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INTRODUCTION

l. Background

Section 199" of the Internal Revenue Code of 1986,
as amended (the ““Code”’), permits taxpayers to claim

a deduction equal to a percentage of taxable income .

attributable to domestic production activities. The de-
duction, equal to 9% of the lesser of a taxpayer’s (1)
“qualified production activities income” (“QPAI’),
or (2) taxable income determined without regard to
the deduction itself, is phased in at 3% for tax years
beginning in 2005 and 2006, increhses to 6% for years
beginning in 2007 trough 2009, and reaches 9% for
years beginning in 2010 and thereafter.2 The deduc-
tion is also limited to 50% of the taxpayer’s W-2
wages paid for the calendar year ending during the
taxable year, which. for taxable years beginning be-
fore May 18, 2006, includes wages paid in connection
with non-production activities.?

In the Gulf Opportunity Zone Act of 2005
(“GOZA”),* Congress made certain technical correc-
tions to §199 (the “Technical Corrections”), with ret-
roactive effect. Section 199 was again amended as
part of the 2005 TIPRA,” but this time effective only
for taxable years beginning after May 17, 2006. In the
2005 TIPRA, Congress provided that only wages at-
tributable to domestic production activities are includ-

! Enacted by the American Jobs Creation Act of 2004
(“AJCA™), PL. 108-357, §102.

2 §199(a). Unless otherwise indicated, all section references
herein are to the Internal Revenue Code of 1986, as amended, and
to the regulations promulgated thereunder.

3 §199(b), as amendec. by the Tax Increase and Prevention Act
of 2005 (“TIPRA”), P.L. 109-222, §514; former §199(b).

4 PL. 109-135, §403(z).

5 PL. 109-222, §514.

ible in the computation of the wage limitation.® As
part of this change, TIPRA repealed the limitation in-
cluded in the 2004 AJCA on the amount of wages
treated as allocated to owners of passthrough entities
for purposes of computmg the owners’ wage limita-
tion on the deduction ? Prior to TIPRA, the amount of
allocable wages frorn a passthrough entity that an
owner could include in computing its wage limitation
was limited to twice the relevant percentage (i.e., 3%
for 2005) of QPAI that was allocated to such owner
from the passthrough entity for the taxable year.®

The purpose underlying §199 is to enhance the
ability of domestic businesses, particularly domestic
manufacturing firms, to compete in the global market-
place. Congress believed that a reduced tax burden on
domestic manufacturing would improve the cash flow
of domestic manufacturers, make investments in do-
mestic manufacturing facilities more attractive, and
result in the creation and preservation of U.S. manu-
facturing jobs.”

The final regulations under §199 (the “Final Regu-
lations” or Regs. §1.:99-1 through -9) were published
in the Federal Register on June 1, 2006,'° eﬁectlve for
taxable years beginning on or after that date.!' Con-
currently with the publication of the Final Regula-
tions, the IRS issued temporary and proposed regula-
tions liberalizing the treatment of onhne software (the
“Temporary Software Regulanons”), and Revenue
Procedure 2006-22,"" providing guidance with respect
to the determination of a taxpayer’s W-2 wage limita-
tion. The Final Regulations finalized a notice of pro-
posed rulemaking that appeared in the Federal Regis-
ter on November 4, 2005 (the “Proposed Regula-
tions”),'* and Notice: 2005-14 (the “Notice”).!>

With all of that guidance, one might think we had
finally reached the end. However, Treasury has indi-

6 §199(b)(2).

7 See former §199(d)(1)(B), as enacted by the 2004 AJCA, PL.
108-357, §102.

8 1d.

¥ Joint Committee on Taxation, General Explanation of Tax
Legislation in the 108th Zongress, JCS-5-05, at 170 (2005) (the
“Blue Book™).

10 T.D. 9263, 71 Fed. Eeg. 31268 (6/1/06).

1 Regs. §1.199-8(i).

12 Regs. §§1.199-3T(i)(6)(ii)-(v), -8T(i)(4), T.D. 9262, 71 Fed.
Reg. 31074 (6/1/06). These temporary regulations will expire on
or before June 22, 2009.

13 2006-23 L.R.B. 1033.

14 Prop. Regs. §§1.199-1 through -8, REG-105847-05, 70 Fed.
Reg. 67220 (11/4/05).

13 2005-1 C.B. 498. Th: Notice is obsolete for taxable years be-
ginning on or after June 1, 2006.
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cated!® that there are seven ongoing projects involy-
ing additional guidance under '§199: (1) new regula-
" tions addressing changes to §199 made by the 2005
TIPRA; (2) a new revenue procedure for calculating

W-2 wages under the amendments made by the 2005

TIPRA; (3) a revenue procedure allowing taxpayers to
change certain elections under §861;'7 (4) a revenue
procedure . permitting certain passthrough entities to
compute QPAI at the passthrough level, rather than at
the partner level; (5) a revenue procedure to deal with
the treatment of disallowed losses; (6) guidance on
when statistical sampling may be used for purposes of
computing QPAL and (7) finalization of the Tempo-
rary Software Regulations.

For taxable years commencing June 1, 2006, and
thereafter, taxpayers are required to follow the gmd—
ance contained in the Final Regulations. For prior
years, taxpayers are given several choices regarding
which guidance to apply. It is incumbent on a tax-
payer con51dermg the epplication of §199 to years be-
ginning prior to June 1, 2006, to be familiar with not
only the Final Regulations, but also the Proposed
Regulations and the MNotice, since application of the
earlier guidance, or a combination of the earlier guid-
ance, may be advantageous, depending on the taxpay-
er’s circumstances. For: taxpayers that do not have the
time or patience to mike this comparison (or the in-

clination .or resources 0 hire a professional advisor to

do s0), the Notice, the Proposed Regulations or the Fi-
nal Regulations may be apphed in their entirety to the
earlier years.

Il. Placing the §199 Guidance in
Context

Sectlon 199 permits taxpayers to cla.tm a deduction
in computing their taxable income for federal income
tax purposes. Why then is the guidance under §199 so
lengthy, complex and. seemmgly never-endmg" The
reason, we submit, is that §199, in effect, is a *“mini-
income tax” regime. In order to determine the deduc-
tion, taxpayers must determine whether they engage
in domestic producticn activities and then determine
the gross recelpts cost of goods sold (if apphcable)
and taxable income resulting from those activities.
These determinations are a microcosm of the Code,
since detailed operating rules are required to address
all classes of taxpayers in a multitude of situations.
Section 199 is not the only illustration of the enact-
ment of a “mini-Code.” Other instances include rules
relating to domestic international sales corporations

(DISCs), foreign sales corporations (FSCs), extrater-

ritorial income (ETI), and the possession tax credit.

16 See Tax Analysts, Highlights and Documents 2485 (6/27/06).
'7 This revenue procedurre is discussed in Part V, below.

Unfortunately, there is no easy way to devise rules

in these situations that are simple or shoit. Although .~
the drafters of the guidance incorporated some extant °.

rules for purposes of rnaking determinations under
§199, other opportunities to-incorporate existing guid-:
ance ‘were consciously foregone. We understand that
§199 guidance had to be crafted to be consistent with
the intent of the provision, susceptible of apphcatlon
by taxpayers and administrable by the IRS. However,
we think the incorporation of more ‘rules from exist-.
ing guidance would have been consistent with these
goals, as well as with the broader goal of tax simpli-
fication.

It is in that context that we hlghhght a number of
the changes that have been made as the guidance has
evolved. We make no attempt to be comprehensive;
rather, we-identify changes that bave wide application
to the universe of taxpayers seeking to obtain benefits
under §199 and raise policy issues:whichin our view, .
are interesting or complex and worthy of comment. In
particular, we focus on areas in which the Notice and
the Proposed and Final Regulations differ, with the
aim of helping taxpayers determine what guidance, or,
in some cases, what ccvmbmatlon of the .guidance, to
apply for taxable years-beginning prior to, June 1,
2006. Also, in the interest of simplicity, we limit our
comments to issues affecting the implementation of
the deduction for corporate taxpayers that manufac-
ture tangible personal property.

“We begin our analysis with the eﬂ’ecuve date provi-
sions and the options that a taxpayer has to select the
§199 guldance that it will follow for taxable years
commencmg prior to June 1, 2006.

DISCUSSION

l. Effective Date Rules

For taxable years beginning on or after :Iune 1,
2006, Regs. §§1.199-1 through -8, as well as the Tem-
porary Software Regulations, are mandatorily appli-
cable, Regs. §1.199-9 (dealing with passthrough enti-
ties and the wage limitation), however, may not be ap-
plied because it is not effective for taxable years
beginning after May 17, 2006.'®

For taxable yeats oegmmng after December 31 :
2004, and before June 1,-2006 (“Pre-Effective Date

18 The reason for the Mey 17, 2006, cut-off for applying Regs.
§1.199-9 is that the Final F.egulations do not address the changes
made by TIPRA to the W-2 wage limitation and to the-rules for
allocating -the wages of passthrough entities. To deal: with the
TIPRA amendments, which were enacted when the régulations
were almost.complete, the rules for the W-2 wage limitation, as
well as all the rules relating specifically to passthroughs, were in-
cluded in a separate section of the regulations, Regs. §1.199-9,
which was made effective anly for years beginning before the ef-
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Years”), a taxpayer has certain options regarding
; which guidance to apply. '
4 For taxable years bzginning before May 18, 2006:
e Items arising from a taxable year of a
passthrough entity beginning before Janu-
ary 1, 2005, cannot be taken into account
for purposes of §199.

e A taxpayer may choose to apply the Tempo-
rary Software Regulations, regardless of its
choice among the three options presented
below. ‘-

¢ In addition, a taxpayer may choose one of
the following three options:

1. A taxpayer may choose to apply the
Final Regulations, provided the tax-
payer applies Regs. §1.199-1 through
-9 in its entirety to the taxable year.
Thus, a taxpayer that wishes to rely on
a beneficial provision in the Final
Regulations generally must take the
bad with rthe good. There is no ability
to ‘“‘cherry pick” between the Final
Regulations and prior guidance.

2. The Final Regulations also extend the
option contained in the Proposed
; Regulations allowing taxpayers to rely

on a combination of the Notice and
the Proposed Regulations.!®

This option includes an expansive
“cherry-picking” rule. If the Notice
and the Proposed Regulations contain
different rules on the same particular
issue, a taxpayer may rely on either
the rule set forth in the Notice or in
the Proposed Regulations.?® There is
no rule of consistency regarding the
selection of other rules, subject to the
followiny limitation.

If the Notice fails to address a par- -
ticular issue, but the Proposed Regu-
lations contain a specific rule on the
issue, taxpayers are not permitted to
rely on the absence of a rule in the
Notice to apply a rule contrary to the

fective date of the TIPRA amendments, i.e., May 18, 2006. Since
the Final Regulations are only mandatorily applicable for taxable
years beginning on or after June 1, 2006, Regs. §1.199-9 is man-
datory only for taxpayers that choose to apply the Final Regula-
tions to a Pre-Effective Date Year (and, even in that case, only for
taxable years beginning tiefore May 18, 2006).

19 Regs. §1.199-8(i)(1).

204,
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Proposed Regulations.”’ In other
words, a taxpayer that chooses to rely
on a beneficial provision in the Pro-
posed Regulations generally also
must take the bad with the good un-
der the Proposed Regulations, unless
the Notice contains a specific rule on
the issue that is dealt with unfavor-
ably by th: Proposed Regulations.

3. For taxpayers that choose to forego ei-
ther of these options, the only manda-
tory guidance for Pre-Effective Date
Years is the Notice.?? A taxpayer that
pursues this option will be foreclosed
from relying on any favorable provi-
sions included in the Proposed or Fi-
nal Regulations that are absent from
the Notice.

For taxable years beginning after May 17, 2006,
and before June 1, 2006:

o Generally, the same rules apply as for tax-
able years begirming before May 18, 2006.

e However, under the option to apply the Fi-
nal Regulations, a taxpayer must apply all
the provisions of Regs. §§1.199-1 through
-8, but cannot apply Regs. §1.199-9.

e Under the options to apply either (1) a com-
bination of the Notice and the Proposed
Regulations, or (2) solely the Notice, a tax-
payer may not apply the guidance in a man-
ner that is inconsistent with the TIPRA
amendments.

Thus, for Pre-Effective Date Years, taxpayers
should consider whether it is more advantageous to
apply the Final Regulations, a combination of the No-
tice and the Proposed Regulations, or the Notice. Un-
der the latter option, taxpayers also must determine
which rules from the Notice and the Proposed Regu-
lations to apply. Finally, members of an Expanded Af-
filiated Group (“EAG”)® that are not members of a
consolidated group each may apply the effective date
rules without regard to how other members of the
EAG apply the rules.

As a general observation, the express provisions of
the Final Regulations are generally at least as favor-

21 Id.

2 Id, (stating “for a taxable year beginning before June 1,
2006, the guidance under §199 that applies to such taxable year is
contained in Notice 2005-14”). To date, this option to forego the
benefit of subsequent guidance and instead to rely solely on the
Notice has been overlooki:d by commentators.

23 See Part VI, below, for a discussion of the EAG rules.
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able, if not. more favorable, than the rules contained

in " either- the Notice. or. the -Proposed. Regulations.

There are several exce;mons to this generalization,.

however, many. of which are hlghhghted below. In ad-
dition, in a number- of arcas.
tice or the Proposed Regulations were sufficiently am-
blguous that a taxpayer might apply a.more favorable
mterpretatmn than was subsequently adopted.. Thus,

ves - of relymg solely: on the Notice, with
\ust be welghed agamst fore-

Regulatlons, ‘must be w ,
benefit of taxpayer—favox able TV
Final Regulatlons '

We nOW. look to’ the. Fmal Regulatlons more sub-.

ers w1th taxahle chm that is less than thelr QPAL
As explamed above, the §199° deducuon is equal toa

percentage of the Iesser of a taxpayer’s QPAI or tax-. .
able income, determmed without regard to. the deduc-

tion itself. Under the new. rule, for purposes of com-
puting- the -taxable income limitation, taxpayers can
add back any amount that was excluded from taxable
income under the thase -out of the ETI regime (the
“ETI add-back™).

A §199 dedm:tlon ge aerally. cannot mcrease a net

: (“NOL”) carryback: or carryover.>>

Thus,a taxpayer with nc taxable income will not ben-
efit’ from- this new rule, even: if the ETI add-back
would: result in positive. taxable . income. :However,
most other ETI benéficizries with taxable income that

is less than QPAI?S will benefit. Since the deduction
is eqhal to iny a: small percentage of taxable income -

”‘Regs §1 199-1(b)

= §172(d)(7), as' amended by the 2005 GOZA, PL. 109—135 4

) §403(a)(17) (the Teehmcal Correcuons), Regs §1. 199-I(b) The
only exeeptlon to this rule applies in the context of an EAG where
(1) the EAG, in the aggregate, has posmve QPAI and positive tax-
able income, so that a §199 cleduction is allowed, and (2) a por-
tion. of -the” deduction is allocated to a member of :the'EAG that

had positive QPAI but an NOL for the year. In this limited situa-

tion; the §199.deduction allocated:to the loss:mefmibet: would in-
crease: the loss member’s NOL... Régs. §1.199-7(c)(2). :

26 Taxable income might bz less than ‘QPAT,; for example, be-

cause a taxpayer must include any deductions for NOL carryovers
or carrybacks  in ‘computing the. taxable income limitation, but

the rules in either the No-

-or:QPAI, it .would be.highly. unhkely that, where -a-

taxpayer had positive taxable income before - taking-
into-account its §199 deduction, the mcreased §199,,
deductlon that would« esult -ETL.
would cause thi ey
The Fmal oY , : -
spec1a1 rule’ where the alternative ‘minimum ‘taxable:
income- limitation applies ‘instead of :regular-taxable
income.*’ Based infcrmat discussions with Trea-
sury personnel thls was an overs1ght and lanﬁcauon
is anticipated. - *
ETI beneﬁc1ar1es that have: hmlted taxable income
should seriously consider applymg the Final Regula-
tions in full to Pre-Effective Date Years in order to
take advantage of the new ETI add- back in: comput-
lng the taxable income hlmmtuli R R

lll Domestlc Production Gross
Recelpts -

In order to mpu: af'§199 deductlon,r'a taxpayer

lease rental hcens, ; ,fexchange or other dis s1-
tion of qualifying production property (“QPP”) ,
was manufactured, produced grown;, or extracted
(“MPGE”) by. the taxpayer in whole or in sign
part within. the United States.?> After the determina-
tion of DPGR, it:i .necessary-to«(1) allocate- costs of
good sold (“CGS’’) betwveen DPGR and non-DPGR
and (2) allocate below-the-line- deductlons between
gross income from DPGR and non-DPGR.

