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I. Introduction

The American Jobs Creation Act of 2004 (the “AJCA”)
 enacted a new provision entitled “Income attributable to domestic production activities” to replace the extraterritorial income (“ETI”) exclusion regime.  The new provision, contained in section 199,
 permits taxpayers to claim a deduction equal to a percentage of taxable income attributable to domestic production activities.
  The purpose underlying the new provision is to enhance the ability of domestic businesses, and domestic manufacturing firms in particular, to compete in the global marketplace.  Congress believed that a reduced tax burden on domestic manufacturing would improve the cash flow of domestic manufacturers, make investments in domestic manufacturing facilities more attractive, and result in the creation and preservation of U.S. manufacturing jobs.

A reader interested in the operation of this new provision might speculate why this article is published in an international tax journal.  Surely, the repeal of the ETI provision and its replacement by a domestic activities production deduction would be a tenuous connection.  The answer is that by creating a new incentive for taxpayers to characterize income as manufacturing and deductions as non-manufacturing, section 199 raises issues spanning numerous, diverse sections of the Internal Revenue Code, including many international provisions.  

Domestic taxpayers seeking to utilize this new provision have complained that they are not familiar with important concepts and rules related to the computation of the new deduction that incorporate international tax concepts, such as transfer pricing and the allocation and apportionment of deductions under section 861.  This article is intended to assist domestic taxpayers in dealing with section 199 by demystifying selected international provisions and explaining them in the context of the domestic production activities deduction.  We also identify several significant planning opportunities and traps for the unwary. 

Finally, by way of introduction, we would note that in February, the Internal Revenue Service (the “Service”) published Notice 2005-14
 (the “Notice”), which provides interim guidance in implementing the new deduction.  As this article goes to press, the next iteration of guidance, the proposed regulations, is expected to be issued any day.
  Obviously, the analysis contained in this article is subject to change based on the content of the regulations.  However, based on statements by Treasury officials at various conferences and in speeches, we expect that the proposed regulations will not differ substantially from the Notice for the selected topics discussed in this article.  Furthermore, since the deduction is effective for income recognized for tax purposes in taxable years beginning after January 1, 2005, taxpayers cannot afford to await final or even proposed regulations to structure their transactions in order to maximize their benefit under section 199.    

We begin our discussion with a summary of the computation of the deduction, an understanding of which is basic to the discussion of the international tax rules and concepts considered herein.   

II. Computation of the Section 199 Deduction for Corporate Taxpayers 

Section 199 provides that “all members of an expanded affiliated group shall be treated as a single corporation” for purposes of section 199.
  An expanded affiliated group (“EAG”) is an affiliated group as defined in section 1504(a), determined by substituting a 50% vote-and-value ownership test
 for the 80% vote-and-value test for consolidation and by including insurance companies subject to section 801 and corporations that have elected the possession tax credit under section 936.
  

Although the interim guidance follows the statute by stating that all members of an EAG are treated as a single corporation, the Notice actually provides that an EAG computes its section 199 deduction by first computing each member's separate qualified production activities income (“QPAI”).
  Thus, Steps 1 through 3, below, must be completed separately for each EAG member.

STEP 1 – Identify Qualifying Revenue.  The first step in calculating the section 199 deduction is to determine the amount of gross receipts earned from qualifying activities.  As relevant here, section 199 defines domestic production gross receipts (“DPGR”) as the gross receipts that are derived from any lease, rental, license, sale, exchange, or other disposition of qualifying production property (“QPP”) that was manufactured, produced, grown, or extracted (“MPGE’d”) by the taxpayer in whole or in significant part within the United States.
  QPP is defined as tangible personal property, any computer software, and certain sound recordings.
  

