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INTRODUCl'lOlrl 
The IRS recently issued Rev. Proc.2006-47 ' and 

temporary and proposed regulations that provide 
methods for calculating the W-2 wage limitation un- 
der $199. Both the ~socedure and the regulations are 
effective for taxable years beginning after May 17, 
2006, and incorporate changes to the wage limitation 
enacted as part of the Tax Increase and Prevention Act 
of 2005 ("TIPRA"),-' providing that "W-2 wages" for 
purposes of the limit ation include only wages that are 
properly allocable ta "domestic production gross re- 
ceipts" ("DPGR"). This new limitation on the 
amount of W-2 wages that may be taken into account 
under $199 may cause some taxpayers that were not 
constrained by the wage limitation for calendar years 
2005 and 2006 to be subject to the limitation in 2007. 

This article discuslses the methods of computing the 
W-2 wage limitation for both pre- and post-TIPRA- 
effective-date years. In particular, we analyze the ap- 
plication of the W-2 wage limitation to various orga- 
nizational structures and three-party employment ar- 
rangements. 

I. BACKGROUPIID 
Section 199' of the Internal JRevenue Code of 

1986, as amended (the "Code"), pennits taxpayers 
to claim a deduction equal to a percentage of their in- 
come attributable to domestic production activities. 
For taxable years beginning in 2010 and thereafter, 

' 2006-45 I.R.B. 869. 
T.D. 9293,7 1 Fed. Rcg. 61662 (Oct. 19,2006); REG-127819- 

06,71 Fed. Reg. 61692 (Oct. 19,2006). 
P.L. 109-222, $514, 120 Stat. 345 (May 17, 2006). 
Added by the Americm Jobs Creation Act of 2004 ("AJCA"), 

P.L. 108-357, $102, 118 Stat. 1418 (Oct. 22, 2004). In the Gulf 
Opportunity Zone Act of 2005, Congress made certain technical 
corrections to $199 (the "Technical Corrections"), with retroac- 
tive effect. P.L. 109-135, $403(a), 119 Stat. 25 (Dec. 21, 2005); 
Id. at Title IV (providing for retroactive effect). 

All section reference,; are to the Code and to the regulations 
promulgated thereunder. 

the deduction is equal to 9% of the lesser of a taxpay- 
er's "qualified production activities income" 
("QPAI") or taxable income (modified adjusted gross 
income, in the case individual taxpayers), deter- 
mined without regard to the deduction itself. The de- 
duction is phased in at 3% for taxable years beginning 
in 2005 and 2006 and increases to 6% for years be- 
ginning in 2007 throiigh 2009. QPAI equals DPGR, 
less the related cost oi' goods and allocable below-the- 
line period expenses. 

The deduction also is limited to 50% of the taxpay- 
er's W-2 wages paid for the calendar year ~nding dur- 
ing the taxable year ("Total W-2 Wages"). Total W-2 
Wages equal the sum of the amounts that must be in- 
cluded on the Forrns W-2 of employees under 
$605 1 (a)(3) (wages -subject to income tax withhold- 
ing) and $605 1 (a)@) (elective deferrals).' 

As originaidy enacted, the wage limitation included 
the Total W-2 Wages paid by the employer, which in- 
cludes wages paid in connection with non-production 
activities. Consequenlly, the original wage limitation 
was unlikely to pose a meaningful constraint on the 
deduction for most large taxpayers, with the exception 
perhaps of a few lucky technology companies able to 
generate significant taxable income from a relatively 
small payroll. TIPWi rendered the wage limitation 
significant, however, i'or taxable years beginning after 
May 17, 2006, by providing that for purposes of the 
wage limitation taxpayers may take into account only 
that portion of the taxpayer's Total W-2 Wages that is 
properly allocable to DPGR. 

The remainder of this article discusses the calcula- 
tion of the W-2 wage limitation for both pre- and post- 
TIPRA-effective-date years. 

II. APPLICABLE GUIDANCE AND 
EFFECTIVE DATES 

A. Guidance Applicable to Taxable 
Years Beginning BeforeMay' 18,2006 

Final regulations under 5199 (the "&a1 Regula- 
tions")' were'published on June 1, 2006: effective for 
taxable years beginning on or after that date.'' The Fi- 
nal Regulations wenL preceded by a notice of pro- 
posed rulemaking that appeared in the Federal Regis- 

See generally Granwell & Rolfes, "Musings on Selected Pro- 
visions of the Final Section 199 Regulations Applicable to Corpo- 
rate Manufacturers of Tangible Property," Vol. 47, No. 18 Tar 
Mgmt. Memo. 355 (Sept. 4, 2006); Conjwa, Zuber, & Breaks, 
Practical Considerations ic Implementing the Section 199 Regula- 
tions, 105 J. Tax'n 68 (Aug. 2006). 

§199@)(1). 
0 199@)(2)(A). 
T.D. 9263, 71 Fed. Reg. 31268. 

'O Regs. $1.199-8(i). 
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ter on November 4, 2005 (the "Proposed Regula- 
tions")," and Notice 2005-14 (the "~otice"). l2 

For taxable years beginning before June 1, 2006, 
taxpayers have a choice of applying (1) the Notice, 
(2) a combination of the Notice and th; Proposed 
Regulations, or (3) the Final Regulations. Although 
the ability to choose among these three options for 
taxable years beginning before June 1, 2006, can be 
significant for other i:rsues, the treatment of the W-2 
wage limitation gene]-ally is the same under all the 
guidance. 

As described in greater detail below, under all the 
applicable guidance, taxpayers can choose among 
three alternative methods of calculating the taxpayer's 
Total W-2 Wages. The three methods have remained 
essentially unchanged since originally appearing in 
the Notice. The Treas~ry and the IRS opted to include 
the three methods in a separate revenue ~rocedure. 
rather than as part of th; Final ~e~u la t ibns  them- 
selves, to make them easier to amend if Form W-2 
changes. Accordingly, concurrently with the publica- 
tion of the Final Regulations, the IRS issued Rev. 
Proc. 2006-22,14 prohiding the same three methods 
for determining a taxpayer's W-2 wage limitation as 
were provided under the Notice and Proposed Regu- 
lations. Rev. Proc. 2006-22 applies to taxpayers that 
choose to apply the Final Regulations to taxable years 
beginning before May 18, 2006, the effective date of 
the TLPRA amendmen [s. 

B. Guidance Applicable to Taxable 
Years Beginning After May 17, 2006 

On October 18, 2006, the Treasury issued Regs. 
5 1.199-2T, providing guidance for determining the 
portion of a taxpayer's W-2 wages that is properly al- 
locable to DPGR, as required by TIPRA. Concur- 
rently, the IRS published Rev. Proc. 2006-47, requir- 
ing taxpayers to apply one of the same three methods 
for determining Total W-2 Wages as were provided 
under prior guidance, but with the explicit require- 
ment that taxpayers must then apply the rules in Regs. 
5 1.199-2T(e) to determine the portion of those wages 
that is allocable to DPGR. 