"The Final Regulations made a ‘number of s1gmﬁcant
changes to the ebmputam >n of DPGR that are summa-
rized below.

A. The Deﬁmtlon of an “Item” and 1ts Role under

§199 E
Under all of the gmdance, it is clear

mum, the test for whether property ‘was MPGE in

whole or in- s1gmﬁcant part by the taxpayer within the

United States, ‘and" therefore ‘is eligible to generate -

DPGR, must be applied at the individual “item”

NOL deductions are excludeil from. the computation 6f' QPAL
Regs. §1 199-4(c)(2). - " e L
%7 See Regs. §1: 199-8(d). ‘
2 QPP refers to tangible personal property, any computer soft- ,
ware and sound recordings. §199(c)(5) : -
29 §199(c)(4).
% §199(cX1)XB).
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level. In fact, the Notice and the Proposed Regula-
tions directed taxpayers to compute QPAI “on an
item-by-item basis (and not, for example, on a
division-by-divisicn, product line- 1y-product line, or
transaction-by-transaction basis).””>' The Final Regu-
lations provide instead that only DPGR must be com-
puted on an item-by-item basis.>?

We turn first to the evolution of the definition of an

“item” and then to the role of an item in computing
QPAI

1. The Definition of “Item;” Including the
Shrink-Back Rule

a. The Notice

The Notice did rot define “item.” Thus, although it
was clear from the above-quoted statement in the No-
tice that an item was defined at a level lower than a
division, product line or transaction, it was not clear
whether an item was the property offered for sale to
customers or a component thereof.>* In light of this
uncertainty, taxpayers relying solely on the Notice for

3! Notice  2005-14, §4.03(1); former Prop. Regs. §l. 199—
Le)(1).

32 Regs. §1.199-3(d)(1).

33 Immediately following its directive that QPAI be computed
on an item-by-item basis, the Notice ‘includes the following ex-
ample, intended to demonstrate that QPAI from an item may be
positive or negative:

[If a taxpayer manufactures a shirt and a hat in the
United States, and the QPAI derived from the manufac-
ture of the shirt is $3 and the QPAI derived from the
manufacture of the hat is ($1), the taxpayer’s QPAI is
$2.

Notice 2005-14, §4.03(i). The remainder of the examples in the
Notice speak in terms cf whether *“property” or “QPP” qualifies
for the deduction, rather than in terms of an “item.” For example,
the Notice uses the follcwing example to demonstrate the applica-
tion of the substantial in nature standard:

[IIf property is MPGE by the. taxpayer outside the
United States . .. and the property is used as a compo-
nent part of the QPP produced by the taxpayer within
the United States, the QPP (including the component
part) will be treated as MPGE in significant part by the
taxpayer within the United States if the production of
the QPP performecd by the taxpayer within the United
States is substantial. in nature.

Id. at §4.04(5)(b). For an extenSive discussion of the uncer-
tainty under the Notice regarding the definition of an item, see
Granwell & Rolfes, “The Domestic Production Activities Deduc-
tion: Opportunities, Pitfalls & Ambiguities for Domestic Manu-
facturers: Part 1,” Tax Mamt. Memo. 288 (7/11/05). Query whether
the shirt and hat example: establishes a reasonable basis for the po-
sition that, for taxpayers relying solely on the Notice, an item is
limited to the property offered for sale to customers and that sub-
components thereof can never qualify ‘as an item. This interpreta-

i
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Pre-Effective Date Years should be able to take any-
reasonable approach to the definition of “item,” in-
cludmg that set forth in the Proposed or Final Regu-
lations.* .
b. The Proposed Regulations

The Proposed Regulations clarified this uncertainty
by adopting what has come to be known as the
“shrink-back rule” for defining the “item.”

Under the Proposed Regulations, an item generally

"is the property tha: is offered for sale to customers,

provided that the gross receipts from the disposition

of such property qualify as DPGR.3> However, under

the Proposed Regulations, it was not actually suffi-

cient for two separate properties (such as two toy
cars) to be offered for sale together (such as in a two-

for-the-price-of-one sale) in order for the two proper-

ties to be treated as a single item; rather, the two prop-

erties had to be packaged and sold together.

If the property offered for sale does not qualify un-
der §199, the Proposed Regulations require a taxpayer
to treat as a single item any portion of the property
offered for sale that would qualify to generate
DPGR.*” Thus, uncler the Proposed Regulations, the
portion of the property offered for sale that was
treated as the item could not exclude any other por-
tion of the pro 8perty that met the requirements to gen-
erate DPGR.?® In effect, a taxpayer was required to.
“shrink back” the item offered for sale to those com-
ponents that, in the aggregate, satisfied the DPGR re-
quirement. For example, assume a taxpayer MPGE
shoe soles and the grommets for the shoe laces, and
assembled the shoe by attaching the soles and grom-
mets to imported ‘“‘uppers.” Under the shrink-back:
rule in the Proposed Regulations, if the taxpayer could

tion would be preferred by any taxpayer generating losses from
the production of subcoinponents, where the property offered for
sale to customers into which the subcomponents are incorporated
would not qualify as having been MPGE in significant part by the
taxpayer.

34 The Preamble to the Proposed Regulations cites footnote 27
to the Conference Repor: for the AJCA (also known as, “‘the cof-
fee footmote™) as indicating that a component may betreated as
qualifying property in the: context of food and beverages. See H.R.
Conf. Rep. No. 755, 108th Cong., 2d Sess. 259 (2004). The Pre-
amble further cites the Blue Book as indicating Congressional in-
tent that this treatment is not limited .to food and beverages, but
rather applies to §199 in general. Thus, taxpayers relying solely
upon the Notice should be able to interpret “item” to include a

- subcomponent of the property offered for sale to customers.

35 Prop. Regs. §1.199-1(c)(2)().

- 36 Prop. Regs. §1.199-1(c)(2)Gi) Exs. 3, 4. This rule was re-
laxed in the Final Regulations which provide that an item can con-
sist of two or more properties offered for disposition in the nor-
mal course of business as a single item regardless of how the
properties are packaged. Regs. §1.199-3(d)(2)(i).

37 Prop. Regs. §1.199- 1(c)(2)().
.

Tax Management Memorandum
© 2006 Tax Managemeanc a subsidiary.-of The Bureau of National Affairs, Inc., Washington, D.C. 20037 : 359
- ISSN 0148-8295



MEMORANDUM

not quahfy the ‘entire: shoe under §199, the soles to-
getherawﬁh the gmmmeb would be treated asa smgle
‘c The ‘Final Regulauons : o

“The Final Regulatlon' genera]ly retain the defini-
tlon of item, including ‘the shrink-back rule, from the
Proposed Regulations, subject to one 1mportant modl-
ﬁcauon to the shrink-back rule.*®

Under ithe Final Regulauons 1f the - gross reeelpts
'denved from the propery offered for sale: would: not
qualify as DPGR; a taxpayer ‘must “‘shrink back’ and

trea as'—the 1tem any conponent” of the property of- .

cable 1o the d1spos1t10n of that component quahfy as

DPGR.*. Under this rule, .each qualif component
must be treated as.a separate item; a- quahfymg com-
ponent. may. not be: conbmed with any other non-
qualifying component 1 This represents' a narrowing
of the rule in the Proposc:d Regulations. The Preamble
states that allowing more than one component to be
treated as a. single item cffectively would permit tax-
payers to define-an. item as any combination: of com-
nts that, in the aggregate, met the §199 require-
ments.;a result that the IRS and. Treasury beheve
could lead to: significant distortions. :

“This rule raises a pokicy: issue: and mterpretataonal
amblgumes As-a policy matter, it is unclear why the
IRS ‘and “Treasury believed: that. an-aggregation rule
could lead to-significant distortions, when 20 years
earlier- the IRS and Treasury allowed: taxpayers to ag-

, gregate or disaggregate on an anrual basis for pur-
poses- of defining the term “product,” which was a
key term used.to determine the credit under:the now-
repealed possession tax credit under §936. We would
submit that the policy directive for the possession tax
credit was similar to- that of the domestic activities
~ct10n deductlon — encouragement of manufac-
uring i ) sess10n< or the United States, as the
case may be. (we note in passing that the §199 deduc-
tion ‘does not apply to manufactunng activities. in Pu-

erto R1co or: the other po,sess1ons ehgrble for the pos-

13’,Regs. §1.»l’991§(d)(l).'1h«=’ Final Regulations made two‘addi-

tional -minor changés. First, they clarify that an item is ‘defined
with referénce to ‘the property ‘offered by the’ taxpayer for lease,
rental, hcense, sale, exchange or other dlsposmon to the taxpay-
er’s customers in thé normal course ‘of the taxpayer’s business,
whether the- taxpayer: is a wholesaler or -a retailer. Regs. §l 199-
3(d)(1)(1) ‘Under the Proposed Regulations, it appeared that “cus-
tomers”’ referred only to retail customers and not to'the customers
of a wholesaler. See Prop. Regs: §1. 199-1(d)(ii) Ex. 2. Second, the
Final Regulations provide that an-item can:consist of two or more
roperues that ar¢ offered for disposition in the normal course of
the taxpayer’s business as.a single item, regardless of how the
propetties are packaged. Regs. §1. l99-3(d)(2)(1) .
*0 Regs. §1.199-3(d)(1)(ii). ' v
41 Id-

session tax credit.) We further query why the IRS and

Treasury did not adopt in‘a more wholesale fashion .. -

the §936 approach to the required computations, smce
s1m1lar 10.§199; 936 in 1'ﬂ'ect was‘a rmm-Code

In terms\ mterpretauonal amblgumes, we ra.lse
three 1llustrauons , U

Flrst probably the most mterestmg unanswered
question-in this area is: “what is’ a‘component?” Can
a ‘subassembly be a component if ‘it contains - pur-
chased and produced parts" Treasury has’ indicated
that an automobile engmc* could be view
ponent, even though it is made up of |
produced parts. Perhaps the key is that th
parts must be MPGE" togfether, as wou}d be the case
with an engine: - , ;

Second the new deﬁmtlon of an item raises: uncer-:
tainties for taxpayers that are engaged in the businéss
of repairing or rebuilding customer-owned equipment.
It ‘had been -thought that,” where such taxpayers:first
MPGE purchased and/or- produced- parts ‘into: subas-
semblies -that- constitute QPP; a’ taxpayer would:be
able to qualify the sale and installation of sach subas-
semblies into. customer-cwned: equipment as: DPGR.
While we still think this result was intended by the Fi-
nal Regulations, the language of the Final Regulatrons
leaves some room for doubt on this pomt.' ;

soles in the Umted States and 1mports ‘the shoe up-
pers. The taxpayer manufactures shoes for sale by
sewing or otherwise attaching the soles to ‘the im-
ported uppers.’ If the gross receipts derived from the
sale of the shoes do not quallfy as DPGR the tax-
payer must treat the sole as the item if the £TOSS Te-.
ceipts derived from the sole would qualify-as DPGR.
Further assume much of the retail.vatue of the. shoe is
attributable to the brand name. How. does one attribute
that return to the item' in this case? ‘Should it‘make a

- difference 'if the taxpayer also sewed a trademarked

symbol onto the shoe uppers, such as the Nike swoosh
symbol? It is clear that under. §199 an: mtegrated
manufacturer and seller of QPP is entitled to the en-
tire return:for (1) the actual manufacturing process re-
lated to the product,.(2) distribution activities: related
to the ‘sale of the product, and (3) the return ‘attribut-
able to manufacturing ard marketing mtanglbles re-
lated fo the qualifying property. This exa.mple raises
drﬂicult valuatlon and trtnsfer pricing issues.. Aga.m,

2 Seevthe diseussion in Part IV.
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we would suggest that guidance in an analogous area
can be found in the §936 regulatlons ;

2. The “Second Sale” Rule

Although the Notice did not address the i 1ssue, the
Proposed and Final Regulations provide an example
to illustrate that gross receipts from a second disposi-
tion of an item by the taxpayer that originally MPGE
the item can qualify as DPGR.** Thus, a taxpayer that
originally MPGE property within the United States,
sold the property, and then reacquired the property
would earn DPGR upon the subsequent sale or lease

of the property.

This rule, in combination with the shrmk-back rule
imposed an administrative hardship on some taxpay-
ers. The Final Regullations provide an exception to the
application of the shrinkback rule in this situation by
permitting the gross receipts from the second-disposi-
tion of:property tha: contains or may contain qualify-
ing QPP to be treated entirely as non-DPGR where it
would be administatively burdensome to calculate
the fraction of the property that was previously
MPGE by the taxpayer

3. The Role of an “Item > in the Computatum of
QPAI. . -

None of the guidznce mandates a partlcular method
of determining DPGR and non-DPGR, because the
IRS and Treasury recognize that no smgle method
would'be appropriate for all taxpayers.*® Instead, the
guidance provides inerely that taxpayers- must use a
reasonable method to identify DPGR and non-DPGR,
based on all the facts and circumstances.*’ Of course,
if a taxpayer has the information readily available and

43 See Regs. §1.936-6(b)(1) Q&A 12, T.D. 8669, 61 Fed. Reg.
21366 (5/10/96); Regs §1.936-6(b)(1) Q&A\12, T.D. 8090
(6/9/86); Coca-Cola Co. v. Comr.,, 106 T.C. 1 (1996) (approving
taxpayer’s use of the preduction cost ratio); FSA 200035024. See
also Regs 81.936-6(a)(2) Q&A 10-14.

“ Prop. Regs. §1.199-3(h)(2) Ex. I; Regs. §1.199-3()(2) Ex. 2.
Query whether taxpayers relying solely on the Notice could take
a position that the second sale or lease did not qualify as generat-
ing DPGR. This may be advantageous where the second transac-
tion generates a loss, as frequently is the case in the leasing indus-
try due to the effect of accelerated depreciation on the reacquired
property.

4% Regs. §1.199-3(d)(3).