The Notice defines MPGE broadly to include, among others, “activities relating to manufacturing, producing, growing, extracting, installing, developing, improving, and creating QPP.”
  Treasury representatives have stated that they generally did not intend for the definition of MPGE to perform much work in terms of limiting the availability of the deduction.  Instead, this gate-keeping function is primarily performed by the requirement that the taxpayer must have MPGE’d the QPP “in whole or in significant part” within the United States.  Thus, for example, Treasury representatives have stated that they did not adopt the subpart F substantial transformation test imposed in the regulations under section 954
 because that test is imposed as a limitation on the definition of manufacturing, whereas Treasury intended for manufacturing to be broadly defined and for any limits to be imposed by the requirement that the taxpayer MPGE’d the QPP in whole or in significant part.
Under the Notice, the requirement that property was MPGE’d “in significant part” in the United States is met if the taxpayer’s manufacturing activity is “substantial in nature,” taking into account all of the facts and circumstances, including the relative value added by the taxpayer’s activity, the relative cost of the activity, and the nature of the activity (the “facts-and-circumstances test”).
  In addition, a safe harbor under the Notice provides that if a taxpayer’s conversion costs (i.e., direct labor and overhead) incurred in the United States are at least 20 percent of the taxpayer’s cost of goods sold for the property, the taxpayer’s activities within the United States are substantial in nature.
  

Although not stated in terms of a limitation on the definition of MPGE, the Notice does provide that minor activities such as packaging, repackaging, labeling, and minor assembly operations, as well as design and development activities, are not “substantial in nature.”
  In the case of the safe harbor test for determining whether the taxpayer’s MPGE activities were substantial in nature, such costs are excluded from consideration as conversion costs.
  For purposes of the application of the safe harbor, this rule would seem to have the same effect as simply excluding these activities from the definition of MPGE.  For purposes of the facts-and-circumstances test, however, although such activities cannot qualify as substantial in nature in and of themselves, such activities should not be excluded from the consideration of whether, in conjunction with other MPGE activities, the taxpayer’s activities were substantial in nature.

Thus, under Step 1, each member of an EAG must segregate its revenue from the lease, rental, license, sale, exchange, or other disposition of property MPGE’d in significant part by a member of the EAG
 within the United States from all other gross receipts, which would include revenue earned from the mere purchase and resale of property produced by another person, revenue earned from the disposition of goods produced by the taxpayer entirely outside the United States, revenue from the performance of services, and interest and investment income.  There is, however, a de minimis rule that permits a taxpayer to treat all of its revenue as gross receipts qualifying for the section 199 deduction if the non-qualifying portion of the taxpayer’s total gross receipts is less than 5 percent of the taxpayer’s total gross receipts.


STEP 2 – Assign Cost of Goods Sold.  After subdividing gross receipts between qualifying and non-qualifying sources, each member must assign its cost of goods sold to such revenue sources.   

STEP 3 – Allocate Period Costs and Other Expenses.  The last step in determining QPAI for purposes of section 199 is to reduce the taxpayers’ qualifying gross income (i.e., DPGR minus related cost of goods sold) by allocable period costs.  For large taxpayers, this allocation must be based on the allocation and apportionment rules of Reg. § 1.861-8.

STEP 4 – Calculation of the EAG’s Deduction.  Once each member of an EAG has computed its separate QPAI, each member’s QPAI, taxable income, and W-2 wages are aggregated in order to apply the taxable income and W-2 wage limitations at the EAG level.  To compute the deduction, the EAG multiplies the applicable percentage, 3 percent for taxable years beginning in 2005, by the lesser of the EAG’s aggregate QPAI and aggregate taxable income, determined without regard to the section 199 deduction itself.  The statute further limits the amount of the deduction to 50 percent of the EAG’s W-2 wages paid during the calendar year that ends within the taxable year.  The EAG’s deduction is then allocated among the members in proportion to their relative amounts of QPAI, if any.  

We now consider the international aspects of section 199.

III. Definition of the United States

As mentioned above, QPP is property that was MPGE’d by the taxpayer in whole or in significant part within the United States.  For purposes of the application of section 199, the term United States includes the 50 states and the Distinct of Columbia and includes the territorial waters of the United States and the seabed and subsoil of those submarine areas that are adjacent to the territorial waters of the United States and over which the United States has exclusive rights in accordance with international law with respect to exploration and exploitation of natural resources.
  Importantly, the term does not include the possessions or territories of the United States, such as Puerto Rico, the U.S. Virgin Islands, Guam, or American Samoa, or the airspace over the United States.