Formally, both Regs. $1.199-2T and Rev. Proc. 
2006-47 apply only to taxable years beginning after 
October 18, 2006. Nor~etheless, taxpayers will, in ef- 
fect, be bound by these rules for any year beginning 
after May 17, 2006, the effective date of TIPRA, be- 

" 70 Fed. Reg. 67220. 
122005-1 C.B. 498. Nolice 2005-14 is obsolete for taxable 

years beginning on or after rune 1, 2006. 
l 3  Regs. $1.199-8(i)(l). See Granwell & Rolfes, in note 6 

above, for an extensive discussion of the ability to choose be- 
tween these three options and factors to consider in making that 
choice. In particular, the option to forego the benefit of subsequent 
guidance and instead to relj solely on the Notice has been over- 
looked by commentators. Tzis option may be beneficial for tax- 
payers with issues that were dealt with unfavorably in the subse- 
quent guidance. 

l 4  2006-23 I.R.B. 1033. 

cause Rev. Proc. 2006-47 co~tains the same methods 
for computing Total W-2 Wages as were available un- 
der prior guidance, and Regs. 5 1.199-2T(e) merely re- 
quires taxpayers to apply a reasonable method for al- 
locating this amount b,:tween DPGR and non-DPGR. 

The remainder of this article discusses the compu- 
tation of Total W-2 Piages and the requirement for 
post-TIPRA years to allocate those wages between 
DPGR and non-DPGR. After reviewing the mechan- 
ics of the computation of the W-2 wage hitation, we 
consider issues regarding whose wages should be in- 
cluded in the computation, in light of the prevalence 
of three-party employnlent arrangements. 

DISCUSSION 

I. DETERMINING THE TOTAL W-2 
WAGES PAID BY' A TAXPAYER 

DeJinition of W-2 Ubges. Total W-2 Wages under 
5 199 include only (1) wages that are subject to in- 
come tax withholding, (2) elective deferrals under 
5402(g)(3) (i.e., elective §401(k) contributions, in- 
cluding designated Roth contributions, and other 
qualified elective defei~ds identified in 5402(g)(3)), 
and (3) amounts defelred under 5457, which deals 
with deferred compensation plans of state and local 
governments and tax-exempt ~r~anizat ions. '~  lmpor- 
tantly, Total W-2 Wages do not include any contribu- 
tions or accruals under a qualified retirement plan that 
are not in the form of qualified elective deferrals or 
benefits under a 5457 ~llan. 

In addition, Total \V-2 Wages include only the 
wages of common law ~:mployees that are actually in- 
cluded on a Form W-2 filed with the Social Security 
Administration on or be fore the 60th day after the due 
date (including extens~ons) for that return.16 Thus, 
compensation paid to independent contractors or other 
non-employees that is reported to the IRS on Form 
1099 MISC is not included in Total W-2 Wages. As 
discussed in connection with three-party employment 
arrangements in Part IV, below, however, it is not nec- 
essary that the taxpayer be listed as the employer on 
the Form W-2; it is suficient that the wages were paid 
to a common law emp..oyee of the taxpayer for em- 
ployment by the taxpayer. 

Background Regarding Fonns W-2. Before delving 
into the mechanics of ihe computation of Total W-2 
Wages for purposes of $199, some background re- 
garding payments reported on a Form W-2 is helpful. 
Box 1 of Form W-2 (' wlages, tips, other compensa- 
tion") includes all wages that are subject to current 
income tax. Examples of wages that must be included 

l5 0 199(b)(2)(A). 
l6 $ 199(b)(2)(C). 
l7 As discussed in greater detail below, certain amounts identi- 

fied in $3402(o) are treated a; wages only for purposes of income 
tax withholding. Thus, these amounts are reported in Box 1 ,  but 
technically are not within the definition of wages for purposes of 
$199. 
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in Box 1 include cash payments of salary, bonuses, 
- - x tips, commissions, and distributions of previously de- 
3 ferred nonqualified deferred compensation. Many 

. noncash items also are included, such as income from 
the exercise of nonqualified stock options, the transfer 
of stock upon the vt:sting of restricted stock, the per- 
sonal use of a company car, an employer-provided va- 
cation, and ift certificates. 

Common f y provided benefits that are not included 
in Box 1 include any §401(k) lan contributions, de- 
ferrals under a nor~qualified dP eferred compensation 
plan, medical insurance coverage, group-term life in- 
surance coverage up to $50,000, transit passes and 
parking (up to the statutory monthly dollar limit),'' 
the business use of a company car, and reimburse- 
ments for substantiiited business expenses. Distribu- 
tions from a qualific:d retirement plan are not wages. 
They are re orted oil Form 1099R, not on Form W-2. 

Box 5 o i! Form Vi-2 ("Medicare wages and tips") 
includes all wages that are subject to withholding for 
Medicare taxes. Because the Medicare tax statute dif- 
fers slightly from the income tax withholding statute, 
amounts reported in Box 5 are different from those re- 
ported in Box 1 in a few important respects. For ex- 
ample, $401(k) lar~ deferrals and deferrals of vested 
nonqualified de !' errt:d compensation are included in 
Box 5 but not Box 1. Income resulting from disquali- 
fying dispositions of stock acquired through exercise 
of an incentive stoc 5 option (ISO) under $422 or em- 
ployee stock purchase plan (ESPP) under $423 is in- 
cluded in Box 1 bul not in Box 5. 

Nonduplication Ilule. The rules under $199 are 
clear that no duplication of W-2 wages is allowed. 
Thus, an amount m2.y not be treated as W-2 wages un- 
der $199 by more than one taxpayer.19 Similarly, 
amounts treated as W-2 wage%for one taxable year 
may not be treated as W-2 wages for any other tax- 
able year.20 

Methods of Com,7utation. No single box on Form 
W-2 represents all of the amounts comprising Total 
W-2 Wages for purposes of $199. The IRS, however, 
has developed three alternatives for calculating a tax- 
payer's Total W-;: Wages: the Unmodified Box 
Method, the Modified Box 1 Method,.and the Track- 
ing Wages Method. For taxable years beginning be- 
fore May 18, 2006, a taxpayer's Total W-2 Wages, as 
computed under one of the three methods, equals the 
taxpayer's W-2 wage limitation under $199. For tax- 
able years beginning after May 17, 2006, a taxpayer 
must perform a second step to determine the portion 
of its Total W-2 Wages that are allocable to DPGR. 
The rules regarding &is second step are discussed in 
Part In, below. 

Of the three methods, the first method is the sim- 
plest because all of' the numbers needed to calculate 
Total W-2 Wages are taken directly from the taxpay- 
er's Forms W-2. ?'he other two methods are more 
complex but more accurate. 

l 8  For 2007, the monthly limit for transit passes is $110, and for 
parking it is $215. 

Regs. 01.199-2(d). 
z0 Id. 

Unmodified Box Method 
Under the Unrnodibed Box Method, W72 wages are 

the lesser of the total entries in Box 1 tewages, tips 
and other compensiition") or Box 5 ("Medicare 
wages and tips"). 