46 Notice 2005-14, §3.04(1).

47 Notice 2005-14, §4.03(2); Prop. Regs. §1. 199-1(d)(1) Regs.
§1.199-1(d)(2). Although the language in the Notice and the Pro-
posed and Final Regulations providing this standard is somewhat
different, we do not believe that any substantive difference was
intended among the three pieces of guidance in this respect. Some
commentators have suggested that language in the explanation
portion of the Notice would mandate that a specific identification
method be used to determine DPGR whenever such a method was
used for any other purpcse. See Notice 2005-14, §3.04(1) (“For
example, a taxpayer that uses a specific identification method (that
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can, without undue burden or expense, use a specific
identification methcd for determining DPGR, - then
such method may be: the only method cons1dered rea-
sonable.*® e

r Regardless_'of whether an a110cation method or a
specific identification method is used to determine the
gross receipts attributable_to DPGR, the Notice and
the Proposed Regulatlons required this calculatlon, ,

well as the allocation of CGS and below-the-line ex-
penses, to be performed on an item-by-item basis and
not, for example, on a division-by division, product
hne-by -product line, or transaction-by-transaction ba-
sis.*® Although an irem-by-item determination might
be reasonable:for ccmputing DPGR, the requirement
to compute QPAI at. the item level was burdensome

"and inconsistent with the cost: allocation methods used

to determine QPAI The Final Regulations modified
the rule in the prior guidance to. provide - -that onl 5y
DPGR must be computed on an item-by-item basis.

Once DPGR has been. determined, ‘all other alloca-
tions can be made by reference to two categones -
DPGR and non-DPGR. Thus, CGS generally is attrib-
uted to DPGR and non-DPGR based on a method that
is.reasonable under all of the facts and circumstances
or on the small business simplified overall method.>*
Below-the-line deductions are similarly attributed to
DPGR and non-DPGR based on three possible a.lloca-

tion methods, depenclmg on the size: of the busmess

is, a method ‘that spec1 ﬁcally 1denuﬁes where the item was
MPGE) for any ‘other putpose is requlred to use that method to
determine DPGR.”). Similarly, the Proposed Regulations provide -
that “lif a taxpayer can, without undue burden or expense, specifi-

cally identify where an item was manufactured, or if the taxpayer
uses a specific identification method for other purposes, then the
taxpayer must use that spzcific identification method to determine
DPGR.” We do not believe that this was the intended result under
the Notice or the Proposed Regulations in casés where a specific
identification method woiild be administratively burdensoime be-
cause, ‘although the inforination might exist- within the taxpayer’s
information systems (for ¢:xample, for purposes of administering a
warranty program or for complying with FDA requirements), ac-
cessing such information for purposes of computing DPGR would
be overly burdensome. Thus, we believe that the provision in the
Final Regulations providing that a taxpayer must use a specific
identification method only if such information is “readily avail-
able . .. without undue burden or expense” is merely a clarifica-
tion of the prior guidance. Accordingly, ‘taxpayers relying on the
earlier guidance should nut be required to incur unreasonable ex-
penditures to extract spec fic identification information from their
information systems where such information is not reachly avail-
able.

8 Regs. §1.199- 1(d)(2).

“° Notice 2005:14, §4.03(1) (requiring QPAI 1o be determined
on an item-by-item basis); Prop. Regs. §1. 199-l(c)(1) (sarne) .
0 Regs. §1.199-3(d)(1). »

51 Regs. §1.199-4(b), (f).
. 32 Regs. §1.199-4(c)1), (d), (f). These aliocauon methodolo—
gies are discussed in Part V, below.
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- Asa practical matter, the result should be the same
rtegardless of whether osts are allocated based on-a
two-bucket (DPGR' and non-DPGR) approach or on
an item-by-item basis. In either case, the costs gener-
ally will be attributed to the object based on alloca-
tions and rot based on specific identification. Thus,
the only practical effect of a. requirement to allocate
costs on an 1tem—by- item basis would be bigger
spreadsheets that is, if the requirement were actually
enforced, which is doubtfully the case in practice.
Thus, in choosing which guldance to apply for Pre-
Effective Date Years, taxpayers should give little
werght if any, to this change.

B. New Exception for De Minimis DPGR

“Section 199 is not elective. Prior to the promulga-

tion of the Final Regulations, taxpayers complained
that neither the Notice nor the Proposed Regulatlons
contained a de minimis exception for DPGR. Thus, ir-
respectlve of how small a taxpayer’s DPGR, the tax-
payer was compelled to expend resources to identify
its QPAI and to ascertain its §199 deduction. This ef-
“fort was thought to be particularly burdensome in the
case of small partnersh]ps

In response, “the Final Regulations established two
new 5% de minimis exceptions for DPGR, one that
applies at the item-level and another that applies at the
entity level. Under the item-level exception, all of a
taxpayer’s gross receipts from a qualifying disposition
of QPP may be treated as non-DPGR if less than 5%
of the gross receipts from that item are DPGR.> Af-

ter application of this item-level de minimis rule, the
entity-level rule is appli¢d. Under this rule, if less than
5% of the taxpayer’s total gross receipts are DPGR,
all of a ‘taxpayer’s receipts may be treated as non-
DPGR.>*

The entity-level de rmmrms exceptron for DPGR
applies as follows:

- e for members of an EAG that are not mem-
bers of ‘a consolidated group, at the separate
entity level rather than at the EAG level;

o for consolidated groups, at the consolidated
- group level rather than at the entity level;
and

53 To reflect the adage that “nothing is simple,” even in the
case of this exception a rule tad to be added to address situations
in which gross receipts are received over a period of time, such as
in a multi-year lease or installment sale. In this case, eligibility for
the de minimis exception is determined by taking into account the
total gross receipts expected t2 be derived from the transaction. If
a taxpayer chooses to treat gross réceipts from a multi-year trans-
action as nop-DPGR under this rule, the taxpayer must consis-
tently treat the gross receipts recognized in each subsequent tax-
able year as non-DPGR. Regs. §1.199-3(i)(4)(ii).

34 Regs. §1.199-1(d)(3)(i).

o for -partnerships, the -exception applies at
both the partnership and the partner level.

C. The De Minimis Exceptions for Non-DPGR

Conversely, there are item- and entity-level excep-
tions that permit certain non-DPGR to be treated as
DPGR. Under the Final Regulatrons there are six
such item-level exceptmns and one entity-level de
minimis exception.>®
~ Under the item-level excepuons in the Fmal Regu-
lations, if certain requirements are met,”’ gross re-
ceipts from the following services or nonqualifying
property may be treated as DPGR: -

e qualified warranties,

e qualified delivery,

e qualified operating manuals,

° quahﬁed installation,. =

~ ® services performed pursuant to a computer

software' maintenance agreement, and

o de minimis embedded services and non-
qualifying property, where the gross re-
ceipts attributable to such nonqualifying
services and property is less than 5% of the

total gross receipts derived from the quali-
fying. d1spos1t10n

Of these six exceptrons, only the first and the last
were included in the Notice, and, in the tase -of the
last exception, the Notice’s version included only de
minimis embedded services and not embedded prop-
erty (such as the provision of purchased spare parts in
connection with a qualifying disposition).*® The ex-
ceptions for qualified delivery, qualified operatmg
manuals, and qualified installation were added in the
Proposed Regulations. *° Finally, the exception for ser-
vices performed pursuant to a computer software
mamtenance agreement is new in the Final Regula-
tions.*® Since these exceptions are provided as a mat-
ter of administrative grace, a taxpayer will only be en-
titled to apply a particular exception for Pre-Effective
Date Years if the taxpayer chooses to apply a version
of the gurdance that includes that exception.

55 Regs. §1.199-3(h)(4)({)(B).
~ 5% Regs. §1.199-1(d)(3)(i) (allowing taxpayers to treat all of its
gross receipts as DPGR if less than 5% of its gross receipts are
non-DPGR).

57 In general, to qualify for these exceptions a price cannot be
separately stated for the service or nonqualifying property (that is,
the price must be embedded in the price for the qualifying QPP)
and the service or nonqualifying property cannot be separately
bargained for or offered for sa'e.

- 38 Notice 2005-14, §4.04(7)b).
5% Prop. Regs. §1.199-3(h)(4)(ii{A)~E).
0 Regs. §1.199-3G)}(4)(B)(5).
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The entity-level de minimis rule for non-DPGR re-
sults in treating all gross receipts as DPGR if less than
5% of the taxpayer’s jgross receipts are non-DPGR.'
This rule was mcludecl in all versions of the guidance.
With respect to EAGs, consolidated groups, and part-
nerships, this rule applies at the same level as the
entity-level exception allowing de minimis DPGR to
be treated as non-DPGR, discussed above.? With re-
spect to consolidated groups, this is a significant
change from the Proposed Regulations, discussed be-
low.

D. Contract Manufacturing: Tax Policy Issues
and Uncertainties

The use of contract manufacturing has become an
increasingly common business practice, both domesti-
cally and internationally. In the international area, the
use of contract manufacturing has been controversial,
particularly in the arca of subpart F of the Code. In
the domestic context, prior to the enactment of §199,
the rules were well settled. However, with the enact-
ment of §199, the determination of which party to a
contract manufacturing arrangement — the principal
or the contractor — should qualify for the deduction
for its respective efforts to produce QPP has generated
substantial controversy.

1. The Technical Reguirements for Contract
Manufacturing

As set forth above, ‘a disposition of QPP generates
DPGR if the property was (1) MPGE, (2) by the tax-
payer, (3) in whole or m 31gmﬁcant part, and (4)
within the United States.®> How the foregoing re-
quirements are applied in the area of contract manu-
facturing has been controversial since the enactment
of §199. The controversial issue relates to the “by the
taxpayer” element and which party to a contract
manufacturing arrangement should be treated as per-
forming the MPGE activities.

The Final Regulasions, consistent with the prior
guidance, provide that only one taxpayer may claim
the §199 deduction with respect to an MPGE activ-
ity.* The regulations go on to provide that if one tax-
payer performs a qualifying activity within the United
States pursuant to a contract with another party, then
only the taxpayer that has the benefits and burdens of
ownership of the QPP during the period in which the

- MPGE occurs is considered the manufacturer and

therefore entitled to the §199 deduction.%®
Thus, if a principal enters into a contract with an
unrelated contract manufacturer for the contractor to

5! Regs. §1.199-1(d)(3)(i).

52 4.

53 §199(c)(4); Regs. §1.199-3(a)(1)(i).
54 Regs. §1.199-3(f)(1).

S5 Id.
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MPGE QPP for the principal, and the principal has the
benefits and burdens of ownership of the QPP under
applicable federal income tax principles (i.e., the prin-
cipal is the “tax owner”’) during the period the MPGE
activity occurs, the principal is considered to MPGE
the QPP. In this case, the principal will only qualify
for the deduction if the principal can demonstrate that
the MPGE activities performed by the contractor on
behalf of the principal were performed in whole or in
significant part within the United States. In this re-
spect, the attribution of the contractor’s activities ap-
plies for both the ‘“‘substantial-in-nature” test and the
safe harbor (discussexl below) for meetin, 2 the “in
whole or in significant part” requirement.”” In con-
trast, if the contract manufacturer has the benefits .and
burdens of ownership of the property during the pro-
duction process, the contract manufacturer will be
treated as performing the MPGE activities. All of
these rules were also included in the Notice and Pro-
posed Regulations.®’

In a previous article, we asserted that the Notice
was wrong as a matter of policy to limit the attribu-
tion of MPGE activities to one taxpayer in. the context
of a contract manufacturing arrangement.%® Section
199 benefits would no:. be duplicated if both parties to
a contract manufacturing arrangement qualified for
benefits based on the same activity, because the con-
tractor’s gross receipts would represent CGS to the
principal if the principal subsequently were to resell
the QPP (a prerequisite for the principal to earn gross
receipts eligible for treatment as DGPR).

In fact, instead of avoiding a duplication of ben-
efits, limiting the deduction to only one party to a con-
tract manufacturing arrangement actually results in a
significant cutback of §199 benefits, as compared with
the benefit available to an integrated producer, be-
cause §199 benefits are only available for the profit
margin of either the contractor or the principal, but
not both. An integratt,d manufacturer generally may
treat the retail sales price of QPP as DPGR. As a re-
sult, the integrated manufacturer earns QPAI for all
four components of its profit from the sale of QPP,
which include: (1) the: return on intellectual property,
including proprietary product features and manufac-
turing processes, incorporated into or used to produce

56 In this case, in applying the substantial-in-nature test or the
safe harbor, the principal’s MPGE activities or direct labor and
overhead to MPGE the QFP within the United States include both
the principal’s U.S. MPGE activities or direct labor and overhead,
as well as the U.S. MPGE activities or direct labor and overhead
of the contractor. Regs. §1.199-3(g)(4).

$7 Notice 2005-14, §§3.34(4), 4.04(4) and 4.04(5); Prop. Regs.
§1.199-3(e), (H)(3).

8 See Granwell & Rolfes, “The Domestic Production Activi-
ties Deduction: Opportunities, Pitfalls & Ambiguities for Domes-
tic Manufacturers: Part 1,”" Tax Mgmt. Memo. 288 (7/11/05).
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the QPP; (2) the return on marketing mtanglbles that
enable the manufacturer to charge a premium; (3) the
return on the actual m.mufactunng processes; and (4)
the return on distribution activities. ;

The application of the rules in the gmdance for con-
tract manufacturing arrangements means that, depend-
ing on ‘which:taxpayer has. the benefits and burdens of
ownership while the GPP is manufactured, either (1)
the principal will earn QPAI for the return‘on its intel-
lectual property, marketing: intangiblés, and distribu-

tion activities or, (2) the cortract: ‘manufacturer will

earn-QPAI for the return on manufacturing activities
(and-any- intellectual property that it owns and em-
ploys to manufacture the QPP). Since the U.S. manu-
facturing activities are the same regardless of whether
they ‘are conducted by -an integrated manufacturer or
pursuant toa contract imanufacturing arrangement, no
policy reason ;strﬁes this disparate treatment

Nonetheless, Congrf :ss ‘settled this debate, at least
for purposes of §199, m the Techmcal Correctrons, by
prov1dmg ,xphcrtly'

The Secretary shal] prescribe such regulataons

- .asg are necessary to carry out the purposes of

“'this section, including regulations which pre-

* vént more than 1 taxpayer from being allowed

. a deductlon under this section with respect to
. any activi tg described  in subsectlon

~ (C)(4)(A)(1) = -

In hght of th1s statu tory mandate, it is difficult (or
at least pointless) to quarrel with Treasury’s approach
to its implementation. Accordingly, taxpayers must
determine which party to a contract manufacturing ar-
rangement is the tax owner of the work-in-process in-
ventory to determine which taxpayer:will be eligible
for §199 benefits. This. approach could lead to plan-
ning opportunities or traps for the unwary, as dis-
cussed below..

2. The Beneﬁts and Burdens Standard

Since contract manu factunng arrangements usually
can be structured so that cither the contractor or the

6% Although §199 is intended to influence taxpayers’ choices re-
gnrding where, in a geographical sense, to locate their manufac-
turing activities, there ‘is no indication that Congress intended to
influence taxpayers’ decisions regarding how to most efficiently
organize their operations, including the decision whether to be an
integrated manufacturer or'to outsource some activities to third-
party contractors. Thus, so long as the manufacturing activities
take place in §ignificant part within the United States, the amount
of §199 benefits should not clepend .on whether a single, integrated
taxpayer performs-ll of the functions to develop produce, and
sell the QPP or whether mu luple taxpayers pmrcrpate in this ef-
fort, S

7 §199(d)(4)(8), as a.mended by §403(a)(13) of the ’Ibchmcal
Corrections (2005 GOZA).

principal will be treated as the tax owner during the
production - process,

§199.