In order to obtain benefits under section 199, it is necessary that property be MPGE’d by the taxpayer in whole or in significant part within the United States.  It is not material for section 199 purposes whether income derived from the lease, rental, license, sale, exchange, or other disposition of QPP is derived from U.S. or foreign sources under the Code’s source of income provisions.
  However, from an international tax planning point of view, domestic taxpayers that have international operations should not neglect the source of income rules for purposes of their international tax planning, since obtaining benefits under section 199 does not preclude obtaining benefits under the international provisions of the Code.  

IV. Cross-Border Contract Manufacturing

A.
Introduction

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

As discussed in detail below, it now seems clear that, consistent with the Notice, the regulations will provide that only the taxpayer with the benefits and burdens of ownership of QPP under federal income tax principles during the period an MPGE activity occurs with respect to the QPP will be attributed the MPGE activity and, therefore, will be eligible for the section 199 deduction.  Since contract manufacturing arrangements usually can be structured so that either the contractor or the principal will be treated as the tax owner during the production process, taxpayers should reevaluate their arrangements to ensure that in each case benefits under section 199 are maximized.  

B. Background

In a typical contract manufacturing relationship, the principal provides the contract manufacturer with the product specifications, rights to use intangibles to manufacture the product, and, in some instances, the tools and dies, while the contractor owns the plant, property and equipment used to manufacture the product, uses its own employees to perform the actual manufacturing activities, and, in some instances, uses its own intangibles in the manufacturing process.  The principal may exercise varying degrees of control over the manufacturing activities, such as quantity, quality and timing of production.  Either the principal or the contractor may have title to the raw materials, components, work-in-process, and finished products. 

Contract manufacturing arrangements can be subdivided into two categories based on which party has legal title to the work product.  In a “consignment” or “tolling” arrangement, the principal acquires the raw materials and components and consigns them to the contract manufacturer, who performs the manufacturing service.  In this type of arrangement, the principal has title to the property while it is undergoing manufacturing and thereafter.  In contrast, in a “buy-sell” arrangement, the contractor holds title to the raw materials, components, and work-in-process and, upon completion of the manufacturing process, transfers title to the finished product to the principal.  Thus, under a buy-sell arrangement, the contractor typically has the risk of loss while the property is undergoing the manufacturing process prior to sale to the principal.  

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 satisfaction of the principal.  Other benefits and burdens of ownership of the property being produced, apart from legal title to the property, may be allocated under both types of arrangements between the principal and the contractor based on myriad variations in the contractual terms.  Therefore, this nomenclature, without more, generally sheds little light on which party 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.  However, we use herein the term “traditional consignment manufacturing arrangement” to refer to a contract manufacturing arrangement under which the principal not only has title to the work-in-process inventory, but also has the majority of the benefits and burdens of ownership of the property while it is being produced.  We use the term “traditional buy-sell contract manufacturing arrangement” to refer to an arrangement under which the contractor has title and the majority of the benefits and burdens of ownership of the property during the production process. 

C. The Tax Ownership Requirement

With respect to manufacturing that occurs pursuant to a contract manufacturing arrangement, the Notice applies section 199 quite narrowly, providing for a significant cutback in the total section 199 deduction available to the principal and the contractor, as compared with the deduction that would be allowed if the exact same manufacturing activity had been conducted by an integrated producer.  This disparate treatment of contract manufacturing results from the requirement that a taxpayer must have had the benefits and burdens of ownership (i.e., tax ownership) of QPP in order to earn section 199 benefits.  

Under the Notice, there are really two independent requirements that a taxpayer must have had tax ownership of QPP.  

The First Ownership Test.  The first ownership requirement follows straightforwardly from the statutory text: DPGR must be “derived from the lease, rental, license, sale, exchange, or other disposition of QPP.”  In other words, DPGR must be derived from the transfer of a property interest in the QPP; a taxpayer cannot transfer an interest it never had.  