As explained above, $199 defines "W-2 wages" as 
wages subject to income tax withholding, plus elec- 
tive deferrals under !i402(g)(3) and amounts deferred 
under 0457. (See tbe discussion of the Modilied Box 
1 Method immediately below for more details on 
these elective deferrals.) Neither Box 1 nor Box 5 cor- 
responds exactly to this definition. Instead, both boxes 
are both over- and under-inclusive in certain respects: 
l Both Box 1 and Box 5 are over-inclusive 

because both i~~clude the following amounts 
that are wages subject to income fax but not 
to income tax withholding: 

ee Taxable group-term life insurance 
(i.e., the amount of coverage in ex- 
cess of $50,000), for which withhold- 
ing is not required under 
93401(a:l(14). 

ee Vehicle Fringe benefits, to the extent 
the emp1.oyer does not elect to with- 
hold uncler $3402(s). 

l Both Box 1 and Box 5 are also over- 
inclusive becailse both include the follow- 
ing amounts identified in 03402(0) that are 
subject to withholding at the request of the 
employee but which are not "wages": 

ee Paymenls made under a "sick pay" 
plan. 

me Paymenls of an annuity made to an 
employee. 

a Box 1 is substantially under-inclusive be- 
cause it does not include any elective defer- 
rals under $4CQ(g)(3) or deferred compen- 
sation under 9457. 
l Box 1 is over-inclusive because it includes 

income from an employee's disquahfying 
disposition of stock acquired through an ex- 
ercise of an option under either an IS0 plan 
or an ESPP (which allows employees to 
purchase empl~syer stock at up to a 15% dis- 
count), even though these amounts are not 
subject to incame tax withholding. 
l Box 1 is also over-inclusive because it in- 

cludes supple mental unemployment com- 
pensation benefits ("SUB pay") identified 
in 93402(0), which are subject to income 
tax withholding but are not "wages." 21 

SUB pay is not included in Box 5. See, e.g., Rev. Rul. 90-72, 
1990-2 C.B. 211. 
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Box 5 is substantially over-inclusive be- 
cause it includes certain defends of non- 
qualified deferral compensation that are no 
longer subject to a substantial risk of forfei- 

Common examples of such non- 
qualified defend  compensation that- 
while not necessarily subject to current in- 
come taxation or withholding# are subject to 
Social Security and Medicare taxes- 
include §401(k) ''excess plans" (i.e., a plan 
that allows the c:mployee to elect to defer 
additional incomr: over-and-above the statu- 
tory limitation) and bonus deferral plans. 

oo Note that, under the nond;lplication 
rule, taxpayers using the Unmodified 
Box Method that are required under 
the "lesser of" rule to use the amount 
reported i r ~  Box 5 in an earlier year 
and to  usc: the amount reported in 
Box 1 in a later year must subtract 
from the sunount reported in Box 1 
the amour,t attributable to distribu- 
tions from a nonqualified deferred 
cornpensat~on plan to the extent those 
distributio~ls are of amounts that were 
treated as l~art of the taxpayer's Total 
W-2 Wages in the earlier year when 
they were earned by the employee 
and reported in Box 5. 

We expect that, under the "lesser of" rule, many 
taxpayers applying the Unmodified Box Method will 
be required to use as 'Total W-2 Wages the amounts 
reported in Box 1. Elective deferrals under §402(g)(3) 
(including the substanti a1 category of elective §401(k) 
deferrals) are entirely c:xcluded from Box 1, whereas 
they are included in Box 5. Similarly, substantial de- 
ferrals of vested nonqiialified deferred compensation 
would inflate the amount subject to Medicare taxes, 
and therefore be reporied in Box 5 without adding to 
Box 1.. 
Modified Box 1 Method 

Under the Modifietl Box 1 Method, Payer 
starts with the amounts reported in Box 1 and makes 
the following adjustments: 

Subtract the amclunts included in Box 1 of 
Forms W-2 that are not wages subject to 
withholding, which would include: 

oo The amo~lnts identified above as 
wages that are included in Box 1 but 
are not subject to income tax with- 
holding: 

22 See Regs. $3 1.3 121(v)(2)-l(b) (defining non-qualified de- 
ferred compensation for purposes of social security and Medicare 
taxes). 

ooo Taxallle group-term life insur- 
ance. 

0.0 Certain vehicle fringe benefits. 
moo Incorae from disqualifying dis- 

positjons nf stock acquired 
through either an IS0 or an 
ESPF! 

00 The amoun':s identified above as sub- 
ject to income tax withholding under 
$3402(0), but that are not wages: 

ooo Payments made under a sick 
pay plan and payments of an 
annuity made to an employee, 
to tlte extent the employee 
elects, to subject such payments 
to withholding . 

ooo SUB pay. 
Add the elective cleferrals under §402(g)(3) 
and the amounts deferred under 3457. 
These amounts cctrrdate to the amounts re- 
ported in Box 12 (md properly coded as fol- 
lows: 

oo Code D (elective §401(k) contribu- 
tions), 

oo Code E (elective deferrals under a 
§403(b) annuity contract purchased 
by a charitable organization), 

oo Code F (elective deferrals under a 
$408(k)(6) salary reduction Simpli- 
fied Employee Pension (SEP), 

oo Code G (elective deferrals and em- 
ployer conlributions (including non- 
elective deferrals) to any governrnen- 
tal or nonj:overnrnental 9457 plan), 
or 

oo Code S (einployee salary reduction 
contributior~s under a §408(p) 
SIMPLE retirement account). 

Application of the Modified Box 1 Method should 
result in an amount of Total W-2 Wages that corre- 
sponds exactly to the taxpayer's W-2 wages as defined 
under § 199(b)(2)(A). 
Tracking Wages Methlrd 

Under the Tracking Wages Method, the taxpayer 
actually tracks total wages subject to Federal income 
tax withholding and makes appropriate modifications. 
Total W-2 Wages are calculated under this method as 
follows: 

Total the amountt; of wages subject to fed- 
eral income tax withholding that are paid to 
employees of the taxpayer for employment 
by the taxpayer and that are reported on 
Forms W-2 filed with the Social Security 
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Administration by the taxpayer for the cal- 
endar year. 
Subtract the SUB pay that was included un- 
der $3402(o)(l) (A). This adjustment would 
seem redundant with step 1, above, because 
SUB ay is nclt "wages" for purposes of 
$199. 8 
Add amounts rcported in Box 12 and prop- 
erly coded D, E:, F, G, or S. 

The Modified Box 1 Method and the Tracking 
Wages Method should not produce different 
amounts-they merely reflect different starting points. 
The Tracking Wages lvlethod is intended to implement 
a literal application of $199. The Modified Box 1 
Method generates the same result, but begins with a 
specific box on Form W-2. 

Although we expect the vast majority of taxpayers 
to apply the Unmodilied Box Method, taxpayers that 
are constrained by the W-2 wage limitation generally 
will benefit from applying the Modified Box 1 
Method or the Tracking Wages Method. 