Background: The. Strucrure of Contract
Manufacturing Arrangements

~ In a typical contract manufacturing relatxonshlp, the
principal provides the contract manufacturer with the
product specifications, rights ‘to' use mtangrbles to
manufacture the product, and, in some instances, nec-
essary tools or dies, while the contractor owns' ‘the
plant, property- and equipment used to ‘manufacture
the product, uses. its own employees to perform the
actual rnanufactm'ing,' activities; ‘and, in 'some’ in-
stances, uses its own in‘angibles in the- manufaémnng
process. The principal may exercise:varying degrees
of control over the manufacturing activities, such as
controlling the quantity, quality and timing of produc—
tion. Either the prmcrp.ﬂ or the contractor may have

title to the raw maten.als, work-m-process and fin-

ished products.”

‘Contract manufacturmg arrangements can be subdi-
vided into two categori¢s based on which party has le-
gal title to the work product. In a “consrgnment” or
“tolling” arrangement, the prmmpal acqulre e raw
materials ‘arid components and consigns ‘them"to the
contract manufacturer, who performs the ‘manufacty
ing service. In this type of anangement, ﬂ:e prmcrpal
has title to the property while it is being manufactured
and thereafter. In contrast, in a" “buy -sell”” arrange-
ment, the contractor helds title to the raw materials,

components, and work-m-process and, upon comple-

tion of the manufacturing process, transfers title to the
finished product to the principal. Thus, under a buy-

sell arrangement, the contractor typically incurs the
risk of loss while the property is being manufactured.

In both buy-sell and consignment arrangements, the
principal has the entrepreneurial risk of selling the
finished product to customers, and the contractor has
the risk of manufacturing the goods to the satrsfactwn
of the principal. Other benefits and burdens of owner-
ship of the property being produced, apart from legal
title to the property, may be allocated under both types
of arrangements between the pnncrpa] and the con-
tractor based on myriacl variations in the contractual
terms. Therefore, the traditional labels of “buy-sell”
and “‘consignment,” without more, generally -shed
little light on which party to the afrangement has the
majority of the benefits and burdens of ownership of
the property and therefore would be treated as the
owner of the property for federal tax purposes,
Guidance under §199 Regarding the Benefits and
Burdens Standard

In the Preamble to the Final Regulations, Treasury
indicated that it rejected suggestions to allow unre-
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lated parties to designate who has the “benefits and
burdens” for purpos:s of §199 on the basis that the

| benefits and burdens must be determined based on all

of the facts and circumstances and stated that a desig-
nation of benefits and burdens would not be appropri-
ate. The Final Regulations do not, however, specify
particular factors to consider in determining which
party has the benefits and burdens.

Thus, we are left with the question of how one ap-
plies the benefits and burdens standard to a contract
manufacturing arrangement. Initially, the Notice pro-
vided that, for purposes of §199, the benefits and bur-
dens of ownership standard is ‘“‘based on the prin-
ciples under section 936 and section 263A.””! None-
theless, in addressing the meaning of that statement,
Treasury have informally indicated that ownership un-
der §199 is to be determined in light of the purposes
of §199.72

The Preamble to the Proposed Regulations is not
instructive as to Treasury’s reasoning with respect to
why the benefits and burdens is not based on either
§263A or §936, stating simply: “While sections 199,
263A, and 936 all have benefits and burdens stan-
dards, the standard under section 199 is not the same
as those under sections 263A and 936.”7% Unfortu-
nately, no reasons were supplied as to why the stan-
dards of the sections are not the same (or at least simi-
lar). We thus have no choice but to turn to the case
law regarding the application of the benefits and bur-
dens standard. In acldition, the Final Regulations do
contain two examples that illustrate the application of
the standard, which we turn to after reviewing the
case law,

The Traditional Bensfits and Burdens Standard

The benefits and burdens of ownership test has
been applied to determine which taxpayer is the

7! Notice 2005-14, §3.04(4).

72 See, e.g., Joyce, “Liomestic Production Deduction Requires
Attention to Statute’s Int:nt, Officials Say,” Daily Tax Report G-6
(3/29/05) (quoting a Treesury official, *‘[jJust because you see the
same words in another part of the code, or a similar concept in
another part of the code, does not mean you can just apply those
interpretations the same way in Section 199”).

73 Preamble to the Proposed Regulations. The Preamble re-
jected the broad standard of Regs. §1.263A-2(a)(1)(ii)(A), which
provides that a taxpayer is not considered to be producing prop-
erty unless the taxpayer is considered the owner of the property
produced under federal income tax principles. The determination
of whether a taxpayer is considered ah owner is based on “‘all of
the facts and circumstances, including the various benefits and
burdens of ownership vested with the taxpayer.” Id. The Preamble
further states that *“[blecause the standard under the section 263A
regulations is broad, it has been interpreted to allow two or more
taxpayers to be considered the producer of the same property.
Compare, for example Suzy's Zoo v. Comm’r, 114 T.C. 1, gqffd
273 F.3d 875 (9th Cir. 2001) and Golden Gate Litho v. Comr,, T.C.
Memo 1998-184.”

i
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owner of property for federal income tax purposes in
a variety of factual circumstances, such as determin--
ing whether a sale ever occurred,”* determining
whether a taxpayer is subject to the inventory rules of
§§471 and 263A,7° and distinguishing a sale from a
secured financing.’® The courts and the IRS have for-
mulated various lists of factors to be taken into ac-
count in deciding the issue.”” The specific factors
listed and the relative weight given to each factor
have varied dependin on the context, since the analy-
sis is usually tailored to fit the particular circum-
stances in which the issue arises and the nature of the
property involved.

The most-often cited benefits and burdens of own-
ership are the location of formal legal title to the prop-
erty, the right to possession of the property, exposure
to risk of loss upon physical destruction of the prop-
erty,”® control over the management of the property,’”
opportunity for economic gain or exposure to eco-
nomic loss with respect to the sale of the property, and
control over the disposition of the property, which in-

74 See, e.g., Grodt & McKay Realty Inc. v. Comr,, 77 T.C. 1221
(1981) (finding that a sal: of cattle had no economic substance;
the benefits and burdens of ownership never passed to the pur-
ported purchaser); Paccar, Inc. v. Comr., 85 T.C. 754 (1985), acq.
1987-2 C.B. 1, aff’d, 849 F.2d 393 (9th Cir. 1988) (holding that
transfers of surplus and obsolete inventory to an unrelated ware-
house did not constitute . sale because the taxpayer retained do-
minion and control over the transferred inventory); Robert Bosch
Corp. v. Comr.,, T.C. Memio 1989-655 (same). :

73 See Suzy's Zoo v. Comr, 273 R3d 875 (Sth Cir. 2001), affg
114 T.C. 1(2000). '

76 See, e.g., Country Food Co. v. Comr, 51 T.C. 1049 (1969);
Frank Lyon Co. v. U.S., 435 U.S. 561 (1978).

77 See Suzy's Zoo v. Comr, 273 F.3d 875; Paccar, Inc. v. Comr,,
85 T.C. 754; Robert Basch Corp. v. Comr,, T.C. Memo 1989-655;
Rev. Rul, 83-59, 1983-1 C.B. 103; PLR 200328002,

78 In the context of contract manufacturing, the factor of liabil-
ity for damage to work-in-process inventory in the possession of
the contractor is often not helpful, because, even when the con-
tractor does not own the groperty, the contractor typically has risk
of loss under the bailment rules that apply when the property of
one person is in the custody of another. )

7% In the context of contract manufacturing, this factor looks to
which taxpayers controls the details of the manufacturing process
while the property is beiag produced. Under §263A, control by
the principal of the contrictor is a factor militating against treat-
ing the contractor as a tax owner. This factor, however, may not
be as important under §159. Following the Notice's description of
the tax ownership rule, th: Notice states, “‘[t]his rule applies even
if the customer exercises direct supervision and control over the
activities of the contractor. . ..” Notice 2005-14, §3.04(4). None-
theless, if a contractor exercises substantial control over the manu-
facturing process, this factor should weigh in favor of treating the
contractor as the producer of the property. Perhaps this conclusion
is reinforced by the Nofice's reference to the principles under
§936, which, as discusse«| above, would attribute contract manu-
facturing activity to a principal in cases where the principal di-
rectly supervises the contract manufacturer.
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cludes the right to intellectual property incorporated
into the property.®°

Although no single cne of these factors is determi-
native as to which party is the owner of property, the
most important factors in the court cases relate to the
nature of the economic outcome that the pames Wlll
expenence with respect to the subject property.®! In
assessing the potential for profit or loss outside of the
contract manufacturing context, the authorities natu-
rally focus on which taxpayer would have the benefit
or burden of a change in the value of the property dur-
ing the period for which ownership is at issue. Thus,
although often stated as a separate factor, the right to
control the disposition of the property — i.e., whether
one party has the right to compel another to purchase
the property and, conversely, whether a party can re-
quire another person to transfer the property to it —
is really subsumed under the factor of opportunity for
economic gain or loss.

We next consider the application of the traditional
indicia of benefits and burdens of ownership to con-
tract manufacturing arrangements.

Applying the Benefits and Burdens Standard to
Contract Manufacturing

These cases are less useful when the tax ownership
of property that is the subject of a contract manufac-
turing arrangement is at issue. In the contract manu-
facturing context, there is generally no question that,
when the contract is completed, the customer will be

80 Suzy’s Zoo v. Comr, 114 T.C. 1 (holding that a greeting card
company was the tax owner of greeting cards produced by a con-
tract manufacturer, even though the contract manufacturer pur-
chased all the raw materials for making the cards and held legal
title, because the greeting cird company retained all copyrights to
the cartoons depicted on the cards, which denied the contract
manufacturer the unfettered ability to dispose of the cards pro-
duced).

81 See, e.g., Town & Country Food Co. v. Comr, 51 T.C. 1049
(1969) (holding that a transaction involving third-party debt was
a secured loan rather than a sale, based on such factors as title,
possession, and the right to receive excess proceeds from any ac-
tual sale of the debt); Illlinois Power Co. v. Comr., 87 T.C. 1417
(1986) (holding that the potential for profit or loss is a significant
factor in analyzing a sale-leaseback transaction). Compare Ameri-
can National Bank of Austin v. U.S., 421 F.2d 442 (5th Cir. 1970)
(finding that the purported seller’s right to control the subsequent
disposition of bonds that were supposedly sold to a bank meant
that the purported seller had retained the benefits and burdens of
ownership of the bonds), with American National Bank of Austin
v. U.S., 573 F.2d 1201 (1973) (holding, for the same type of trans-
action but for different years, that the bank was the tax owner be-
cause, when the crunch finally came and the matter was put to the
test (i.e., interest rates rose substantially), it was proven that the
bank actually bore the risk of loss on a decrease in the value of
the bonds below the option price); United Planters National Bank
of Memphis v. U.S., 426 F.2d 115 (6th Cir. 1970); Paccar, Inc. v.
Comr., 85 T.C. 754; Robert Bosch Corp. v. Comr, T.C. Memo
1989-655.

the owner of the property; the only question is the de-
termination of the precise point in time when the cus-
tomer becomes the owner of the property.

When goods are custom manufactured to the cus-
tomer’s specifications, the customer will almost al-
ways be obligated to purchase the produced property.
In many cases, whether the contractor is legally com-
pelled to sell particular items of custom manufactured
property to the customer or could instead fulfill the
contract by manufacturing replacement items is moot,
because the property will be valuable only to the cus-
tomer and will have only scrap value to the contrac-
tor.>? Furthermore, the customer often retains owner-
ship of intangibles, such as patents, copyrights, and
trademarks which are incorporated into the finished
product.®? Under these circumstances, the contract
manufacturer cannot legally sell its finished product to
anyone other than the customer that owns the intan-
gibles. When a contrac:: manufacturer is obligated to
sell all of its work-in-process to the customer at a pre-
determined price, the contractor lacks the benefits and
burdens of fluctuations in the value of its work prod-
uct.

It simply cannot be that the customer rather than
the contractor is treated as the tax owner of a contrac-
tor’s work-in-process inventory whenever circum-
stances, whether legal or practical, compel the con-
tractor to sell the finished product to the customer.
Thus, cases applying the benefits and burdens stan-
dard outside of the contract manufacturing context
have limited application to contract manufacturing ar-
rangements, since these cases tend to elevate the right
to benefit from fluctuarions in the value of property
and to control the disposition of the property above
the other factors. Thus, for purposes of determining
which taxpayer is the owner of property produced
pursuant to a contract manufacturing arrangement, all
of the benefits and burdens of ownership must be con-
sidered, with the result that, even in cases where the
contractor is legally compelled to sell the finished
product to- the customer at a pre-determined price
upon the completion cf the production process, the

82 See Frank G. Wikstror: & Sons, Inc., 20 T.C. 359 (1953)
(reasoning that the fact that the property was custom-ordered and
therefore would be difficult to sell to anyone but the specific cus-
tomer that ordered the property did not prevent the property from
being considered the inventory of the contractor and therefore
subject to the cost capitalization rules); The Fame Tool & Manu-
Sacturing Co., Inc. v. Comr.. 334 F. Supp. 23 (S.D. Ohio 1971)
(rejecting the taxpayer’s coutention that, because of the custom-
order nature of the property it produced, the taxpayer was engaged
in the business of performin;; services and accordingly should not
be subject to the inventory rules requiring deferral of costs pend-
ing the reporting of the associated revenue).

8 Suzy’s Zoo v. Comr, 114 T.C. 1 (2000), aff’d, 273 F.3d 875
(Sth Cir. 2001).
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contractor has been held to be the owner of the prop-
erty being produced.®*

For example, a contractor may be considered the
tax owner of property produced, despite the contrac-
tor’s legal obligation to sell all of its output to the cus-
tomer, if the contractcr has other indicia of ownership,
such as risk of loss, ownership of intangibles used in
the manufacturing process, and discretion to decide
how to produce the property, and the contractor is
subject to a wide range of possible economic out-
comes from its production activity. Regarding this last
factor, although a coatractor that is compelled to sell
its output to the prircipal may not have the benefits
and burdens of fluctuations in the value of the prop-
erty, the contractor nonetheless may be subject to a
wide range of economic outcomes from its manufac-
turing activities, sucn as, for example, where a con-
tractor is paid on a per piece basis and the manufac-
turing process is complex and variable. Similarly, for
purposes of §199, contractual terms that establish a
relatively wide rangz of possible financial outcomes
for the contractor should militate in favor of treating
the contractor as the owner.

The examples in the regulations confirm the fore-
going conclusions. In the first example, the princi-
pal hires a contract manufacturer to produce a ma-
chine for which the principal owns the design. The
contract provides that the contract manufacturer may

84 See, e.g., PLR 200328002. The Tak Court’s holding in Suzy’s
Zoo v. Comr., 114 T.C. ., however, has created some uncertainty
regarding whether a contract manufacturer that is compelled to
sell its output to a customer can ever be the tax owner for pur-
poses of the uniform capitalization rules under §263A. This con-
clusion reads too much into the Tax Court opinion. For a lengthy
discussion of Suzy’s Zoo, see Granwell & Rolfes, “The Domestic
Production Activities Deduction: Opportunities, Pitfalls & Ambi-
guities for Domestic Manufacturers: Part I,” Zax Mgmt. Memo.
288 (7/11/05). More recently, in PLR 200328002, the IRS rejected
the notion that control over the disposition of property, and the
consequent ability to benefit from fluctnations in the value of the
property, is the sine qua non of ownership for purposes of §263A.
The reasoning in PLR 200328002, however, was based in part on
the additional facts and circumstances that are relevant under
§263A, such as the complexity of and value added by the contrac-
tor’s manufacturing process, which appear not to be relevant un-
der the traditional benefits and burdens standard. See the discus-
sion above regarding Treasury’s rejection of the applicability of
these “‘additional facts and circumstances” for purposes of the
benefits and burdens stindard under §199.