It must be conceded that there is a plain difference in the statutory text requiring DPGR from QPP to be derived from the “lease, rental, license, sale, exchange, or other disposition of qualifying production property” and the parallel provisions providing the deduction for “construction performed in the United States” and “engineering or architectural services performed in the United States for construction projects in the United States.”
  As a result, the Notice does not require taxpayers performing construction, architectural, or engineering services to have had an ownership interest in the construction project to which the services relate.  

The Second Ownership Test.  The derivation of the second ownership requirement is less straightforward.  Treasury interprets the statutory requirement that property was MPGE’d “by the taxpayer” as implying that only one taxpayer may qualify for the section 199 deduction with respect to a particular production activity.
  Treasury implements this conclusion by providing that, where one taxpayer performs a qualifying activity pursuant to a contract with another party, only the taxpayer with the benefits and burdens of ownership of property when a qualifying activity is performed with respect to the property is treated as engaging in the qualifying activity.
  The Notice’s explanation of this provision further provides that if a contractor does not have the benefits and burdens of owning the property during the period a qualifying activity occurs, the contractor is more appropriately viewed as performing a service for the customer.

Thus, under a traditional buy-sell arrangement, where the contract processor is considered to own its work-in-process, only the contract processor will be entitled to the section 199 deduction.  If, instead, the principal is considered the tax owner of the work-in-process, which is merely consigned to the contract processor, only the principal will be entitled to the section 199 deduction, and then only if the principal earns gross receipts by subsequently transferring a property interest in the QPP to a third party.  This approach could lead to planning opportunities or traps for the unwary, as discussed in subsection E, below. 

Admittedly, the statutory requirement that gross receipts be derived from the lease, rental, license, sale, exchange, or other disposition of QPP requires a taxpayer to have had an ownership interest in the QPP at some point in time in order to earn DPGR.  Thus, a contract manufacturer that never had an ownership interest in its work product, i.e., a traditional consignment manufacturer, could not qualify for section 199 benefits regardless of whether it were treated as a manufacturer of the property, because the contractor would not earn gross receipts from the sale or other disposition of the property.  Regrettably, the statute itself mandates this disparate treatment.

The Notice’s discriminatory treatment of contract manufacturing arrangements goes much further than is required under the statute, however.  The unfavorable treatment is primarily the result of the second ownership test—i.e., that in order to be treated as having MPGE’d QPP, a taxpayer must have had tax ownership of the property while it was MPGE’d.
  This rule, in conjunction with Treasury’s view that there is only one tax owner at any point in time,
 means that either the principal or the contractor, but not both, will be treated as having manufactured the QPP.  Thus, although in a traditional buy-sell contract manufacturing arrangement both the contractor and the principal will earn gross receipts from sales (assuming that the principal does not retain the property for use in its business), and thus both would satisfy the first ownership test, only the contractor will satisfy the second ownership test and therefore be treated as having produced the property.

Treasury has drawn sharp criticism from the tax community for requiring ownership of QPP as a prerequisite for section 199 benefits.
  

The Notice states that the purpose of the second ownership test is to assure that only one taxpayer is able to claim the section 199 deduction with respect to any particular production activity.  However, section 199 benefits would not be duplicated if both parties to a contract manufacturing arrangement qualified for benefits based on the same activity, because the contractor’s gross receipts would represent cost of goods sold to the principal if the principal subsequently were to resell the QPP.  In fact, instead of avoiding a duplication of benefits, Treasury’s rule actually results in a significant cutback of section 199 benefits for contract manufacturing arrangements, as compared with the benefit available to an integrated producer, because under Treasury’s rule section 199 benefits are only available for the profit margin of either the contractor or the principal, but not both.  

An integrated manufacturer generally may treat the retail sales price of QPP as DPGR.  As a result, 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 manufacturing processes, incorporated into or used to produce the QPP; (2) the return on marketing intangibles that enable the manufacturer to charge a premium; (3) the return on the actual manufacturing processes; and (4) the return on distribution activities.  