II. EFFECT OF BUSINESS ENTITY 
STRUCTURE OIN THE APPLICATION 
OF THE W-2 WAGE LIMITATION 

A. Rules for EAGs 
For a corporate taxpayer that is a member of an Ex- 

panded Affiliated Gioup ("EAG"), the W-2 wage 
limitation is applied at the level of the EAG. An EAG 
is an affiliated group as defined in $1504(a), deter- 
mined by substituting a "more than 50%" vote-and- 
value ownership test For the "at least 80%" vote-and- 
value ownership test For consolidation, and by includ- 
ing certain insurimce companie~ and $936 
 corporation^.^^ 

Once each member of an EAG has computed its 
separate QPAI and PI-2 wage limitation, each mem- 
ber's QPAI, taxable income, and W-2 wage limitation 
amount are aggregated in order to apply the taxable 
income and W-2 wage limitations at the EAG level. 
To compute the deduction, the EAG multiplies the ap- 
plicable percentage, (:.g., 3% for taxable years begin- 
ning in 2005 and 2006), by the lesser of the EAG's 
aggregate QPAI and aggregate taxable income, deter- 
mined without regad to the $199 deduction itself. 

23 SUB pay is subject t3 withholding, and therefore reportable 
in Box 1, as a result of it; inclusion in $3402(0), entitled Exten- 
sion of withholding to certain payments other than wages. Section 
3402(0)(1)(A) provides that the amounts identified therein shall be 
treated as wages for purposes of Chapter 24, dealing with collec- 
tion of income tax at the source, and for so much of Subtitle F, 
dealing with procedure and administration, as relates to Chapter 
24. 

24 $ 199(d)(4)(B), as amended by $403(a)(10) of the Technical 
Corrections, note 4 above. 

The $199 deduction is equal to the lesser of this 
amount or 50% of the EAG's aggregate W-2 wage 
limitation. The EAG's deduction is then allocated 
among the members in proportion to their relative 
amounts of QPAI, if any. 

The ability to aggregate the Total W-2 Wages paid 
by each member of an EAG for purposes of applying 
the W-2 wage limitahon is another reason why the 
W-2 wage limitation is not expected to be significant 
for taxable years beginning before May 18, 2006. 

For taxable years beginning after May 17,2006, the 
portion of each mernb1:r's Total W-2 Wages that is al- 
locable to DPGR is determined at the individual EAG 
member level, and only the portion of each member's 
Total W-2 Wages that 1s allocable to DPGR earned by 
that member is aggregated at the EAG level for pur- 
poses of applying the W-2 wage limitation to the 
EAG. Application of Ihe post-TIPRA rules for deter- 
mining an EAG's W-:! wage limitation are discussed 
in 111, below. 

B. Rules for Partnerships and Other 
Pass-Through Entities 

Section 199 benefits are available for activities con- 
ducted through S corporations, partnerships, estates, 

or other pass-through entities. Such entities 
cannot be members of an EAG, even if the EAG owns 
all of the interests in the entity.26 This result is not 
changed for "EAG Partnerships." 27 

Instead, $199 is to be "applied at the partner . . . 
level" for partnerships.28 Although this language 
might have been interpreted to imply that the "aggre- 
gate" approach shoul13 be taken to partnerships for 
purposes of $199, ce~tain Technical Corrections and 
Treasury guidance indicate that the character of a 
partnership's items as DPGR or as relating to DPGR 
is to be determined ;it the partnership level, based 
solely on the activitie;; of the partnership, and not. at 
the level of the individual partners.2g 

Thus, the Treasury generally has interpreted the 
statutory directive to iipply $199 at the partner level, 

25 The rules for trusts, estates, and S Corporations are beyond 
the scope of this article. 

26 The definition of an EAG is based on the definition of an af- 
filiated group under $1504(a), with certain modifications. 
$199(d)(4)(B). Significantl:,, only C corporations are eligible for 
inclusion in an affiliated gmup. $1504(b). 
'' Even though $199 prcvides that, if all of the interests in the 

capital and profits of a partnership are owned by members of a 
single EAG (an "EAG Partnership"), the partnership and al l  
members of such EAG are treated as a single taxpayer, this treat- 
ment is only for purposes of determining whether the partners' 
and the partnership's gross receipts qualify as DPGR. 
$199(c)(4)(D), as amended by $403(a)(7) of the Technical Correc- 
tions, note 4 above. Thus, the W-2 wage limitation does not apply 
at the level of the combined EAG and EAG Partnership as it does 
for purposes of determining an EAG's aggregate W-2 wage limi- 
tation. 

$199(d)(l)(A)(i). 
'' The Technical Corrections added more detail to the statutory 

directive to apply $199 at the partner level. After stating that $ 199 
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as requiring only that the taxable income and W-2 
wage limitation be applied at the partner level, after 
aggregating the artne:r and the partnership's sepa- 2 rately determine item:;. 

Significantly, as o ~ i  inally enacted, before the 
TIPRA amendment, l 8 9 provided that, in a plyin 
the W-2 wage limitat~on at the partner levef, eacg 
partner was limited in the amount of W-2 wages that 
it could take into* account from "the partnership for 
uToses of computing the partner's or W-2 wage 

L ta t ion .  Specifically for pre-TIPRA ears a artner 
that is allocated QPAI from a i i  alfocated 
W-2 wa es from such entity in an amount equal to the 
lesser ofil) such person's allocable share of the W-2 
wages of the partnersllip for the taxable year or (2) 
twice the relevant percentage (i.e., 3% Tor 2005 and 
2006) of so much of such person's QPAI that is attrib- utablfe. to the items earned directly by the partner- 
ship. Thus, a partner in a partnership who did not 
pay sufficient W-2 wages directly to cover all of the 
QPAI earned directly by such person, with the result 
that the partner's $195) deduction was limited by the 
W-2 wage limitation could not use its allocable share 
of W-2 wages paid by the partnershi to increase its 
W-2 wage lirmtation to cover the JPAI earned di- 
rectly. 

For taxable years heginning after May 17, 2006, 
TIPRA repealed this limitation in former 9 199(d)(1) 

should be applied at the partner level, the statute now provides: 

[Elach partner or shareholder shall take into account 
such person's allocabl: share of each item described in 
subparagraph (A) [referring to DPGR] or (B) [refemng 
to cost of goods sold and other expenses, losses or de- 
ductions that are prop:rly allocable to such receipts] of 
subsection (c)(l) (determined without regard to whether 
the items described in such subparagraph (A) exceed the 
items described in such subparagraph (B)) . . . . 

$199(d)(1), as amended by $403(a)(8) of the Technical Correc- 
tions, note 4 above. 

Treasury officials have suggested that Congress added this pro- 
vision to reinforce Treasury's position that $199 is to be applied 
to partnerships using the "entity" approach. Thus, Treasury offi- 
cials have asserted that the requirement for a partner to take into 
account, in computing its QPAI, its share of the parfnership's 
DPGR and related costs is inconsistent with the assertion that a 
partnership's DPGR shoulcl be determined at the partner level. 