85 Regs. §1.199-3(f)(4) Exs. 1, 2. The regulations also contain
a third example dealing with the treatment of contractors and sub-
contractors that produc: property for the federal government pur-
snant to the Federal Acquisition Regulations (Title 48, Code of
Federal Regulations). ""his example illustrates the application of
special rules in the regulations providing that government contrac-
tors generally are treated as the tax owner of property produced
under such contracts, despite the fact that title to the property

passes to the federal government prior to the completion of the -

manufacturing process. See Regs. §1.199-3(£)(2), (3).
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only use the design in the production process and has
no right to exploit the intellectual property — i.e., the
contractor cannot sell the produced property to any-
one other than the principal. Nonetheless, because the
contractor (1) controls the manufacturing process, (2)
has legal title and the risk of loss during the manufac-
turing process, and (3) is paid a fixed price, with the
result that the contractor is subject to economic gain
or loss upon the sale of the machine, the example con-
cludes that the contractor is the tax owner and there-
fore is treated as the rnanufacturer of the machine for
purposes of §199.

The second examrgle is less illuminating. It pro-
vides that a principal hires a contractor to produce a
machine for which it owns the design. We are told that
the contract is a cost-reimbursable contract and that
the principal has the benefits and burdens of owner-
ship of the machine while it is being produced, al-
though the contractor has legal title. The example
concludes that the principal is treated as the manufac-
turer of the machine. The example is, of course, not
particularly illuminating because it states as an as-
sumption that the principal has the benefits and bur-
dens of ownership. However, the example does dem-
onstrate that a principal can be the tax owner of goods
produced for it under contract, even when the princi-
pal lacks legal title to the work-in-process.

3. Opportunities and Traps for Cross-Border
Contract Manufacturing and the TIPRA Wage
Limitation

Where both the principal and the contractor are do-
mestic corporations, the §199 benefit usually will be
maximized if the transaction is structured so that the
principal is treated as the tax owner of the work-in-
process inventory, since the principal’s return on its
intangibles and distiibution activities is likely to be
higher than the contractor’s return on its manufactur-
ing activities. However, this would not be the case if,
for example, the principal planned to retain the QPP
for use in its business (i.e., would not earn gross re-
ceipts from a sale or other disposition of the QPP) or
if the principal expected to report a taxable loss for
the year, since the {199 deduction is limited by tax-
able income. '

The consideratiorns differ, however, if the principal
is a foreign corporation. If a foreign corporation en-
ters into a consignment manufacturing arrangement
with a domestic corporation in which the foreign cor-
poration has the benefits and burdens of the work-in-
process inventory, the foreign corporation would be
treated as the manufacturer of the product for §199
purposes. The foreizn corporation, however, may not
be able to utilize the: deduction because of its U.S. tax
position. In this situation, it may be desirable for the
parties to restructure the arrangement as a traditional
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‘buy-sell contract manufacturing arrangement in. order
to obtain a §199 benefit for the contractor. The prin-
cipal may then be able to negotiate to share in the
value of the deduction through a reduced price for the
manufactured goods. Ir. seeking to:maximize benefits
- under §199, care should be taken by the:foreign cor-
~ poration that it does not unknowmgly risk-additional
-exposure-to U.S. taxation® .
- Planning. ‘opportunities for conlract manufacturmg
' ,may have a limited shelf life. because . of the 2005
TIPRA amendment relatmg k,to wages. For. taxable
years, begmnmg after May 17, 2006, only wages allo-
- cable to. DPGR may te taken into account for pur-
. poses of th rule that limits the total amount of the
99 deduction t0-50% of the taxpayer’s W-2 wages
g the year. Thus, depe’ndmg on the cir-
of the taxp ayer, the wage limitation may
, prmcrpal in a contract manufacturmg ar-
, rangement from clarmmg a §199- deductlon because it
* has no employees that are engaged in productlon ac-
: t1v1t1es B
Apatt from contract manufactunng, this lumtauon
: W1ll have a srgmﬁcant unpact on many taxpayers, in-

B8 If either a domestic or a foreign ‘corporation enters into a

- contract ‘manufacturing arrzngement of any: type: in the :United
. States, it -should not .ovedook the rule contained in Regs
.- §1.863-3, dealing ‘with the 50/50 source-of-income rule for in-
: cqne from the' manufacture: and sale of inventory that'is produced

" inone country-and sold in another: That rule precludes a principal
. from claiming that it manufactured property produced-by a con-
tractor for purposes of §863. Thus, even though a principal may

" be treated. as the manufactvrer for §199 purposes, it will not be
treated ‘as -the manufacturer for applying the §863 source-of-
* income rule, with the result that; if title to the QPP passes outside
- of the United States, all of the income from the. sale of the QPP

“. may be treated. as forelgn source income. - Regs. §1.863-

. 3(c)(l)(1)(A) The preamble to the regulauons sets forth the rea-
. somng of the IRS with respect to: this prov1s1on ‘as follows: '

[P]roducuen assets are limited to those owned drrectly
by the taxpayer that an: directly used by the taxpayer to
produce the relevant inventory. These rules are intended,
1o insure that taxpayers do not attribute the assets or ac-
tivities of related or unrelated parties manufacturing un-
der contract with the taxpayer . Treasury and the.
IRS, however, believe it is appropnate to limit produc-
tion assets in the apporionment formula to assets owned
by the taxpayer and used by the taxpayer to produce the:
inventory . . . . Further, it would be very difficult to.draw’
a clear lme between contract manufacturers and other -
suppliers. Thus, Treasury and the IRS do not believe the
source of a taxpayer’s income should take into account
activities of others or-assets-owned by .others with.
whom the taxpayer has: smanufacturing -arrangements.
The final regulations clarify, however, that this rule does
not ovemde the single entity rules set forth under.
§1.1502-13 (dealing with members of an affiliated group
filing on ‘a consolidated basis), or the rules under
§1. 863-3(g) dealing with partnerships. -

T.D. 8687, 61 Fed.— Reg. 60540 (11/29796).

cluding taxpayers operating primarily through part-
nerships, where "another partner provides all -of the
employees used in the partnership’s production activi-
ties. Also, for'those taxpayers that utilize independent
contractors or ‘leased employees, the " 2005 TIPRA

amendment w1ll not be'a beneficial change

Fmally, we note ‘that m‘ea’c lloquy between Sena—
tors Charles Grassley (R-Iowa) and Max Baucus (D-
Mont) charrman and rankin nber, respectlvely, of
‘Financ: ( " both menbers

VIV The “In. Whole or ln Slgmflcant
Part” Requirement
‘QPP must be MPGE in whole or in srgmﬁcant part

by the taxpayer: within the United States to qualify as
DPGR.# QPP will be treated as MPGE in significant

T e

part by the taxpayer: within the: United States if the
MPGE of the QPP by the taxpayer:within the United
States is “‘substantial in:nature,” takmg Jinto account
all of the facts and circumstances.®® Factors that re-
flect substantiality include (1) the: nature of the prop-
erty; (2) the relative value -added by the taxpayer’s
MPGE activity within the United States; (3) the rela-
tive cost of the taxpayer’s MPGE activity within the
United States; and (4) the nature of the taxpayer’s
MPGE activity within the United States.”® The MPGE
of akey component of QPP of 1tself does not satisfy
the substantlal in nature requirement of the Final
Regulations.® Thus, for example, if a taxpayer manu-
factures computer chips within the United States, in-
stalls the computer chips in the purchased ‘computers
and sells the finished computers to customers, the
manufacture of the computer chip of itself is not sub-
stantial in nature, even though the computer ch1ps are
key components of .the computers and the computers
will not operate w1thout them :

The Preamble to the Fmal Regulauons notes that
although the language in' the §199 substantial-in-
nature requirement bears similarities to language in
the definition of manufactunng under the subpart F
regulations, the “two standards are different both in
purpose and substance.” The Preamble goes on to
prov1de that: V

@ 152 Cong Rec $4441-54442 (da.rlyed May 11, 2006)
58 §199(c)(4); Regs. §1.199-3(g)1). -

~ * Regs. §1.199- 3(g)(2)
®5d

. 91 Id ‘ .

%2 Regs. §1.199- 3(g)(5) E: 10,
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Whether operations are substantial in nature
is relevant under §954 in determining whether
manufacturing has occurred. By contrast, the
substantial-in-nature requirement is relevant
in determining whether thee MPGE activity,
already determined to have occurred . .. was
performed in whole or in significant part by
the taxpayer within the United States. Accord-
ingly, as stated in the preamble to Notice
2005-14, case law and other precedent under
section 954 are not relevant for purposes of
the substantial-in-nature requirement under
section 199. Nor are they relevant for pur-
poses of determining whether an activity is an
MPGE activity under section 199. Similarly,
the regulations under section 199 are not rel-
evant for purposes of section 954.”°

This explanation appears to be disingenuous. The
incorporation of the subpart F manufacturing stan-
dards could have effectuated the purposes of §199.
Under the §936 regulations, there is a regulation deal-
ing with “whether a product is manufactured or pro-
duced by a possession corporation in a possession,”
which mcorporates the rules for manufacturing under
§954.%* But we do not mean to fight battles that have
been lost.

In addition to the substantial-in-nature test, the No-
tice and the Proposec Regulations provided a safe har-

3 Preamble, T.D. 9263.

94 Regs. §1.936-5(b)(6) Q&A-1:
Question 1: What is the test for determining, within the
meaning of §954(d)(1)(A), whether a product is manu-

factured or produced by a possessions corporation in a
possession?

%

Answer 1: A product is considered to have been manu-
factured or produced by a possessions corporation in a
possession within “he meaning of §954(d)(1)(A) and
§1.954-3(a)(4) if —

(i) The property has been substantially transformed by
the possessions corporation in the possession;

(ii) The operations :zonducted by the possessions corpo-
ration in the possession in connection with the prop-
erty are substantial in nature and are generally con-
sidered to consiitute the manufacture or production
of property; or

(iii) The conversion costs sustained by the possessions
corporation in the possession, including direct la-
bor, factory burden, testing of components before
incorporation into an end product and testing of the
manufactured product before sales account for 20
percent or more of the total cost of goods sold of
the possession;; corporation.

In no event, however, will packaging, repackaging, la-
beling, or minor sssembly operations constitute manu-
facture or production of property. See particularly ex-
amples (2) and (3) of §1.954-3(a)(4)(iii).

MEMORANDUM

bor under which the “in whole or in significant part”
requirement would be satisfied if the taxpayer’s con-
version costs, defined as direct labor and related fac-
tory burden, to MPGE the property incurred within
the United States accounted for 20% or more of the
total CGS of the property.”® This safe harbor is iden-
tical to the safe harbor contained in Regs. §1.954-
3(a)(4)(iii)) for purposes of determining whether a
controlled foreign corporation should be treated as
having manufactured @ product when purchased com-
ponents constitute part of the property sold. The Final
Regulations also mcc.rporate this safe harbor, with
two modifications.”®

Under the Final Regulations, the “in whole or in
significant part” requirement is satisfied if the taxpay-
er’s direct labor and overhead to MPGE the QPP
within the United States account for 20% or more of
the taxpayer’s CGS, or, in a transaction without cost
of goods sold (such as a lease, rental or license),”’ a
count for 20% of the taxpayer’s unadjusted depre-
ciable basis of the QPP The Final Regulations substi-
tuted “overhead”®® for the term “factory burden,”
which was the term iraported from the analogous sub-
part F regulations, because commentators were unsure
about the meaning of related factory burden. The Pre-
amble provides that “[n]o inference is intended re-
garding any similar safe harbor under the Code, in-
cluding the safe harbor in [Regs.] §1.954-
3(a)(4)(ii).”**

The regulatory clarification is to be commended,
but now we have one standard for §199 and another
for subpart F, when tae §199 safe harbor was derived
from subpart F. Oh what a tangled web we weave!

23 Notice 2005-14, §4.04(5)(c); Prop. Regs. §1.199-3(f)(3). The
explanation portion of the: Notice states that this rule “would op-
erate similarly to the safe harbor provided under §1.954-
3(a)(4)(iii) for determining whether ... the sale of property is
treated as the sale of a manufactured product rather than the sale
of a component part, when purchased components constitute part
of the property.” Notice 2:005-14, §3.04(5)(c).

26 Regs. §1.199-3(2)(3)(i).

97 This provision was added in response to comments that not
all transactions yielding DPGR involve CGS. Preamble, T.D.
9263.

8 For taxpayers subject to §263A, the Final Regulations define
overhead as all costs required to be capitalized under §263A ex-
cept direct materials and direct labor. For taxpayers not subject to
§263A, overhead may be computed using any reasonable method
that is satisfactory to Treasury based on all of the facts and cir-
cumstances, but may not. include any cost that would not be re-
quired to be capitalized under §263A if the taxpayer were subject
to §263A. For producers. of tangible personal property, §174 re-
search and experimental (“R&E”) costs and the cost of creating
intangible assets should not be treated as direct labor or overhead,
and taxpayers should ex:lude such costs from their CGS (or un-
adjusted depreciable basis) for purposes of determining whether
the taxpayer meets the safe harbor. Regs. §1.199-3(g)(3)(i).

% Preamble, T.D. 9263.
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Finally, as under pricr guidance, for purposes of the
“in whole or in significant part” test and the safe har-
bor, (1) packaging, repackaging, labeling, and minor
.assembly operations - are. dtsregarded and (2) §174
R&E activities are dlsrn.garded

V. AIIocatlon of Elelow-the-Lme
Deductlons

The Final Regulations continue to prov1de three
‘methods for allocating and apportioning below-the-
line deductions, consistent with the Notice and the
Proposed Regulations: the §861 method, the simpli-
fied deduction method, and the small business simpli-
fied overall method. 10f I 4 taxpayer does not qualify
for one of the simplified methods, the taxpayer must
apply-the §861 method.

The most - important change made by the F1na1
Regulations was to increase the limit for application
of the simplified deduction method to include taxpay-
ers who have either-avsrage gross receipts (over the
three prior years) of $100 million or less or, alterna-
tively, total assets at the end of the taxable year of $10
million or less. % Previously, the gross receipts prong
of this test required a tax 3payer to have gross receipts
of $25 million or less."®> Under this method, a tax-

payer allocates deductions other than- CGS based on

the ratio of DPGR to total gross receipts.

“The other development relates to taxpayers apply-
ing the §861 method. The IRS has announced that it
will issue a revenue prccedure granting taxpayers au-
tomatic consent to change certain elections relating to
the apportionment of interest expense and research
and expenmental experditures under §861.'%* Auto-
matic consent is approgriate, because the application
of the §861 regulations for purposes of §199 may lead
taxpayers to reconsider previous elections.

Specifically, with respect to interest, the revenue
procedure will provide taxpayers with guidance for
obtaining automatic consent to make changes under
Regs. §1.861-8T(c)(2) (change from FMYV to tax book

100 Regs. §1.199-3(g)(2). For taxpayers that elect to capitalize
§174 costs to QPP under §263A, a rule of administrative grace
perrmts taxpayers to exclude such.costs as CGS or unadjusted ba-
sis for purposes of the safe harbor. Regs. §1.199-3(g)(3)(1).

