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. ver the past several years, there
. has been 2 grear deal of dis-
\ cussion regarding the imple-
mentation of Sec. 199, which allows a
deduction equal to a percentage of a tax-
paver’s income atributable to domestic
production activities.! Taxpavers often
averlook the deduction, however, when
they sell qualifying assets as part of the
sale of an entire business in a ansacton
that is treated as an asset sale. This article
addresses the opporturity to claim & Sec.
199 deduction when a business is sold
in an asset sale or in a stock sale that is
rreated as an asset sale under a Sec,
33RO} election.?

Sec. 199 Basics

For tax years begmning m 2010 and
thereafter, the Sec. 199 deduction is
equal to 9% of the fesser of 2 taxpayery
quahified production acuvities income
(QPAL or raxable income {(modified

adjusted gross income, in the case of

mdividual taxpavers), determmned with-
out regard to the deduction issclf, The
deducton 1s phased m ar 3% for tax vears
beginmng in 2005 and 2006 and ar 6%
for wx vears beginning in 2007 through
26092 The QPAI for any tax vear
equal to the taxpayer’s domestdic produc-
ton gross receipts DPGR) reduced by
the sum of the cost of goods sold and
below-the-line expenses alocable to

DPGR #

As relevant here, DPGR includes
gross receipts derived from any lease,
rental, license, sale, exchange, or other
disposition of tangible personal prop-
erty, computer software, and certain
soungd recordings that were produced by
the taxpaver in whole or in significany
part within the United States.® For cer-
tain taxpayers regulaly engaged m con-
strucgion activities, DPGR abso includes
gross receipts derived from the construc-
tion of real property in the United
States.® The allowance of the deduction
tor mrernally developed software and
self~constructed real property s discussed
in greater detail befow; because such cat-
egories can present UNiQUE Opporturnites
to claim a Sec. 199 deduction when a
bustness is sold.

Purchase Price Allocations

Both parties to a sale of a group of

assets that make up a wade or business
mast aflocate the purchase price among
the various assets sold i proportion to
their fair market value {FMV}. using the
residual methed. Under this method,
assets are divided inzo seven classes, and
priority is giver: to allocating purchase
price, up to their FMV, to assets i classes
that are easier to value, before any pur-
chase price is allocated to more amor-
phous asset classes, such as goodwill and
going concern value” Furthermore,
under Sec. 1060, the buyer and seller

of the assets of a trade or business
are bound by any written agreements
allocating the purchase price, aithough
the TRS may disregard allocations not
in accordance with the residual method
and FMV. In order for the IRS to deter-
mine whether the buver and seller are
reporting the transaction consistently,
both parties are required to attach Form
8594, Asset Acquisition Statement
Under Section 1060, to ther income
tax returns for the vear of the sale, allo-
cating the purchase price among the
seven classes of assets specitied under
the residual method.

In order to avoid subsequent contro-
versy, buvers and sellers in actual or
deemed asset sales often agree on an
allocation of the purchase price among
the seven classes of transferred assets.
This altocation typically has sigmficant
tax consequences for the buyer, particu-
larly for assets that have a depreaiable or
amortizable base. The allocadon gener-
ally has limited consequences for a cor-
porate seller, however, because corpora-
tions do not benefit from a preferential
rate on capital gains (although there can
be unportant consequences for recap-
ruge irems). Furthermore, undal the
enactment of Sec. 199, both buvers
and sellers were generallv neutral wich
respect to the allocadon of FMV to cer-
tam classes of assets and therefore paid
scant attention to these allecations,
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Sellers now should be mindful when

negotiating purchase price allocations of

the potential for significant benefits
under Sec. 199 from allocating additional
prrchase price to certain assets,

The opportunity to claim a Sec. 199
deduction is most obvious for iventory
produced within the United States,
whether the Inventory is sold in the
ordirary course of business or as pare of

the sale of 2 business. The remainder of

this article focuses on two other cate-
gories of property that may be over-
looked as sources of addirional Sec. 169
deduction in an asset sale,

