of Revenue es t imates  tha t  this federal tax ’educt ion 
could cu t  $100 million from sta te  corpora te income lax revenue over the  next  
decade.

With the passage  of th is  legislation, Alaska’s corporate  income tax s t ruc tu re  
will slay the same as  it is u n d e r  the c u r r en t  regime. This will provide cont inued  
stability and  tax certain ty  to corporat ions operating n the Sta te  of Alaska.

Several other s ta tes  also have introduced legis.at.inn to ‘‘de-couple” their tax 
code from this new federal provision, including Morn ma,  New Jersey ,  Maryland, 
North Dakota and  West Virginia. M assachuse t ts  has  enacted  such  legislation.

I urge your prompt an d  favorable action on this measure .

Sincerely vours

Governor
Enclosure
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