Regardless of the validi. y of this line of reasoning, the Techni- 
cal Corrections also addecl the concept of EAG Partnerships to 
$ 199 (see note 27, above), which seems to foreclose any argument 
for the application of the aggregate approach to partnerships un- 
der $199. $199(c)(4)(D), as amended by $403(a)(7) of the Tech- 
nical Corrections. The Joint Committee explanation of the effect 
of qualifying as an EAG I'artnership implies that, absent the ap- 
plication of this provision, a partnership would not be treated as 
having conducted the activities conducted by a partner (or vice 
versa) for purposes of detelmining whether the partnership's gross 
receipts qualify as DPGR tr the partnership's expenses should be 
treated as related to DPGR. See Joint Committee on Taxation, 
Technical Explanation of Ihe Revenue Provisions of H.R. 4440, 
The "Gulf Opportunity Zone Act of 2005," JCX-88-05 (Dec. 16, 
2005). 

30 $199(d)(l)(a)(iii), b e f~ re  amendment by TIPRA. 

on the amount of wages treated as allocated to own- 
ers of pass-through entil ies for purposes of computing 
the owners' wage limitation on the deduction. Instead, 
for post-TIPRA years, each partner or shareholder is 
treated as having W-2 wages for the tax year equal to 
its allocable share of the entity's W-2 wages for the 
taxable year.31 

The application of the post-TIPRA rules for deter- 
mining W-2 wages attributable to DPGR in the con- 
text of pass-throughs is discussed in m.D, below. 

Ill. DETERMINING; THE PORTION OF 
TOTAL W-2 WAGES ALLOCABLE 
TO DPGR FOR TAXABLE YEARS 
BEGINNING AFTER MAY 17,2006 

A. In General 
For taxable years be ginning after May 17, 2006, a 

taxpayer's W-2 wage limitation is limited to the por- 
tion of its Total W-2 Wages that are allocable to 
DPGR (so-called "paragraph (e)(l) wages," in refer- 
ence to Regs. § 1.199-:!(e)(l)). Under Regs. § 1.199- 
2T, taxpayers generally are free to use any reasonable 
method that satisfies thz IRS for allocating Total W-2 
Wages between DPGR and non-DPGR, based on all 
of the facts and circumstances. In addition, Regs. 

1.199-2T provides safe harbors and formulas for de- 
termining the amount of wages allocable to DPGR. 
We applaud the Treasury for taking a common sense 
approach in developins; the safe harbor. Furthermore, 
we believe that the saie harbor provides insight into 
what the Treasury considers a "reasonable method" 
for taxpayers that choose to forego the safe harbor. 

Wage Expense Safe .Yarbol: The new rules include 
a wage expense safe harbor for those using the $861 
method of cost allocation under Regs. 91.199-4(d) or 
the simplified deduction method under Regs. $1.199- 
4(e). Under this safe bubor, the calculation of wages 
qualifying for the deduction is made by multiplying 
Total W-2 Wages by th: ratio of the taxpayer's "wage 
expense" included in c 3lculating QPAI for the taxable 
year to the taxpayer's total wage expense used to cal- 
culate taxable income for the taxable year.32 The re- 
mainder of this sectior~ discusses the computation of 
this "wage expense" fraction. 

For purposes of the safe harbor, "wage expense" is 
defined as "compensat [on paid by the employer in the 
active conduct of a trade or business to its employ- 
ees" that is properly taken ints~ccount under the tax- 
payer's method of accounting. Thus, the regulations 
do not require taxpaytxs to allocate their Total W-2 
Wages using factors bssed solely on "W-2 wages" as 
defined under 0199. Instead, taxpayers are able to al- 
locate their Total W-2 Wages based on the amount of 
"compensation expense" that is included in the com- 

31 $199(d)(l)(A)(iii). 
32 Regs. $1.199-2T. 
33 Regs. $1.199-2T(e)(2)( ii)(A). 
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putation of their taxable income. For example, com- 
pensation expense w ~ ~ u l d  seem to include all deduct- 
ible compensation expenses, including payments 
made to a qualified plan or for medical benefits that 
are not included within the definition of W-2 wages 
because they are not subject to withholding tax and 
are not elective deferrals. This makes sense because 
taxpayers are unlikel y to track the components of To- 
tal W-2 Wages in their accounting systems. That is, 
taxpayers are unlikel y to have any idea of the amount 
of "W-2 wages" included in their cost of goods sold. 

Application of Sqk  Harbor to COGS. Under the 
safe harbor, a taxpayer may determine the portion of 
its wage expense included in cost of goods sold 
(COGS) that is allocable to DPGR using any reason- 
able method that is satisfactory to the IRS based on 
all of the facts and circumstances. A reasonable 
method would include using direct labor included in 
COGS as wage exp1:nse. A reasonable method also 
would include using the $263A labor costs used by 
the taxpayer in applying the simplified service cost 
method with a labor-based allocation ratio under 
Regs. $ 1.263A- 1 (h)(4)(ii) as wage expense included 
in COGS. 

The preamble to Regs. $ 1.199-2T acknowledges 
that COGS frequen~ly includes the cost of goods 
manufactured in prlor years, and thus frequently 
would include W-2 u ages from prior years that are al- 
locable to D P G R . ~ ~  Nonetheless, under the safe har- 
bor, no adjustment is required and taxpayers are per- 
mitted to use the wage expense included in COGS in 
developing the overall wage expense fraction used to 
allocate Total W-2 \Vages between DPGR and non- 
DPGR. The preamblc requests comments on appropri- 
ate safe harbors for determining the amount of Dara- 
graph (e)(l) wages in COGS &at are properly'allo- 
cable to DPGR: - 

Applicatiorz qf Saje Harbor to Below-the-Line Ex- 
penses. The safe harbor requires taxpayers that use the 
$861 method of cost allocation or the simplified de- 
duction method to ~ s e  the same expense allocation 
and apportionment methods that it uses to allocate 
below-the-line expenses in order to allocate and ap- 
portion any wage exl~ense that is included in each of 
the taxpayer's below-the-line items. For example, if a 
taxpayer uses square footage to allocate headquarters 
expenses between DPGR and non-DPGR, the tax- 
payer must use square footage to determine the por- 
tion of any wage expc:nse that is included in headquar- 
ters expenses that is attributable to DPGR. 

Once a taxpayer has determined the portion of the 
"wage expense" included in each deduction (whether 
cost of goods sold ca each below-the-line expense), 
that amount is divided by the total wage expense in- 
cluded in each deduction. Total W-2 Wages are then 
apportioned between DPGR and non-DPGR based on 
this fraction. 

Small business sin~plified overall method safe har- 
bor. Taxpayers that use the small business simplified 

34 Preamble to T.D. 9293, 71 Fed. Reg. 61662 (Oct. 19. 2006). 
35 Id. 

overall method of cost allocation can use a simplified 
overall method safe harbor. Under this safe harbor, the 
portion of Total W-2 'Nages that is properly allocable 
to DPGR is based 011 the same proportion of Total 
W-2 Wages that the arnountsf DPGR bears to the tax- 
payer's total gross receipts. 