10! Regs. §1.199- 4(a) Urder the small business simplified
overall method, all deductions, including CGS, are allocated
based on relative gross ret:eipts. Regs. §1.199-4(f)(1). This
method, however, is only availa_ble to taxpayers with average an-
nual gross receipts of $5 mil'ion or less and to certain taxpayers
eligible to use the cash method of accounting. Regs. §1.199-
ADH().

102 Regs. §1.199-4(e)(2). In the case of an EAG this test is ap-
plied at the EAG level. Regs. §1.199-4(3)(3)(i).

103 See former Regs. §1.199-4(e)(2).

104 preamble, T.D. 9263.

value method) and Regs. §1.861-9(i)(2) (change from
FMYV to alternative book value method). With respect
to the apportionment of R&E, taxpayers will be
granted automatic consent under Regs §1.861- 17(e)
to change to either the sales or gross. income method,
which, absent consent,’ normally is blndmg for ﬁve
years.

The automatrc consent w111 be eﬂ'ect:lve for a tax-
payer’s first taxable year begmmng after December
31, 2004 (the taxpayer’s 2005 year). In addition, Trea-
sury intends to extend the automatic consent to a tax-
payer s taxable -year 1mmed1ately following the tax-
payer’s 2005 taxable year,. except with respect to
changes in elections thet ﬁrst took: effect in the tax-
payer’s 2005 taxable year 5 This window ensures
that taxpayers will be able. to. con31der the implica-
tions of their §861 methods, taking into account not
only foreign tax credit-planning but also §199.

VI. EAGs and Consolidated Groups

With respect to EAGs and consolidated groups, the
Final Regulations generally retain most of the sub-
stantive provisions of the Proposed Regulations, but
add more ‘specificity and several new examples. The
Final Regulations made one significant change for
consolidated groups, discussed below, by requiring
that the overall 5% de minimis test be applied at the
level of the consolidated group, rather than at the in-
dividual entity level, as under the prior guidance. In
addition, the Final Regulations made several smaller
changes that could have a significant impact on par-
ticular taxpayers in certaln cu‘cumstances o

A EAGs

Section 199 provides that *‘all members of an-ex-
panded affiliated group shall be treated as a single cor-
poration for purposes of this section.”'% An EAG is
an affiliated group as defined in §1504(a), determined
by substituting a “‘more than 50%’* vote-and-value
ownership test for the “ut least 80%”'vote -and-value
ownershtp test for consolidation, and by including
certain insurance companies and §936 corpora-
tions.'°” The statute does not elaborate on what is
meant by the requirement to treat all members of an
EAG as a single corporation. A literal interpretation of
this language would mean that transactions between
members of an EAG are d1sregarded for purposes of
computing a §199 deduction. All of the gu1dance,

105 Id

108 §199(d)(4)(A)

107 £199(d)(4)(B), as amended by §403(a)(10) of the Technical
Corrections (2005 GOZA).
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however, has given short shrift to the requirement to
treat the members of an EAG as one corporation.'%®

1. Recognition of Intra-EAG Transactions

Instead of providing that all members of an EAG
are treated as a single corporation, as directed by the
statute, all of the guidance actually provides that an
EAG computes its §199 deduction by aggregating
each member’s separatelgg computed QPAI, taxable
income and W-2 wages.'” Under the Proposed and
Final Regulations, it is clear that transactions between
members of an EAG are taken into account in com-
puting each member’s separate QPAI and, conse-
quently, the EAG’s total §199 deduction.!®

Although the Norice is not entirely clear on this
point, a careful reading of the anti-abuse rule included
in the section dealing with EAGs reveals the drafters’
intent that intra-EAG transactions generally would af-
fect the amount of an EAG’s §199 deduction:

If a transaction between members of an EAG
is engaged in or structured with a principle
[sic] purpose of qualifying for, or modifying
the amount of, the §199 deduction for one or
more members of the EAG, adjustments must
be made to eliminate the effect of the transac-
tion on the computation of the §199 deduc-
tion.™!!

Since the anti-abuse rule is framed only in terms of
transactions between members of an EAG, it is im-
plicit that under the Notice suchitransactions generally
are capable of increasing or decreasing a §199 deduc-
tion, provided they zre not structured for that purpose.
The Proposed and Final Regulations retain this anti-
abuse rule in substantially similar form.'!*

Thus, it seems that taxpayers relying solely on the
Notice would be taking a position contrary to the No-
tice if they disregarded intra-EAG transactions or re-

198 Treasury officials have informally indicated that they be-
lieve Congress’s sole purpose for the rule providing that all mem-
bers of an EAG are treated as a single corporation was to prevent
taxpayers from segregating loss activities from activities that gen-
erate QPAL

109 Regs. §1.199-7(b); Prop. Regs. §1.199-7(b); Notice 2005-
14, 84.09(2)(a). Once each member of an EAG has computed its
separate QPAI, each member’s separate QPAI, taxable income,
and W-2 wages are aggregated in order to apply the taxable in-
come and W-2 wage limitations at the EAG level. The EAG’s de-
duction is then allocated among the members in proportion to
their relative amounts of QPAI, if any. Regs. §1.199-7(b}, (c). See
also Regs. §1.199-7(e) Ex. 9.

%1 terms of the Proposed Regulations, see Prop. Regs.
§1.199-7(a), (e) Ex. 1. In terms of the Final Regulations, see Regs.
§1.199-7(a), (e) Exs, 1, 3, 5.

1 Notice 2005-14, §4.09(2)(c).

112 Regs. §1.199-7(a)(5); Prop. Regs. §1.199-7(a)(5).

MEMORANDUM

determined their attributes in order to create the effect
of treating the EAG members as one corporation for
purposes of §199. However, given the statutory direc-
tive to treat an EAG as one corporation, query
whether a reasonable basis might nonetheless exist for
taking such a position under the Notice.

2. Attribution of Activities

As partial homage to the statutory directive that all
members of an EAG should be treated as one corpo-
ration, all of the guidance generally provides that each
member of an EAG is attributed the MPGE activities
performed by the other members of the EAG.''? This
is important since, if an integrated taxpayer produces
and sells QPP, all of the gross receipts derived from
the sale of QPP qualify as DPGR, including gross re-
ceipts attributable to services such as marketing and
distribution activities that are integral to the produc-
tion and sale of the QPP.'* Thus, if one member of
an EAG produces a product and sells the product to
another member, which acts as a distributor, all of the
gross receipts earned by the second member on a sub-
sequent resale of the product are eligible for treatment
as DPGR, because the second member is attributed
the MPGE activities of the first member.

The Proposed Regulations narrowed the attribution
of MPGE activities rzlative to the Notice, and the Fi-
nal Regulations restrict activity attribution even fur-
ther. The Notice provided simply that, *‘[e]Jach mem-
ber of an EAG is treated as conducting the activities
conducted by each other member of the EAG.”!!’
The Proposed Regulations restricted the attribution of
activities for purposes of the application of both the
“‘substantial in nature” test and the safe harbor to in-
clude only the “previous activities” (and not the sub-
sequent activities) conducted by other members of the
EAG."'¢

The Final Regulations retain this restriction.!'’
Thus, an EAG member that acts as a buy-sell distribu-
tor of finished product that is produced by another
member of the EAG within the United States will get
the benefit of §199. In contrast, under the Proposed
and Final Regulatiors, an EAG that consolidates the
purchase of raw marerials in one entity, which sells
the purchased materials to other members of the EAG
for their use in U.S. production activities, will not get
the benefit of §199 on the profit earned by the entity
engaged in the consclidated purchasing activities.

113 Regs. §1.199-7(a)(3); Prop. Regs. §1.199-7(a)(3); Notice
2005-14, §4.09(2)(b). ‘

114 See the discussion of contract manufacturing, above.

115 Notice 2005-14, §4.09(2)(b).

116 prop, Regs. §1.199-3(f)(2), (3) (dealing with the substantial
in nature test and the safe harbor test).

17 Regs. §1.199-7(a)(%).
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Similarly, if (1) one member of an-EAG purchases
raw materials and performs MPGE activities thereon
that are insufficient in themselves to satisfy either the
safe harbor or the substantial in nature test, and (2)
that member sells the work-in-process to a second
EAG member that performs further processing to
complete the finished product, under the Proposed and
Final Regulations, the second member would be able
to take into account the previous MPGE activities of
the first member in determining whether its gross re-
ceipts from selling the finished product are DPGR,
whereas the first member would not be able to take
into account the future activities of the second mem-
ber in determining whether its gross receipts from the
sale of the work-in-process qualify as DPGR. This re-
striction seems unjustified in light of the statutory
mandate to treat all members of an EAG as one cor-
poration for purposes of §199.

The Final Regulations further restrict the attribution
of activities between rnembers of an EAG, by requir-
ing that, in order for a member earning gross receipts
from a disposition of QPP to be attributed the previ-
ous MPGE activities of another member, the dispos-
ing' member must be 1 member of the same EAG as
the member whose activities are being attributed at
the time that the disposing member disposes of the
QPP '8 Neither the Notice nor the Proposed Regula-
tions contained this restriction. 19

* As set forth in the following discussion of consoli-
dated groups, the Final Regulations contain an ex-
ample that we believe incorrectly applies this restric-
tion in the context of a departmg member of a con-
solidated group.

B. Consolidated Groilps ‘

As a consequence cf Treasury s decision generally
to give effect to transactions among members of an
EAG for purposes of 199, consolidated groups must
take the consolidated return rules into account in cal-
culating QPAI for a given taxable year. Although the
Notice did not address the application of the consoli-
dated return rules, the Proposed and Final Regulations
acknowledge that the rules under Regs. §1.1502-13

118 Regs. §1.199-7(a)(3). There is a taxpayer-favorable side to
this rule. So long as the disposing member and the MPGE mem-
ber are members of the sanie EAG at the time of the disposition,
the disposing member is ettributed the MPGE activities of the
MPGE member even if the disposing member and the MPGE
member were unrelated at the time the MPGE activities occurred.
Regs. §1.199-7(a)(4) Ex. 5.

119 See Prop. Regs. §1.199-7(a)(3) (providing only that “. . . the
disposing member is treatsd as conducting the activities con-
ducted by each other member of the EAG”); Prop. Regs. §1.199-
7(a)(2)(ii) (“If a corporation becomes or ceases to be a member
of an EAG, the corporatior. 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.”); Notice 2005-14, §4.09(2)(b).

for intercompany transactions apply for purposes of
determining the effect of an intercompany transaction
under §199.12° Because the Proposed and Final regu-
lations do not contain rew substantive rules regarding
the application of Regs. §1.1502-13 to determine
QPAI, but merely contain examples demonstrating
how these rules apply in the context of §199, the con-
solidated return rules will apply regardless of which
guidance a taxpayer cpphes for Pre-Effective Date
Years.

leatwn of the Imtercompany Rules under
§19

a. The Intercompany R. ules, Generally

An 1ntercompany transaction is a transaction be-
tween corporations that are members of the same con-
solidated group immediately after the transaction.’
As under Regs. §1.1502-13, we refer to a member
transferring property or providing services to another
member as S, and B is the member recelvmg the prop-
erty or services.

In general, S’s income, gain, deduction, and loss
from an intercompany transaction are its “‘intercom-
pany items.”'*> For example, $’s- gain from the sale
of property to B is mtercompany gain. An item‘is an
intercompany item whether it is directly or indirectly
from an intercompany transaction.'?* In addition, S’s
related costs incurred to generate intercompany items
are also intercompany items.'?®> Thus, S’s costs of
producing the property sold to B are also intercom-
pany items that may be deferred and/or recharacter-
ized under the consolidated return rules.

120 Regarding the Proposed Regulations, see Preamble, REG-
105847-05, 70 Fed. Reg. 67220 (11/4/05), and Prop. Regs.
§1.199-7(d), (e) Exs. 2, 4. Regarding the Final Regulations, see
Regs. §1.199-7(d) (providing; that Regs. §1.1502-13 applies to de-
termine the timing for recognizing DPGR from.an intercompany
transaction), Regs. §1.199-7(e) Exs. 2, 4, 6, 7, 8.

Importantly, the Preamble to the Final Regulations actually
overstates the effect of the consolidated return rules under §199,
stating “‘[a]s specifically noted in the preamble to the proposed
regulations, the regulations under §1.1502-13(c) already ensure
that the section 199 deduction cannot be reduced on account of an
intercompany transaction.” Preamble, T.D. 9263. This is an over-
statement, because, as discussed below, the acceleration rule un-
der Regs. §1.1502-13(d) should be able to affect the amount of a
§199 deduction. See the discussion of Regs. §1.199-7(¢) Ex. 10,
below.

121 The guthors would like to thank Andy Dubroff, John Broad-
bent, and George White for “heir thoughtful comments on an ear-
lier draft of this section.

122 Regs. §1.1502-13(b)(1)(i).
123 Regs. §1.1502-13(b)(2)G).
124 Id

125 See Regs 81.1502-13(b)(2)(ii). This is 1mportant under
§199 because S's income and related CGS are both subjeet to at-
tribute redetermination.
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B’s income, gain, deduction, and loss from an in-
tercompany transaction, or. from property acquired in
an intercompany transaction, are its corresponding
items.'?® For example, if B pays rent to S, B’s deduc-
tion for the rent is a corresponding deduction. If B
buys property from |3 and sells it to a nonmember, B’s
gain or loss from the sale to the nonmember is a cor-
responding gain or loss; alternatively, if B recovers
the cost of the property through depreciation, B’s de-
preciation deductions are corresponding deductions.
An item is a corresponding item whether it is directly
or indirectly from an intercompany transaction (or
from tgroperty acquired in an intercompany transac-
tion).1%’

Under the single-entity concept, Regs. §1.1502-
13(c) (the “matching rule”) generally redetermines
the timing, character, and other attributes of intercom-
pany items and corresponding items as if the members
participating in the transaction were divisions of a
single corporation.'?® The consolidated return rules
do not, however, change the location or amount of
items of income or expense.'?® That is, the consoli-
dated return rules generally do not redetermine which
entity recognizes ar: item of income or expense.

The term “attributes” is defined in an open-ended
fashion as all of the intercompany or corresponding
item’s characteristics (except amount, location, and
timing) necessary to determine the item’s effect on
taxable income and. tax liability.!*® Whether an item
is included in the computation of QPAI, either as
DPGR or as a cost allocable agdinst DPGR, obviously
affects the computation of consolidated taxable in-
come,!3!

Thus, although the guidance does not generally
give effect to the siatutory directive to treat an EAG
as one corporation for purposes of §199, the consoli-
dated return rules generally do accomplish this result
in the context of a consolidated group, by recharacter-
izing the attributes of, and the timing for recognizing,
intercompany transactions in order to create the result
as if the two members were divisions of a single cor-
poration.,

b. Application to §.99

Regs. §1.199-7(¢) contains several examples dem-
onstrating the application of the consolidated return

126 Regs. §1.1502-13(b)(3)(0).
127 Id.
. 128 Regs. §1.1502-13(a)(2).

1,

120 Regs. §1.1502-13(b)(6).

31 ¢f. PLRs 200048034, 199936045 (applying this reasoning
in the FSC context to redetermine intercompany royaities as for-
eign trading gross rece.pts for purposes of computing deductible
commissions to a FSC),

MEMORANDUM

rules in the context of §199. The aspects of the ex-
amples dealing with attribute redetermination are
summarized below. In our view, the final example in-
cluded below, Example 10, misapplies the consoli-
dated return rules.