The application of Treasury’s second ownership test to contract manufacturing arrangements means that, depending on which taxpayer has the benefits and burdens of ownership while the QPP is manufactured, either (1) the principal will earn QPAI for the return on its intellectual property, marketing intangibles, and distribution activities or (2) the contract manufacturer will earn QPAI for the return on manufacturing activities (and any intellectual property that it owns and employs to manufacture the QPP).  Since the U.S. manufacturing activities are the same, regardless of whether conducted by an integrated manufacturer or pursuant to a contract manufacturing arrangement, no policy reason justifies this disparate treatment.  

Although section 199 is intended to influence taxpayers’ choices regarding where, in a geographical sense, to locate their manufacturing activities, there is no indication that Congress intended to influence taxpayers’ decisions regarding how most efficiently to 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 significant part within the United States, the amount of section 199 benefits should not depend on whether a single, integrated taxpayer performs all of the functions to develop, produce, and sell the QPP, or whether multiple taxpayers participate in this effort.  Furthermore, section 199 is not concerned with the location of the non-manufacturing activities required to develop, produce, and sell QPP.  If an integrated producer manufactured QPP in significant part within the United States, the integrated producer would earn DPGR for its retail sales price, even if other support services were conducted outside the United States by an EAG member.    

Unfortunately, Treasury has indicated that it will retain the requirement that a taxpayer must have had the benefits and burdens of ownership of QPP while it was produced in order to meet the requirement that QPP was MPGE’d by the taxpayer.
  Thus, taxpayers must determine which party to a contract manufacturing arrangement is the tax owner of the work-in-process inventory so that (i) the taxpayer’s gross receipts can be said to be derived from a disposition of QPP and (ii) the taxpayer is attributed the MPGE activities that occur with respect to the QPP.

D. The Benefits and Burdens Standard 

Notice 2005-14 provides that, for purposes of section 199, the benefits and burdens of ownership standard is “based on the principles under § 936 and § 263A.”
  Nonetheless, Treasury representatives have stated on several occasions that ownership under section 199 is to be determined in light of the purposes of section 199.
  Therefore, the Notice does not directly import the rules developed for determining which taxpayer has the benefits and burdens of ownership under sections 936 and 263A for purposes of making the determination under section 199.  



1.
Relevance of Section 936

The applicability of principles developed under section 936
 to the determination of which taxpayer has the benefits and burdens of ownership is opaque.  Section 936 provides that a domestic corporation that elects the application of that section and meets certain requirements is entitled to a possessions tax credit with respect to, inter alia, taxable income derived from the active conduct of a trade or business
 within a U.S. possession.
  Highly analogous to section 199, section 936 was enacted for the purpose of encouraging job creation and investment in the U.S. possessions.
  

However, although section 936 does deal with the attribution of manufacturing activities conducted pursuant to a contact manufacturing arrangement, such attribution does not depend on the tax ownership of property during the production process.  Furthermore, even when a contract manufacturer’s activities are attributed to the principal for purposes of determining whether the principal qualifies for section 936 benefits, the contractor nonetheless may claim section 936 benefits based upon the same activities.  In other words, similar to the interpretation for which we advocate under section 199,
 under section 936, both the contractor and the principal could qualify for section 936 benefits for the exact same activity.  Because the drafters of the regulations under section 936 implicitly did not believe that only one party to a contract manufacturing arrangement should qualify for section 936 benefits, the regulations do not impose a tax ownership test for determining which party is attributed the contract manufacturing activity.  Instead, the rules for determining when manufacturing is attributed to the principal for purposes of section 936 are based in concept on the subpart F rules then in existence.