6. Application to EAGs 
As discussed in Part 11, above, each member of an 

EAG first separately calculates its own QPAI, taxable 
income, and W-2 wage limitation amount, which are 
then aggregated at the EAG level for purposes of ap- 
plying the taxable income and W-2 wage limitation 
before they are aggregated by the EAG.~' Because 
each member of an EAG separately calculates its own 
items before they are aggregated by the EAG, the 
temporary regulations provide that a member having 
Total W-2 Wages must itself have DPGR to which the 
wages are properly all ocable in order for those wages 
to qualify as W-2 wages allocable to DPGR at the 
level of the EAG.~' AS a result, if a member has sub- 
stantial Total W-2 Wages but no DPGR, none of the 
member's Total W-2 Wages will be allocable to 
DPGR, even if the member used all of its employees 
to provide services tc~ another member that were at- 
tributable to the other member's DPGR activities. 

For example, if cne member houses all of an 
EAG's production wcrkers and contracts out the ser- 
vices of those workers to other members of the EAG 
who earn all of the E3AG's DPGR, none of the first 
member's W-2 wages will be considered allocable to 
DPGR. As discussed below, this conclusion assumes 
that the first member is in fact the common law em- 
ployer of the workers If it were possible to assert in- 
stead that the EAG members that earn the DPGR in 
fact are the common law employers, the wages paid 
to the workers by the first member would be treated 
for purposes of the W-2 wage limitation as being 
wages of the other members and could be allocated to 
their DPGR. 

This type of structilre is common in the construc- 
tion industry, where the line employees are often 
housed in a separate legal entity from the operating 
affiliates for various business reasons, including mini- 
mizing the taint of these employees' relatively high 
turnover and injury rates on the unemployment and 
disability insurance rates applicable to the non- 
construction workers. If the separate legal entity hous- 
ing the employees do:s not earn any DPGR directly, 
then none of the construction workers' wages will be 
included in the EAG':; W-2 wage limitation. 

Another example is that of a "Shared Services" or- 
ganization ("S") that provides accounting, tax, and 
other headquarters type services to the operating enti- 
ties in a group of afliliated companies. If S were a 
separate taxable entity, then, subject to the consoli- 
dated return rules discussed below, none of the wages 

36 Regs. $1.199-2T(e)(2:(iii). 
37 Regs. $1.199-7(b). 
38 Regs. $1.1 99-2T(e)(2:(iv), Ex. 5. 
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paid to the employec:~ of S would be allocable to 
DPGR, even though, on a combined basis, a portion 
of such wages would be allocable to DPGR. Further- 
more, this result holds even though the operating en- 
tities must apportion the services fee they pay to S be- 
tween their DPGR and non-DPGR. 

C. Application to Consolidated 
Groups 

The structures illustrated in the foregoing examples 
would not be problematic if the individual EAG mem- 
bers joined in the filing of a consolidated return. Un- 
der the single-entity concept of a consolidated group, 
Regs. $ 1.1502- 13(c) [:the "matching rule") generally 
redetermines the tinling, character, and other at- 
tributes of intercoml~any items and corresponding 
items as if the members participating in the transac- 
tion were divisions of a single corp~rat ion.~~ Accord- 
ingly, if the companies comprising each of the forego- 
ing examples were members of a consolidated group, 
the amount of the aggregate Total W-2 Wages allo- 
cable to DPGR in each example would equal that 
which it would have been if in fact the member com- 
panies in each example were merely divisions of a 
single corp~ra t ion .~~ 

D. Application to Partnerships 
As part of the same regulations package that in- 

cluded Regs. $1.199-2T, the Treasury issued Regs. 
5 1.199-5T, providing guidance on the application of 
$ 199 to pass-thru entities for taxable years beginning 
after May 17, 2006. 

As discussed above, although the statute provides 
that 0199 is to be applied at the partner level, the 
guidance generally provides that only the computa- 
ti~nal~~aspects of $199 are performed at the partner 
level. Accordingly, as in the case of the EAG, a 
partner and its partnei-ship must each separately deter- 
mine its respective Total W-2 Wages. However, after 
the partnership has determined its Total W-2 Wages, 
the new temporary rc:gulations provide that the part- 
nership must allocate its Total W-2 Wages among its 
partners in the same manner that wage expense is al- 
located among those i~artners .~~ The partner must then 
add its share of the Total W-2 Wages from the part- 
nership to the partner's Total W-2 Wages from other 
sources, if any. A psutner then must calculate its W-2 
wage limitation by determining the amount of the ag- 
gregate Total W-2 Wages (including both those earned 
directly by the partner and those allocated from the 
partnership) that are l~roperly allocable to D P G R . ~ ~  

In light of the Tre(3sury's past insistence on taking 
the entity approach 1.0 partnerships, it is a welcome 

39 Regs. 3 1.1502-l3(a)( 2). 
Regs. 3 1.199-2T(e)(:!)(iv), Ex. 6, 

41 See Regs. $1.199-5T(b)(l)(i). 
42 Regs. 31.199-5T(b)(:$). 
43 Id. 

surprise that the Treasury took the aggregate approach 
to the allocation of Total W-2 Wages between DPGR 
and non-DPGR, by allowing the allocation to take 
place at the partner le:vel, presumably based on the 
partner's aggregate DPGR from both the partner's 
own activities and those of the partnership. Presum- 
ably, the fact that the $861 allocations take place at 
the partner level was at least a factor in this decision. 

IV. SPECIAL PROBLEMS WITH 
THREE-PARTY EMPLOYMENT 
ARRANGEMENT'S 

Total W-2 Wages include only those wages that are 
paid to the common law employees of the taxpayer. 
This Part describes vsrious types of three-party em- 
ployment arrangements and considers which party to 
such arrangements will be treated as the employer for 
purposes of $199. .L 

A. The Common Law Test 
Whether a worker is a common law employee- 

and, if he is, of whom-has been heavily litigated 
over the years for tax imd other purposes. The inquiry 
begins with an analysis of the Supreme Court's deci- 
sion in Nationwide In:.. Co. v. ~ a r d e n . ~ ~  The opinion 
describes the commo~i law employment test as fol- 
lows: 

In determining whether a hired party is an 
employee under the general common law of 
agency, we consider the hiring party's right to 
control the manner and means by which the 
product is accomplished. Among the other 
factors relevant to this inquiry are the skill re- 
quired; the source of the instrumentalities and 
tools; the location of the work; the duration of 
the relationship between the parties; whether 
the hiring party has the right to assign addi- 
tional projects to the hired party; the extent of 
the hired party's discretion over when and 
how long to worlc; the method of payment; 
the hired party's rde  in hiring and paying as- 
sistants; whether the work is part of the regu- 
lar business of the hiring party; whether the 
hiring party is in business; the provision of 
employee benefits,; and the tax treatment of 
the hired party?5 

Rev. Rul. 87-41:~ which has been cited favorably 
by numerous courts, lists 20 factors relevant to the de- 
termination of whether an individual is an employee 
and of whom: (1) whether instructions are provided; 
(2) whether training if: provided; (3) whether a work- 
er's services are inbcgrated into the business; (4) 

44 503 U.S. 318 (1992). 
45 Id. at 323-24. 
1987-1 C.B. 296. 
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whether the worker's services must be rendered per- 
sonally; (5) whether the firm or the worker hires and 
pays assistants for the worker; (6) whether there is a 
continuing relationship between the firm and the 
worker; (7) whether )he firm sets the worker's hours 
of work; (8) whether the worker is required to work 
full-time for the firm; (9) whether the work must be 
erformed on the firm's premises; (10) whether the 

[rm establishes an order or sequence for performing 
services; (1 1) whethe]. the worker must provide oral or 
written reports to the firm; (12) whether the worker is 
paid by the hour, week, or month (rather than by com- 
mission or by the job); (13) whether the firm pays the 
workers business or traveling expenses; (14) whether 
the firm furnishes tools and materials; (15) whether 
the worker significantly invests in facilities used to 
perform the services; (16) whether the worker has the 
opportunity for profit or loss; (17) whether the worker 
performs services foi- more than one firm at a time; 
(18) whether the worcer's services are made available 
to the general public; (19) whether the firm has a right 
to discharge the worker; and (20) whether the worker 
has a right to terminate the relationship with the firm 
without incurring any liability. 