Software

Ameong other acovities, DPGR in-
cludes gross receipts from sales of soft-
ware that the taxpayer developed in
whole or in significant part within the
United States.® Sofrware i defined
broadly for this purpose as “any program
or routine or any sequence of machine-
readable code that is designed to cause 2
computer to perforin a desired function
or set of functions, and the docamenta-
tion required to describe and maintain
that program or roudne.” Importantly,
the defirtion also inchades ““the machine-
readable code for video games and st~
lar programs, for equipment that is an
integral part of other property, and for
typewriters, calculators, adding and
accounting machines, copiers, duphcat-
ing equipment, and simnilar equipment,
regardless of whether the code is de-
signed to operate on a comprter” Com-
puter programs of ail classes—for exarn-
ple, operating svsters, assernbly routines,
and utility programs, as well as applica-
tion programs—are included.”

Although many taxpayers who seil
internally developed software to cus-
tomers in the ordinary course of busi-
ness have focused on the Sec. 199 ben-
efits available for such sales, raxpavers
who do not routinely sell software o

Taxpayers are generally not aware
ef all the situations in Wluch :

Sec. 199 applxes.

customers may overlook the potential
benefit when internally developed soft-
ware is sokd as part of a sale of the
business in which the software 1s used.

In order to be eligible for Sec. 199
benefits, software need not have been
produced for sale to customers. Software
that the taxpayer produced for use with-
in its own business 1 equally eligible for
the deduction if the software subse-
quently is sold, as part of a sale of the
business or otherwise, Furthermone, soft-
ware that a taxpaver developed long
before the 2004 enactment of Sec. 19915
cligible for the deduction. Ehgibility
regires only that (1) the taxpaver devel-
oped the software itself or hired a con-
tractor to develop it at the @axpayer’s risk,
substantially within the United States,
and (2} the sale of the software occurs in
a tax year beginning after 2004. Accord-
ingly, an asset deal can create & Sec. 199
deduction whenever the divested busi-
ness includes custom software that 1
used in its research and development,
product supply, accounting, or other
functons,

Caution: Only one taxpayer may
claim the Sec. 199 deducton for a partic-
ular production activity. If one taxpayer
performs a qualifying production activiry
within the United States ander a con-
tract with another party, only the tax-
paver that has the benefits and burdens of
owning the property during the period
in which the activity occurs is considered
the producer and is therefore entitled to
the Sec. 199 deduction. ' In the case of
software, the togpaver that bears the eco-
nomic risk that the software may not
achieve the desired result will be viewed

as having the benefits and burdens of
owning the software during develop-
ment. Thus, if the seller of a business
previously had outsourced the develop-
ment of software used in that business to
a contractor, and the seller paid the con-
tractor at a fixed rate, regardiess of s
success or failure in producing software
that met the design specifications, the
seller would be treated as the producer of
the software under Sec. 199 and thus
would be eligible for the deduction
upon a subseguent sale of the software.

It is tmportant for seffers to be aware
of this opportunity when agreeing
purchase price allocations with buvers.
Under the residual method of allocating
purchase price, intermally developed soft-
ware is in a different asset class from
goodwill and going concern value.!
Taxpavers that do not focus on software
that is part of a divested business may
effect cause the purchase price ateribut-
able therete to be allocated to the resid-
ual category of goodwill and going
conceril.

Before the enactment of Sec. 199,
buyers and sellers often had no incentve
to allocate anry purchase price specifically
to internally developed software. Pur-
chased software generally is depreciable
over a 36-rmonth useful life.!? Sec. 197,
however, includes within the defimuon
of a Sec. 197 intangible software that is
acquired as part of the acquisition of a
trade or business.® Thus, such software
must be amortized over 13 vears, the
samne as for all other Sec. 197 intangibles,
inchading goodwill and gong concern
value. As a conseguence, buvers are tax
neutral to allocating purchase price