The regulations counterpose several of the ex-
amples involving intercompany transactions against
examples involving similar transactions between non-
consolidated members of an EAG, demonstrating that
single-entity treatment generally does not apply for
purposes of §199 in the EAG setting. It is interesting
to note that Regs. §1.199-7(d)(S) requires a consoli-
dated group’s §199 deduction to be allocated to the
group’s individual inembers in proportion to each
member’s QPAI, cornputed without regard to any re-
determination under Regs. §1.1502-13(c) of a mem-
ber’s receipts, CGS, or other deductions from an in-
tercompany transaction. Accordingly, the rules for de-
termining an EAG’s QPAI on a separate entity basis
are more relevant ta consolidated groups than might
at first appear.

Example 2 under Regs. §1.199-7(e) deals with an
intercompany rental of a machine from S to B (X and
Y in the example, respectively), where B uses the ma-
chine to produce qualifying QPP. The example con-
cludes that S’s rental income should be redetermined
as DPGR and S’s clepreciation expense on the ma-
chine should be allocated against DPGR. Since B’s
rental payments incrzase, dollar-for-dollar, B’s cost of
goods sold that is allocable to B’s DPGR, redetermin-
ing S’s intercompany income as DPGR results in the
consolidated group having the same QPAI as it would
have had if S and B were divisions of the same com-
pany.

As discussed above, Regs. §1.1502-13(c)(1) re-
quires the separate entity attributes of S’s intercom-
pany items and B’s corresponding items to be redeter-
mined “to the extent necessary” to produce the same
effect on consolidated taxable income as if S and B
were divisions of a single corporation, and the inter-
company transactior. were a transaction between divi-
sions. Presumably, Example 2 correctly recharacter-
izes S’s intercompany items as related to DPGR, since
B’s corresponding deductions offset B’s own DPGR.
That is, Regs. §1.1502-13(c) must recharacterize
something to prevent the group’s QPAI from being ar-
tificially reduced by B’s corresponding deductions,
and recharacterizing S's items as related to DPGR ac-
complishes this result.

It should be noteid, however, that the group’s total
QPALI also would be: unaffected by the intercompany
transaction if, instead of recharacterizing S's rental re-
ceipts and depreciation expense as related to DPGR,
B’s deductions for the rental payments were recharac-
terized as being allocable to non-DPGR. The regula-
tions provide a tiebreaker, hewever, for this situation,

Tax Management Memorandum

> 2008 Tax Management Inc., a subsidlary of The Bureau of National Aftairs, Inc., Weshington, D.C. 20037
ISSN 0148-8285

373




MEMORANDUM

where redetermining either S’s or B’s items could
achieve the effect of treating S and B as divisions. In
this situation, Regs. §1.1502-13(c)(4)(i)(A) provides
that the attributes of $’s intercompany items should be
redetermined to conform to the attributes of B’s cor-
respondmg deductions.!®? This rule would seem to
govern in Example 2, since redetermining S’s inter-
company items as rel ated to DPGR is sufficient for the
group’s total QPAI to equal that which it would have
been if S and B were divisions.'*

In contrast to Example 2, Example 1 under Regs.
§1.199-7(e), dealing with the same facts in the context
of a non-consolidated EAG, concludes that S’s (X’s in
the example) gross receipts do not quallfy as DPGR
because, although S MPGE the machine in the United
States, the related ggrty rents do not qualify as DPGR

“under §199(c)(7).1>* Thus, in a non-consolidated set-
ting, the intra-EAG rental creates leakage of QPAI to
the extent of S’s net income from the rental.

Exmnple 4 under Regs. §1.199-7(e) deals with an
intercompany license: from S to B (P and S in the ex-
ample resepctively), where B uses the licensed intan-
gible to produce qualifying QPP. The example con-
cludes that S’s royalty income should be redetermined
as DPGR and, because S anticipated during the devel-
opment of the intangible that the intangible would be
used in the production of QPP, S’s cost of developing
the intangible should be allocated against DPGR. Ex-
ainple 4 presents the same type of consolidated return
issues -as Example 2.

Example 4 is counterposed against Example 3 un-
der Regs. §1.199-7(¢), dealing with the same facts but
in a non-consolidated EAG setting. Example 3 con-
cludes that, due to the application of §199(c)}(7), as
well as the fact that the intangible is not QPP, S’s roy-
alty income is not D'PGR. This fact pattern is not un-
common. A common state tax-minimization strategy
(that has been vigorously challenged by various
states) is to locate intangibles in a Delaware subsid-
iary that is paid royalties by manufacturing members.
Absent the application of the attribute redetermination
rules under Regs. §1.1502-13(c)(1), the producing
member would have to reduce its QPAI by the allo-

132 Regs. §1.1502-13(c)(4)(i)(B) provides that B’s attributes
should instead be redetermined where this result would be more
consistent with treating & and B-as divisions of the same company.
This situation is demonstrated in Example 6, discussed below.

133 The result in Example 2 also is consistent with PLRs
200048034 and 199936()45, where, in the FSC context, the IRS
similarly opted to rech:racterize S’s income as foreign trading
gross receipts for purposes of computing deductible commissions
to a FSC rather than to recharacterize B’s corresponding deduc-
tion as not being allocatle thereto.

134 Under §199(c)(7), DPGR does not include any gross re-
ceipts derived from property leased, licensed, or rented by the tax-
payer for use by a related person.

cable royalty expense, whereas the Delaware subsid-
iary, though treated as a manufacturer under the EAG
activity attribution rulz, would not have gross receipts
derived from sales. Thus, in the non-consolidated

EAG context, the intra-EAG royalty creates leakage

of QPALI to the extent of S’s net royalty income.

Example 6 under Regs. §1.199-7(e) deals with a
situation where, in Year 1, S (*‘A” in the example)
produces QPP that it sells to B, which, in Year 2, sells
the QPP to unrelated persons. The example also pro-
vides that the consolidated group uses the simplified
deduction method of allocating below-the-line deduc-
tions. The example concludes that: (1) S’s revenue
from the intercompany sale is deferred until Year 2,
when B sells the QFP to unrelated persons; (2) S’s
revenue is redeternured to be non-DPGR and as not
being gross receipts for purposes. of allocatmg costs
between DPGR and non-DPGR; and (3) notwith-
standmg that S’s gross receipts are redetermined to be
non-DPGR, S’s CGS is allocated against DPGR, since
it is allocable to the group’s DPGR; and (4) B’s CGS
is redetermined to be allocable to non-DPGR.

In Example 6, attribute redetermination applies to a
greater extent than in Examples 2 and 4. Here, the at-
tributes of certain of S’s intercompany items (i.e., S’s
revenue from the intzrcompany sale) as well as cer-
tain of B’s correspording items (i.e., B’s CGS from

B’s sale to a third party) are redetermined. In the ear-
lier examples, only S’s items were redetermined, with

the result that, even after the application of the at-
tribute redetermination rules, the group’s total DPGR
and total expenses allocable thereto were higher, by
offsetting amounts, than what they would have been if
S and B were merely divisions. Nonetheless, in the
earlier examples, the redetermination of S’s receipts
as DPGR and of its related expenses as allocable
thereto was sufficient to ensure that the group’s QPAI,
and therefore its consolidated taxable income, were
equal to what it would have been had S and B been
divisions of the same company.'*’

This would not be the case in Example 6, where we
are told to assume that the consolidated group allo-
cates its below-the-line expenses under the simplified
deduction method. Under that method, below-the-line
expenses are allocated between DPGR and non-
DPGR based on the group’s ratio of DPGR to non-
DPGR. Accordingly, attribute redetermination must
apply to a greater extent, in order to ensure that the
group’s ratio of DPGR to non-DPGR is equal to what
it would have been if S and B were merely divisions.

In the previous examples, below-the-line expenses
were allocated under the §861 method, which gener-

135 See Regs. §1.1502-13(c)(1)(i) (providing for the redetermi-
nation of attributes to thiz extent necessary to produce the same

effect on consolidated taxable income as if S and B were divisions

of a single company).
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ally emphasizes factual relationships between ex-
penses and the classes of gross income to which they
relate. However, when an expense is found to relate
to a class of gross income that is broader than the rel-
evant ‘“statutory grouping” (i.e., DPGR), -apportion-
ment factors are iised to allocate the expenses be-
tween the statutory grouging and the “‘residual group-
ing” (i.e., non-DPGR).'>® Based on the reasoning of
Example 6, it would seem that in any case where an
apportionment factor based on gross receipts is used
under the §861 method to allocate expenses between
DPGR and non-DPGR, taxpayers will have to apply
attribute redetermination “to the extent necessary” in
order to arrive at a total DPGR and non-DPGR that is
equal to that which would have been achieved if the
consolidated group were a single corporation.

It is interesting to note that, although Example 6
takes a radically different approach to attribute rede-
termination than that taken in Examples 2 and 4, the
particular approach taken to attribute redetermination
— that is, whether it is S’s or B’s items, or both, that
are redetermined —- should not have any effect on the
final determination of S’s and B’s separate taxable in-
come. This is because Regs. §1.199-7(d)(5) provides
that a consolidated group’s total §199 deduction is al-
located among the inember’s based on each member’s
QPAL, computed without regard to the Regs. §1.1502-
13(c) process. Thus, although in Examples 2 and 4,
S’s income is redetermined to be DPGR, S will not be
allocated any of the group’s §199 deduction, since,
under §199(c)(7) (which prohibits related party leases
or licenses from generating DPGR), S would not have
earned any QPAI »ut for the application of the at-
tribute redeterminaiion rules. In Example 6, if S and
B did not join in filing a consolidated return, S and B
would have each zarned QPAI for their respective
sales, since §199(c)(7) does not apply to sales. Thus,
although in Example 6 S’s gross receipts from the in-
tercompany sale are redetermined to be non-DPGR,
and B’s cost of goods sold is redetermined to be re-
lated to non-DPGR, both S and B will be allocated the
portion of the §199 deduction generated by the inter-
company transaction and the subsequent third party
transaction that corresponds to S’s and B’s relative net
income from the two transactions.

Examples 7 and 8 under Regs. §1.199-7(e) both
deal with a situation where S (““A” in Example 8)
manufactures property and sells the property to B for
use in B’s business. In both examples, if S and B were
members of a non-consolidated EAG, S’s gross re-

136 For a detailed discussion regarding the application of the
§861 method for purposes of computing QPAI, see Granwell &
Rolfes, “The Domestic Production Activities Deduction: Demys-
tifying the International Aspects,” Tax Mgmt. Int’l J. 411
(8/12/05).
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ceipts would be DPGR, since §199(c)(7) does not ap-
ply to related party sales. Under the consolidated re-
turn rules, however. both examples conclude that S’s
gross receipts (when recognized pursuant to the tim-
ing rules) are redetermined to be non-DPGR and S’s
costs are redetermired to be allocable to non-DPGR.

Example 7 states explicitly that B does not gener-
ate DPGR in its business. Presumably the same as- -
sumption applies in Example 8, since if the property
S sold to B were used by B to produce DPGR, at-
tribute redetermination would be necessary to the ex-
tent greater costs were allocable to B’s DPGR as a re-
sult of the intercompany transaction.

Example 10 under Regs. §1.199-7(e) deals with es-
sentially the same facts as Example 6, except that the
common parent of 3 and S (S and T in the example,
respectively) sells 60% of the stock of B in Year 2,
before B sells the QPP to unrelated persons. The re-
sults under Example 10 remain the same as under Ex-
ample 6 in Year 1 because there is no sale to an unre-
lated person in Year 1. In Year 2, B is deconsolidated.
Under Regs. §1.1502-13(d), S takes the intercompany
transaction into account immediately before B be-
comes a non-member of the consolidated group. The
example concludes summarily, *“[iln order to produce
the same effect as if [S] and [B] were divisions of a
single corporation, [S]’s gross receipts from the sale
of the QPP to [B] are redetermined under Regs.
§1.1502-13(c)(1)(i) as non-DPGR. Further, because
[S] and [B] are not members of the same EAG when
[B] sells the QPP to the unrelated person, and because
[ST’s transfer of the QPP to [B] did not take place in
a transaction to which §381(a) applies, [B] is not
treated as conducting the activities conducted by [S]
in determining if [E]’s receipts are DPGR, notwith-
standing that [S] and [B] were members of the same
EAG when [S] MPGE’d the QPP and when [S] sold
the QPP to [B]. Accordingly, neither [S]’s consoli-
dated group nor [B] will have DPGR with respect to
the QPP."?

Not only does this seem like a ridiculous result, but
the example appears to misapply the rules under Regs.
§1.1502-13 in two respects: (1) the consolidated re-
turn rules would treat S’s income from the accelerated
intercompany item as DPGR, and (2) the consolidated
return rules would continue to attribute S’s pre-
deconsolidation MPGE activities to B following the
deconsolidation. The rules under Regs. §1.1502-13
are quite clear and specific on these points.

The treatment of an intercompany transaction that
is triggered by the deconsolidation of a member is de-

137 Compare Regs. §1.199-7(a)(4) Ex. 4 (dealing with a similar
fact pattern in the context of a non-consolidated EAG and reach-
ing the same result).
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termined under Regs. §1.1502-13(d) (the ‘‘accelera-
tion rule””). Under Regs. §1.1502-13(d)(1)(ii)}(AX1),
when -the item 'riggered by the deconsolidation is
from an intercompany sale, its attributes are deter-
mined under the principles of the: matchmg rule as if
B sold the propeity to an unrelated person " immedi-

ately before B becomes ‘a. non-member,: for; a cash
payment équal t> B’s adjusted basis in the property
(i.e., .at no net gzin or loss). Had B sold the QPP to a
nonmember at no gain or loss prior to becoming a
nonmember, S’s intercompany gain would have been
triggered and S’s gross receipts would have qualified
as DPGR under the matching rule.

Furthermore, under Regs. §1.1502- 13(d)(2) the at-
tnbutes of B’s corresponding items continue to be re-
determined under the principles of the matching rule;
however, the attributes of B’s corresponding items are
determined as if the S division (but not the B division)
was transferred by the single corporation to an unre-
lated person. Thus, the regulation provides “S’s ac-
tivities (and any applicable holding period) before the
intercompany transaction continue to affect the at-
tributes. of the <orrespondmg items (and any. appli-
cable holding period).””!3° Therefore, the consolidated
return rules contain their own activity attribution rule
for pre-deconsolidation activities. This makes sense,
since, under the single-entity approach, these activi-
ties took place when S and B were divisions of the
same company ¢nd, therefore, attribution continues to
be appropriate following the deconsolidation. Thus, in
the example, afier the deconsolidation B would con-
tinue to be attributed S’s MPGE activities that oc-
curred prior to the deconsolidation, with the result that
B’s subsequent sale of the QPP would generate DPGR
to B.!

The Government’s Interpretation of Example 10
Based on informal conversations with IRS person-
nel, the governrnent currently stands by the result in
Example 10, bu: acknowledges that the reasoning be-
hind the result may need to be clarified. Under the
government’s view, the result in Example 10 is con-
sistent with the result that would follow if S and B
were merely divisions of the same company, and the
company sold the B division in a taxable transaction.
In that case, tae government would argue, S’s inter-
company item would not generate DPGR because, if
S and B were in fact divisions of a single company,
the intercompany transaction would not exist, and,

138 If, however, Ei continued to be related to S following the de-
consolidation, B would be treated in the hypothetical sale as sell-
ing the property to a related person. Regs. §1.1502-
13(d)(1)()AX(D).

139 Regs. §1.15022- 13(d)(2)(1)(B)

10 See also Regs. §1.1502-13(d)(3) Ex. 2.

therefore, by definition, S’s intercompany item would
not generate DPCR. With respect to B’s correspond-
ing item, the government believes that, where, as in
Example 10, it.is B rather than S that is sold, single-
entity treatment requires that B’s subsequent sale of
the QPP would gznerate non-DPGR. If, on the other
hand, S is sold, B’s subsequent saJe of the QPP would
generate DPGR.