Although some courts continue to apply those fac- 
tors, the IRS itself has changed its analytical frame- 
work in an effort to accommodate modem arrange- 
ments. The IRS Publication entitled "Employee or In- 
dependent Contractor?" 47 focuses simply on the right 
to direct and control the worker, both as to the result 
to be accomplished and as to the means and details by 
which the result is to be accomplished. The Training 
Materials frame the inquiry into three broad catego- 
ries: ( I )  behavioral control; (2) financial control; and 
(3) intent of the part es. Some of the factors listed in 
Rev. Rul. 87-41 may be relevant within this frame- 
work, but the Trainilg Materials emphasize that the 
IRS does not view tne test as a simple tabulation of 
the various factors, but rather bases the determination 
on an overall evaluation of the business operation. 

All businesses make a decision-whether con- 
scious or subconscio~s-about whether their workers 
are employees when they pay the workers: Employee 
compensation generally is subject to federal and state 
income tax withholcling, Social Security taxes, and 
Medicare taxes, and IS reported to the Social Security 
Administration on F'orm W-2. Non-employee com- 
pensation generally is not subject to withholding and 
is reported to the IIlS on Form 1099.~' Whether a 
business has actually analyzed its relationship with its 
workers under the ccmmon law test is, of course, an- 
other matter. Accorcingly, businesses for which the 
9 199 deduction is constrained by the W-2 wage limi- 
tation may benefit from taking a fresh look at their re- 
lationships with their workers to determine who 
among them are ;ornmon law employees, and 
whether the business might benefit from shifting some 
of its domestic prod~ction activities to common law 
employees from other types of workers. 

6. Three-Party Arrangements 
Most businesses engage a third party to assist them 

in the complex task of managing a payroll. The degree 
of third-party involvement can range from clerical 
tasks (payroll services) to actually exercising the de- 
gree of control necesauy to become the common law 
employer of the workxs (some employee leasing ar- 
rangements). The $199 regulations permit taxpayers 
to take into account vrages paid by a third party and 
reported by that party ~sn Forms W-2 only if the wages 
were paid to common law emplo%$es of the taxpayer 
for employment by the taxpayer. Accordingly, the 
structure of a business's payroll and its relationships 
with its workers can s lgnificantly affect the business's 
Total W-2 Wages. The remainder of this section dis- 
cusses common three-party arrangements in this con- 
text. 

Payroll Services. Many employers hire payroll ser- 
vices to process paychecks, deposit withheld taxes, 
and file associated tax and information returns. Pay- 
roll services file those returns under the name and tax- 
payer identification number of the employer, not of 
the payroll service. Payroll service companies clearly 
could not apply the wages paid to employees of its 
client companies to its own Total W-2 Wages because 
it is not the common law employer of those employ- 
ees. Only the common law employer-the party hir- 
ing the payroll service in this instance--can apply 
those wages to its limit. 

Pay Agents. A pay agent performs many of the 
same functions as a piiyroll service, but it does so un- 
der its own name and taxpayer identification number, 
after filing IRS Form 2678, Employer Appointment of 
Agent Under Section 3504 of the Internal Revenue 
Code. Members of an affiliated group of corporations 
often appoint one member of the affiliated group to 
serve as pay agent for all the members of the group. 
Unrelated entities may also be appointed as pay 
agents. This often occurs in connection with the dis- 
position of a business, where the transferred business 
appoints a former parent or other affiliate to continue 
to handle its payroll for a transition period. 

Similar to a payroll service, a pay agent exercises 
no control over the c:mployees and, thus, is not the 
common law employer. Unlike a payroll service, how- 
ever, a pay agent assumes liability under the Code to 
make deposits and file the required IRS forms. But the 
agent's assumption of these liabilities does not relieve 
the common law employer of liability.50 The $199 
regulations make it clear that if "the taxpayer is pay- 
ing wages as an agent of another entity to individuals 
who are not emp1oyc:es of the taxpayer, the wages 
may not be included in determining the W-2 wages of 
the taxpayer." 

Section 3401 ( d ) ( l )  Employers and Leasing Compa- 
nies. A variety of arrangements are generically re- 
ferred to as "emp1oyt:e leasing." The term may refer 

47 Training Materials, :1320-102 (Rev. 10-96). 49 Regs. 41.199-2(a)(2). 
48 Non-employee com~ensation could be subject to backup 50 $3504. 

withholding in certain cir;umstances. 51 Id. 

Tax Management Real Estate Journal 
@ 2007 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc., Wast ington, D.C. 20037 

ISSN 8755-0628 



to a §3401(d)(l) employer or 520- law 8m- 
ployer, or even a payroll service or pay agent. A 
leasing company may be an independent entity or a 
"captive" leasing company that simply provides 
workers to other entities within the same &liated 
group. A §3401(d)(l) employer is not necessarily a 
leasing company, how ever. 

Section 3401(d)(l) Employers. Briefly, a "section 
3401(6)(1) employer" is an employer not because of 
a formal appointment to that status, but by operation 
of law because that piq4has "legal control" over the 
payment of the wagc:s. When a leasing company 
merely acts as an agent of the employer, providing 
payroll and other senices without legal responsibility 
for payment of the wages, the leasing company is not 
the §3401(d)(l) employer~5 nor is it a common law 
employer. Several court cases have addressed what 
constitutes "control of the payment of wages" under 
53401(d)(l).~~ Based on those cases, the IRS's p s i -  
tion is that a taxpayer is not in control of the payment 
of wages if the payment of wages is contingent upon, 
or proximately relatal to, the5ppayer having first re- 
ceived funds from its clients. 

The 9 199 regulatic~ns provide that, "if the taxpayer 
is treated as an employer described in §3401(d)(l) be- 
cause of control of the payment of wages (that is, the 
taxpayer is not the common law employer of the 
payee of the wages), the payment of wages may not 
be included in determining W-2 wages of the tax- 
payer." '' Thus, the regulations are clear that a 
$3401(d)(l) employer is not an employer for purposes 
bf the wage lirnitatic~n. 