Under section 936, the manufacturing activities of an unrelated contractor are attributed to a possessions corporation for purposes of determining whether the possessions corporation meets the “significant business presence test” with respect to a product
 if the contractor (i) performs work on inventory owned by the possessions corporation (or another member of its affiliated group) for a fee without the passage of title (i.e., consignment manufacturing), (ii) performs production activities under the direct supervision and control of a member of the affiliated group, or (iii) does not undertake a significant risk in manufacturing the product (e.g., it is paid by the hour).
  Further, attribution is also available if the contractor uses intangible property owned or licensed by the possessions corporation or a member of its affiliated group in producing the product and which becomes part of the product.  Finally, the courts have considered the concept of contract manufacturing in the context of section 936 in Medchem (P.R.), Inc. v. Commissioner
 and Electronic Arts, Inc. v. Commissioner.
  These cases broadly held that, for purposes of section 936, a contract manufacturer’s activities may be attributed to the taxpayer, provided that the taxpayer is sufficiently involved in the manufacturing process.
The drafters of the regulations under section 936 adopted broad rules for the attribution of contract manufacturing activities to a principal, and their formulation and the judicial interpretations are not particularly helpful in the application of the section 199 contract manufacturing standard, even though an underlying purpose of section 936 was to encourage economic activity in the possession.  Nonetheless, if any meaning can be gleaned from the Notice’s reference to the principles under section 936 for determining which taxpayer has the benefits and burdens of ownership, perhaps it is that the factors discussed in the preceding paragraph are relevant to that determination.



2.
Relevance of Section 263A 

Under the uniform capitalization (UNICAP) rules of section 263A, “producers” of inventory property are required to include in the cost of the inventory the direct and indirect costs of producing the property.  In contrast to section 936, the attribution of production activities conducted pursuant to a contract manufacturing arrangement under section 263A does depend, in part,
 on which taxpayer is the tax owner of the property while it is being produced.  Specifically, the UNICAP regulations state:

[A] taxpayer is not considered to be producing property unless the taxpayer is considered the owner of the property produced under federal income tax principles.  The determination as to whether a taxpayer is an owner is based on all the facts and circumstances, including the various benefits and burdens of ownership vested with the taxpayer.  A taxpayer may be considered the owner of property produced, even though the taxpayer does not have legal title to the property.

The standard for determining tax ownership in Notice 2005-14 is articulated more narrowly, however:

[O]nly the taxpayer that has the benefits and burdens of ownership of the property under federal income tax principles during the period the qualifying activity occurs is treated as engaging in the qualifying activity.

Thus, while both provisions treat the owner of property for federal tax purposes as the producer of the property, section 263A explicitly provides for an inquiry into all of the facts and circumstances,
 whereas Notice 2005-14 does not.  Some of the factors, in addition to the traditional benefits and burdens, that have been considered relevant to a determination of ownership under section 263A include the degree of utility or value added by the contractor, the extent to which the contractor’s production activities transform or convert the materials into a different product, and whether the contractor’s efforts are necessary for a merchantable product.
  According to a public comment by a Treasury official, the reference to benefits and burdens in Notice 2005-14 was not intended to include these additional factors.
  

We have recommended that the test for determining whether a taxpayer is considered to own QPP under section 199 should be the same as the test under Reg. § 1.263A-2(a)(1)(ii)(A) for determining whether a taxpayer owns its work product and therefore is treated as a producer subject to the uniform capitalization rules of section 263A.
  Since the Treasury does not seem inclined to adopt this view, we next consider the application of the more traditional indicia of benefits and burdens of ownership to contract manufacturing arrangements. 


3.
Applying the Benefits and Burdens Standard in the Contract    




Manufacturing Context 
The benefits and burdens of ownership test has been applied to determine which taxpayer is the owner of property for federal income tax purposes in a variety of factual circumstances, such as determining whether a sale ever occurred,
 determining whether a taxpayer is subject to the inventory rules of sections 471 and 263A,
 and distinguishing a sale from a secured financing.
  The courts and the Service have formulated various lists of factors to be taken into account in deciding the issue.
  The specific factors listed and the relative weight given to each factor have varied depending on the context, since the analysis is usually tailored to fit the particular circumstances in which the issue arises and the specific nature of the property involved.  

The most-often cited benefits and burdens of ownership are the location of formal legal title to the property, the right to possession of the property, exposure to risk of loss upon physical destruction of the property,
 control over the management of the property,
 opportunity for economic gain or exposure to economic loss with respect to the sale of the property, and control over the disposition of the property, which includes the rights to intellectual property rights to the property.
  