; I3

i E\Eoéc 7, above, Hsts the seven asset classes, in the order in which purchase price
st be allocated. Class VT includes all Ser. 197 intangibles except goudwill and
going concern value, and Class VI mcludes all goodwill and going concers:

. As explained in the rext, software that is

vatue {Regs. Sec. 1.338-8

acquirsd a pat? of a business s 2 Sec. 197 intangible.
YA See alse Rev, Proc, X
berwe ; devedoped and purchased softws

Hm@e\c' soffware that is publicly
teated 252 Sc; 157 incangible, evers when acquired in the sequisition of 1 trade

2 8eg, 167

or busines,

i

Wi-2 CB 607 {distinguishing

ailable for }ETXIC'FA\R‘I is not
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among software and other Sec. 197
mtangibles and should provide lirde resis-
tance to a sellers request to dlocare costs
1o the software purchased.

Apart from Sec. 199, sellers generally
also would be unconcerned with the
allocation of purchase price as berween
mnternally developed software and other
intangibles, snce they generally lack cost
basis in all such assets. With the intro-
ducton of Sec. 199, however, astute sell-
ers should be interested in an FMV allo-
cation to internally developed software
because 1t may produce a greater deduc-
gon under Sec. 199,

Real Estate

For taxpavers engaged in the active
conduct of a construction business,
DPGR includes gross receipts derived
from the construction of real property
performed in the United States in the
ordinary course of the toepayer’s busi-
ness. M Gross receipts derived from con-
struction inchade gross receipts from the
sale or exchange of real property con-
structed by the mxpayer.’ Thus, taxpay-
ers using self-constructed real estate assets
in a business may be eligible for addinon-
al Sec. 199 deductions when that business
is divested in an acrual or deemed asset
sale,

The kev here is that the seller must
have been engaged in a construction
trade or business. Treasury has interpret-
ed this requirement to mean that the ax-
payer, when it corserucred the real prop-
erty. must have been engaged, on a
regular and ongoing basis, in a rade or
business that is comsidered construction
for purposes of the North American
Industry Classification System {(NAICS).
This primarily would include all con-
struction actvity under NAICS code
2308

This requirement 1 not as restrictive
as it might seern. First, w18 not necessary
that the construction trade or business
be the taxpaver’s primary or only trade
or business.!” For example, a hotel
chain’s primary business would fall

under NAICS code 72, for sccommo-
darion and food services. Nonetheless,
if. in developing new hotel properties,
the hotel chain regularly engages in
construction activities that are de-
scribed under NAICS code 23, the
hotel chain could quality tor a Sec. 199
deducton when it sells a hotel proper-
ty, whether in a one-off transaction o1
as part of a divestiture of the enure
business.

Moreover, in addinon to conseructon
acavity under NAICS code 23, the regu-
lations provide that construction aceiv-
ity in any other NAICS code will qualify
as 3 construction trade or business, pro-
vided that the constuction actvity
relates to the construction of real prop-
erty.® The regulations provide the exam-
ple of NAICS codes 213111 (drifling oil
and gas wells and 213112 support activ-
ities for oil and gas operations) as other
activities that, though not under code 23,
would be considered a construction
trade or business for purposes of Sec.
199 Thus, it would seern that. by analo-
gy, 2 udlity company that regularly con-
structs power-generation real estate assets
might be able to obtain a Sec. 199 deduc-
tion for the purchase price allocable w
such assets if the utility were kiter sold in
an asset sade.

Taxpavers whose primary business 1s
not constructon in the classic sense mav
overlook such opportunities to claim a
Sec. 199 deduction when they sell self-
constructed real estate assets as part of a
divestiture of an entire business, 2 down-
sizing, or 2 one-off ransaction.

Conclusion

Although Sec. 199 has been in effect
for several vears now;, taxpayers generally
are not aware of all the situations in
which a domesgc production deducton
may be available. Pracddoeners with
chierts who are selling a gade or business
in an acnual or deemed asset sale should
make sure that the clients are aware of
the potential for Sec. 199 benefits in these
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