The reason the government believes that single-
entity treatment requires the result for S’s intercom-
pany item and B’s corresponding item to turn on
which entity leaves the group is best demonstrated
through an example involving the application of §199
to a stand-alone corporation that sells a division.

Example. Corporation C has two divisions:
Division S, which produces toy cars, and Di-
vision B, which consists -of stores that sell the
toy cars produced by Division S. At the end
of Year 1, Division B has 10 toy cars in its in-
ventory that were produced by Division S
during the year. In Year 2, before Division B
sells any of the 10 toy cars to customers, Cor-
poration C sells Division B to Corporation F,
an unrelated person, in a transaction to which
§381(a) does not apply.

In the governinent’s view, no DPGR is generated
from the transactions illustrated in the example.
Where S and B are truly divisions of a single com-
pany, S’s intercompany transaction does not exist.
Furthermore, under §199, when Division B (now Cor-
poration F) subse.quently sells the 10 toy cars, Corpo-
ration F will not earn DPGR from the sale. Corpora-
tion F did not manufacture the cars. There is no attri-
bution of MPGE activities between Corporation C and
Corporation F, since they are not members of the
same EAG. In fact, the Final Regulations go so far as
to provide that, contrary to the situation for a §381(a)
transaction,’*! even when a business is transferred by
a taxpayer to a transferee-entity in a §351 or §721
transaction, the determination of whether gross re-
ceipts subsequently derived by the transferee are
DPGR is based solely on the activities performed by
the transferee, w:thout any attribution of the activities
performed by the transferor prior to the contribution

41 If a corporation acquires the assets of another corporation in
a transaction to which §381(a) applies, then the acquiring corpo-
ration is treated as having performed the activities of the target
corporation with respect to the acquired assets of the target corpo-
ration. Therefore, to the extent that the acquired assets of the tar-
get corporation would have given rise to DPGR in the hands of
the target corporation, such assets will give rise to DPGR if
leased, rented, licensed, sold, exchanged, or otherwise disposed of
by the acquiring corporation. Regs. §1.199-8(e)(3).
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of the property.’** Although the policy behind this
rule is questionable,'*? it leaves no room for doubt
that Corporation F would not be treated as the manu-
facturer of the 10 toy cars as a result of acquiring a
former division of Corporation C in a taxable acquisi-
tion. Thus, the government asserts that, in this ex-
ample, no DPGR would accrue to Corporation C or
Corporation F from the manufacture of the 10 toy
cars.

This example can be contrasted with a second ex-
ample where, insteac of selling Division B, Corpora-
tion C sells Division S. In this case, the 10 toy cars
would remain in Corporation C, with a cost basis
equal to S’s cost of producing the cars, and Corpora-
tion C, as the manufacturer of the cars, would earn
DPGR when it subsequently sold the toy cars.

Accordingly, it seems to be the government’s view
that, if in Example 10 the stock of S had been sold in-
stead of the stock of B, both S’s intercompany item
and B’s corresponding item would generate DPGR,
since that result would best replicate single entity
treatment. At a minimum, the IRS should clarify its
reasoning and put taxpayers on notice that a different
result would follow if S were deconsolidated rather
than B.

IRS personnel have informally acknowledged that
the acceleration rule might technically apply as set
forth above in our analysis of Example 10, with the
result that both S and B would earn DPGR from the
transactions. Nonetheless, the government believes
that such a literal application would reach the wrong
result on the facts of Example 10, since if S and B in
fact were divisions of a single corporation, no DPGR
would result from the transactions. Accordingly, even
if the acceleration rulz technically applied as set forth
in our analysis above, the government’s current view
is that some overarching attribute redetermination
should apply to override the technical application of
the acceleration rule in order to ensure that no DPGR
results from the transaction described in Example 10.

142 Regs. §1.199-8(e)(1)(i). Activity attribution is also unavail-
able when property is disiributed in a §731 transaction. /d. The
rules regarding transactions between members of an EAG, trans-
actions between EAG memnbers and a related EAG partnership,
and distributions from a qualified in-kind partnership under Regs.
§1.199-9(i) operate as exceptions to this rule. Id.

143 1n the context of §351, compare Rev. Rul. 80-198, 1980-2
C.B. 113 (permitting a transferee corporation to deduct payments
made to satisfy the trade accounts payable assumed in the §351
transaction, because the payments would have been deductible by
the transferor if they had heen paid by the transferor); Rev. Rul.
95-74, 1995-2 C.B. 36 (pemitting a transferee corporation to de-
duct payments incurred to remediate land received in the §351
transaction that had been -ontaminated by the transferor’s busi-
ness, because the costs woild have been deductible by the transf-
eror if there had been no transfer and the costs had been incurred
by the transferor).
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Our Response to the Government’s View of
Example 10

First, we as the authors do not agree that the results
in Example 10 are consistent with that which would
apply if a single entity sold Division B in a taxable
transaction. Of course, if S.and B were actually divi-
sions of a single corporation, Division S would not
generate DPGR (or taxable income for that matter)
from a mere transfer of QPP to Division B. However,
if the corporation subsequently sold the assets of Di-
vision B to an unrelated person, the QPP (e.g., the 10
toy cars) transferred from Division S would be among
the assets sold. Thus, in the toy car example, Corpo-
ration C would generate QPAI from the sale of Divi-
sion B to the extent that the purchase price for Divi-
sion B that is allocatle to the 10 toy cars exceeded
Division S’s cost of groducing the cars. Accordingly,
we disagree with the government’s view that the re-
sult in Example 10 (i.¢., no DPGR generated upon the
sale of the stock of B) replicates that which would ap-
ply if a true single entity sold Division B in a taxable
sale.

The government’s thinking is obviously influenced
by the fact that there is no actual trigger event for S’s
intercompany item urder Regs. §1.1502-13(c) (such
as a sale by B of the subject property to a nonmem-
ber), with the result that the government is worried
about prematurely generating DPGR. However, the
recognition model under the acceleration rule ana-
lyzes S’s intercompany items by viewing the sale of
the S or B stock more like a sale of S’s or B’s assets
outside the group, a transaction that clearly would
generate DPGR. In Example 10, the government
seems to want to respect the fact that B was sold in a
stock sale rather than an asset sale, a transaction that
would not generate anv DPGR. The concept of a stock
sale, however, is com”Pletely inconsistent with the
single entity concept."

There is an additional reason that S’s intercompany
item should be allowed to generate DPGR, even if,
unlike the situation in Example 10, that result were
not consistent with single entity treatment. Under the
government’s view, S’s intercompany item should not
generate DPGR because the transaction would not
have existed, and therefore would not have created
DPGR, if S and B werz, in fact, divisions of the same
corporation. Intercompany transactions, however, do
exist. The acceleration rule is a recognition that inter-
company transactions are actual transactions that can-
not be disregarded. The rule applies to accelerate the

144 1¢ js possible that the government is constructing a deemed
§351 contribution by the single entity of the division that is sold,

- followed by a stock sale. However, it is hard to imagine why this

hypothetical transaction wculd be preferable to following what
Regs. §1.1502-13(d) actually says.
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recognition of S’s and B’s items “to the extent they
cannot be taken into account to produce the effect of
treatin F S and B as divisions of a smgle corpora-
tion.

Thus, unlike the situation in Example - 10 where
triggering of S’s intercompany item under the accel-
eration rule is consistent with single entity treatment
(i.e., treating the sale of the B stock as a taxable sale
of B’s assets), the acceleration rule will apply in other
cases to trigger recognition -of intercompany transac-
tions that would. not e allowed to.affect consolidated
taxable income under a pure single entity approach.
When a member departs the group at a time when
there are intercompany transactions hanging in the
balance, the rubber hits the road, so to speak; and the
acceleration rule requires the intercompany items to
be recognized and to affect consolidated taxable in-
come, even if single entity treatment would disregard
the intercompany transaction in perpetuity. When the
acceleration rule requires S to recognize taxable in-
come that would not. exist if S and B were merely a
divisions of a single corporation, S should not be de-
nied §199 benefits -for that taxable income on the
grounds that such benefits would not exist if the two
corporations -were merely -divisions, since, in  that
case, the taxable income would not exist either.

Thus, when an iatercompany transaction is trig-

‘gered by the acceleration rule, consolidated taxable

income generally is affected by a transaction that
would not have existed if the participating members
were merely divisions of the same corporation. Ac-
cordingly, the acceleration rule is an exception to the
general rule in Regs. §1.1502-13(a) providing that in-
tercompany transacrions should not affect consoli-
dated taxable income. That is why the acceleration
rule relies on hypottetical transactions with nonmem-
bers in order to determine the attributes of intercom-
pany transactions that are triggered by the accelera-
tion rule. If the intercompany item is from an inter-
company sale, exctange or disposition of property,
and the acceleration event is the deconsolidation of S
or B, the item’s attributes are determined under the
principles of the matching rule as if B had sold the
property to a nonmember.

Accordingly, the Preamble to the Final Regulations
overstates the effect of the consolidated return rules
under §199, when it states “the regulations under
§1.1502-13(c) already ensure that the section 199 de-
duction cannot be reduced on account of an intercom-
pany transaction.”!*® Because the acceleration rule
allows consolidated taxable income to be affected in
situations where single entity treatment can no longer

145 Regs. §1.1502-13(d).
146 Preamble, T.D. 9263.

be achieved, the accelzration rule should also be able
to affect the amount of a §199 deduction.

Second, although we heed the IRS’s point that al-
lowing B to earn DPGR upon the subsequent sale of
the QPP in Example 10 would represent a departure
from pure single entity treatment, this departure is not
a fluke but rather is the result intended under Regs.
§1.1502-13(d). Accordlingly, it is inappropriate to dis-
regard the normal operation of the detailed provisions
of the acceleration rule based on a general nétion that
such an override is necessary in order to achieve pure
single ‘entity treatment.

‘In Example 10, the: activities of S and B occurred
before -the deconsolidation, at a time when S and B
were treated as divisions of a single entity. In this situ-
ation, Regs: §1.1502-13(d) endeavors to continue to
take both S’s and B’s activities into account even af-
ter any deconsolidaticn of S or B. Accordingly, under
the acceleration rule, 3’s activities (and any applicable
holding penod) before the intercompany transaction
continue to affect the attributes of B’s correspondmg
items, regardless of whether it is S or B that is sold
and regardless of whether §381(a) applies to the sale
transaction.'*’

Several factors irfluenced the design of Regs.
§1.1502-13(d), including a desire to prevent taxpayers
from avoiding unfavcrable results under the matching
rule of Regs. §1.1502-13(c) by simply deconsolidat-
ing one of the parties. For example, S might produce
a machine that it sells to B for the use in B’s business.
Later, B might sell the machine in a situation where
the single-entity characterization would be unfavor-
able. This could be the case if B expected to realize a
loss on the sale of the machine, and single entity treat-
ment would redetermine B’s proceeds as DPGR, with
the result that B would generate negative QPAI from
the sale of the machine. A consolidated group might
simply deconsolidate S or B in an effort to turn off
Regs. §1.1502-13(c) in this situation.

Regs. §1.1502-13/d) is designed to prevent this
type of manipulation. Its underlying concept requires
flexibility regarding which companies are considered
to embody the single entity after a deconsolidation,
depending on whether S or B is sold. The goal is to
properly characterize: B’s corresponding items under
Regs. §1.1502-13(c) principles based on the activities
of both S and B, regardless of whether it is S or B that
leaves the group.

If S deconsolidates, the group simply continues,
with B taking S’s activities into account, since those
activities occurred within the group before S left the
group. If instead B deconsolidates, the single entity
focus shifts to B, because B now owns the property

147 Regs. §1.1502-13(cl)(2)(i)(B).
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outside the group. This case requires a more flexible

. approach in order to prevent B’s later resale of the

property received in the intercompany transaction
from circumventing Regs. §1.1502-13(c). Under the
regulations, this is achieved by treating B as the em-
bodiment of B’s former group for purposes of deter-
mining the attributes of B’s corresponding items.
Thus, even in this case, where it is actually B that
leaves the group, the regulations treat S as the divi-
sion that left the single entity for the limited purpose
of determining the attributes of B’s corresponding
items. Accordingly. the attributes of B’s correspond-
ing items continue to be redetermined under the prin-
ciples of the matching rule, as if the S division (but
not the B division) was transferred by the single cor-
poration to an unrelated person. In essence, the rules
under Regs. §1.1502-13(d) were designed in order to
prevent the disparate results depending on which
member is sold tha: Example 10 seems to suggest.

Regs. §1.1502-1%(d) provides detailed rules regard-
ing the determination of the attributes of S’s and B’s
items of income or expense arising from an intercom-
pany transaction that is triggered by the acceleration
rule. It seems inappropriate to disregard the normal
operation of those 1ules on the grounds that such an
override is necessary in order to achieve pure single
entity treatment.

Treasury personnel indicated that .the consolidated

© return rules operate of their own accord for purposes
~ of §199 and that Treasury did not intend to write new

substantxve rules but merely to demonstrate their ap-
plication.'*® Nonetheless, until the issue is cleared up,
where does Example 10 leave taxpayers trying to ap-
ply the Final Regulations, in light of what we believe
is a conflict between the conclusion reached therein
and the consolidated return rules? We think the cor-
rect answer is to follow the substantive provisions un-
der the acceleratior. rule. However, in light of the
regulatory example, such a return position would
likely require disclosure as contrary to a rule or regu-
lation.
2. Application of the Overall 5% De Mmzmls
Exception

One change in the Final Regulations that will be
highly significant for some consolidated groups is that

148 preamble, T.D. 92¢3.
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the entity-level 5% de minimis exception enabling
taxpayers to treat non-DPGR as DPGR is now mea-
sured at the consolidated d group level, rather than at
the separate entity 12vel.'** Contrary to the single en-
tity concept, the Proposed Regulations provided that
the entity-level de minimis exception applied at the
individual corporate level in a consolidated group.'*°
This change is likely to have significant weight in
some taxpayers’ decisions regarding which guidance
to apply to Pre-Effective Date Years.

CONCLUSION

The §199 guidance is necessarily lengthy and com-
plex in order to deal with the myriad situations for the
universe of taxpayers potentially affected by the stat-
ute. Just as we cannot easily summarize the numerous
rules required to implement this mini-Code provision,
the drafters had little choice but to draft numerous
rules, including the multitude of exceptions to those
rules, and the exceptions to the exceptions.

The refinements made in each iteration of the guid-
ance, together with the generous transition rules pro-
vided in the Final Regulations, provide an opportunity
for taxpayers to make choices in terms of which guid-
ance is most beneficial for Pre-Effective Date Taxable
Years.

In conclusion, we would urge the IRS and Treasury
to promulgate guidance that interprets seemingly
similar policy objectives in a consistent manner, in or-
der to provide tax simplification and also to avoid in-
advertent foot-faults that may result when new guid-
ance is promulgated in lieu of relying on existing
guidance that has undergone critical analysis by tax-
payers, the IRS and possibly the courts. Although we
may have some differences in opinion on the policy
choices that were maide, we recognize and applaud the
Herculean accomplishment of the IRS and Treasury
drafters and reviewers in promulgating thoughtful
guidance, after considering the numerous comments
of taxpayers and their disparate circumstances.

149 Regs. §1.199-1(d)(3)().
150 prop. Regs. §1.199-1(d)(2).
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