Leasing Companies as Common Law Employers. 
Despite numerous court cases holding that leasing 
companies were not common law employers,59 leas- 
ing companies will tle recognized as common law em- 

- 

52 See, e.g., Professiorial & Executive Leasing, Inc. v. Comx, 89 
T.C. 225 (1987), a r d ,  862 F.2d 751 (9th Cir. 1988) ("petitioner 
merely performs a bodkeeping and payroll service function"). 
See also U.S. v. Garami, 184 B.R. 834 @.C. Ha. 1995) (leasing 
company not the 3401(d)(l) employer of cleaners; contractual 
agreement with leasing company did not relieve employer of 
FICA responsibility); In re Professional Sec. Servs., Inc., 162 B.R. 
901 ( B e .  M.D.Fla. 15/93) (leasing company not the 3401(d)(l) 
employer of security guards; contractual agreement with leasing 
company did not relieve employer of FICA responsibility). 

53 See, e.g., FSA 199!)32002. 
" Regs. 531.3401(d)- l(0. 
55 CCA 200103070. 
56 See Winstead v. D.S., 109 E2d 989 (4th Cir. 1997); In re 

Earthmovers, Inc., 199 B.R. 62 (Bank. MD. Fla. 1996); Alex- 
ander Drilling Inc. v. U.S., 98-1 USTC '850,225 (W.D. Ark. 1997). 

57 See, e.g., 1998 FS.4 LEXIS 259 (April 9, 1998). See aiso'In 
re Prolfessional Sec. Sews., Inc., 162 B.R. 901 (Bankr. M.D. Fla. 
1993) (holding that b:ause the leasing company did not issue 
payroll checks unless a first received payment from the client 
company, the leasing company was not in control of the payment 
of wages under §3401(d)(l).) 

58 Regs. $1.199-2(a)( 2). 
59 See, e.g., Dains v. Cornx, 149 F.3d 1182 (6th Cir. 1998); U.S. 

v. Total Employment Co., Inc., 305 B.R. 333, 2004-1 USTC 

ployers when they exercise the requisite level of con- 
trol over the workers. 'fierefore, it. is not safe to as- 
sume that workers hirc:d through a leasing company 
are always common law employees of the recipient of 
the- workers' services. 

One such case, In re Critical Care Support Ser- 
vices, ~nc.,~' provides ,I helpful list of factors that the 
court considered in holding that nurses were common 
law employees of a nursing agency. The court noted 
that: (1) the agency screened the nurses before send- 
ing them to any hospital to ascertain that the nurse 
had a valid license, a~ieq'uate skills for the job, and 
mdpractice insurance; (2) the agency told the nurses 
what shift to fill, what hours to work, and where to re- 
port; (3) the nurses were paid by the agency by the 
shift regardless of whu%her the agency collected from 
the hospital; (4) the ~iurses had no financial invest- 
ment in the agency and bore no meaningful risk of 
profit or loss from the jobs taken; (5) if a nurse was 
assigned to a shift, the nurse yas not reassigned to a 
different shift by the hospital; (6) if a hospiBl was not 
satisfied with a nurse's performance, it notified the 
agency that it did not want the nurse reassigned to it; 
(7) the nurse could not hire a replacement or substi- 
tute for the assignment; and (8) the agency decided 
whether to send a particular nurse to a particular hos- 
pital, whether t~ assign that nurse to different duties 
at the hospital, and whether to withhold assignments 
from the nurse for any period of time. 

Co-employment Theory. Typically, each individual 
who is classified as an employee has only one com- 
mon law employer under the tax law. But under the 
common law doctrine of co-employment, a worker 
may have the status of an employee with respect to 
more than one employer if service to one does not in- 
volve abandonment clf service to the other. Therefore, 
two em lo ers may employ a worker simulta- 
neously$ Zfew select tax authorities do refer to this 
theory."" 

Rev. Rul. 66-162 deals w nts made to 
sales clerks by a de]mtment store &d by a conces- 
sionaire hired by the department store to run the de- 
partments. The salay paid by the department store 
was wages and not at issue. The auestion presented 
was whither the cornmission payments made by the 
concessionaire dxeclly to the sales clerks were wages 
for employment tax purposes. The ruling holds that, 
because the concessionaire controlled the clerks inde- 

W50.177 W.D. Ha. 2004); Beech Trucking Co., Inc. v. Comr., 118 
T.C. 428 (2002). 

Lexis Doc. No. 924421 (Bankr. E.D. N.Y. 1992). 
See Restatement (Stcond) of Agency 9226 (1958). 

'' See, e.g., Rev. Rul. 66- 162, 1966-1 C.B. 234. See also CCA 
200415008 (recommenhng pursuit of a co-employment theory in 
collecting unpaid employment taxes from a leasing company 
when the client companlr is insolvent); In re Earthmovers, Inc. v. 
US. ,  199 B.R. 62 (Bankr. M.D. Ha. 1996) (leasing company not 
the §3401(d)(l) employer of construction workers; court held that 
construction company arid leasing company were "co-employers" 
because Florida law plat& responsibility for paying employment 
taxes on leasing compar y). 
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pendently of the control exerted by the department 
store, the clerks were the employees of the conces- 
sionaire and the commissions paid by the concession- 
aire were wages fo: employment. An ERISA case, 
Vizcaino v. ~icrosojt,~~ suggests that a similar result 
is possible in the e~nployee leasing context for em- 
ployee benefit plan l~urposes: "Even if for some pur- 
poses a worker is considered an employee of the 
agency, that would not preclude his status of common 
law employee of Microsoft." 

The $199 regulations preclude the possibility that 
the same wages could be counted twice, once by each 
of two common law employers.@ But if one entity 
qualified for the deduction and the other did not, there 
is an argument under co-employment theory that 
some or all of the arages paid to employees of the co- 
employers could bc applied to the Total W-2 Wages 
of the common law employer who qualified for the 
deduction. Thus, the argument would be that, even 
though a leasing company is a common law employer 
of employees engalzed in domestic production activi- 
ties for another conipany, and the leasing company it- 

63 173 F.3d 713 (9th Cir. 1999). 
64 Regs. 81.199-2(d) ("an amount shall not be treated as W-2 

wages by more than ore taxpayer"). 

self does not qualify for the 8199 deduction, the pro- 
duction company, a!; a co-employer, could apply 
wages paid to those c:mployees to its $199 deduction 
limit. 

V. CONCLUSlOlN 
The amount of a taxpayer's $199 deduction de- 

pends, in part, on how the taxpayer has structured its 
operations and its relationships with its workers, in- 
cluding the compon~:nts of their pay. For example, 
housing employees in a legal entity that is separate 
from the entity that generates DPGR may cause a 
group of related conlpanies to be constrained by the 
wage limitation despite having a substantial aggregate 
payroll. In addition, taxpayers who use employee 
leasing companies and whose deduction is con- 
strained by the wage limitation should consider 
whether restructuring their relationships with some of 
their workers may prove cost-effective. Historically, 
the financial incentives tended to favor hiring inde- 
pendent contractors or workers who were common 
law employees of another entity. The W-2 wage limi- 
tation under $199 niay tilt the balance for some tax- 
payers in favor of using more of their own common 
law employees for tlomestic production activities. 
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