Although no single one of these factors is determinative in deciding 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 parties will experience with respect to the property at issue.
  In assessing the potential for profit or loss, the authorities outside of the contract manufacturing context naturally focus on which taxpayer would have the benefit or burden of a change in the value of the property during the period for which ownership is at issue.  Thus, although often stated as a separate factor, the factor of control over the disposition of the property—i.e., whether the contractor has the right to compel the customer to purchase the produced property and, conversely, whether the customer can require the contractor to sell it the property—is really subsumed under the factor of opportunity for economic gain or loss.  

These cases are less useful when the tax ownership of property that is the subject of a contract manufacturing arrangement is at issue.  In the contract manufacturing context, there is usually no question that, when the contract is completed, the customer will be the owner of the property; the only question is the determination of the precise point in time when the customer becomes the owner of the property.  

When goods are custom manufactured to the customer’s specifications, the customer will almost always be obligated to purchase the produced property.  In many such cases, whether the contractor is legally compelled to sell particular items of custom manufactured property to the customer or, instead, could fulfill the contract by manufacturing replacement items will be moot, because the property will be valuable only to the customer and will have only scrap value to the contractor.
  Furthermore, the customer often retains ownership of intangibles, such as patents, copyrights, and trademarks, which are utilized by the contract manufacturer to produce the finished product.
  Under these circumstances, the contract manufacturer cannot legally sell its finished product to anyone other than the customer that owns the intangibles.  When a contract manufacturer is obligated to sell all of its work-in-process to the customer at a predetermined price, the contractor lacks the benefits and burdens of fluctuations in the value of its work product.  

It simply cannot be that the customer rather than the contractor is treated as the tax owner of a contractor’s work-in-process inventory whenever circumstances, whether legal or practical, compel the contractor to sell the finished product to the customer.  Thus, cases applying the benefits and burdens test outside of the contract manufacturing context have limited application to contract manufacturing arrangements, since these cases tend to elevate the right to benefit from fluctuations in the value of property and to control the disposition of the property above the other factors.  If the weighting of the various factors in these cases applied in the contract manufacturing context, a contractor would rarely be treated as the owner for tax purposes of the property it produces.  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 are considered, 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 of the production process, the contractor has been held to be the owner of the property being produced.
  

The Tax Court’s holding in Suzy’s Zoo v. Commissioner,
 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 purposes of the uniform capitalization rules under section 263A.  This conclusion represents an over reading of the Tax Court opinion.  Most recently, in PLR 200328002, the Service rejected the notion that control over the disposition of property, and the consequent ability to benefit from fluctuations in the value of the property, is the sine qua non of ownership for purposes of section 263A.  The reasoning in PLR 200328002, however, was based in part on the additional facts and circumstances that are relevant under section 263A, such as the complexity of and value-added by the contractor’s manufacturing process, which appear not to be relevant under the traditional benefits and burdens standard in Notice 2005-14.  For the removal of doubt caused by Suzy’s Zoo, the Treasury should provide examples in the forthcoming regulations demonstrating situations in which a contractor that lacks the unfettered ability to sell its output nonetheless is considered the tax owner.  

For example, a contractor may be considered the tax owner of property produced, despite the contractor’s legal obligation to sell all of its output to the customer, if the contractor has other indicia of ownership, such as risk of loss, ownership of intangibles used in the manufacturing process, has discretion to decide how to produce the property, and is subject to a wide range of possible economic outcomes from its production activity.  Regarding this last factor, although a contractor that is compelled to sell its output to the principal, perhaps because it incorporates the principal’s intellectual property, may not have the benefits and burdens of fluctuations in the value of the property, the contractor may nonetheless be subject to a wide range of economic outcomes from its manufacturing activities because, for example, the contractor is paid on a per piece basis and the manufacturing process is complex and variable.  This factor was important under section 936, which attributed a contract manufacturer’s activities to the principal when the contractor did not undertake a significant risk in manufacturing the product, for example, because it was paid by the hour.
  Similarly, for purposes of sections 199, contractual terms that establish a relatively wide range of possible financial outcomes for the contractor should militate in favor of treated the contractor as the owner.  

E. Opportunities and Traps for Cross-Border Contract Manufacturing

In the case of a contract manufacturing arrangement in which the principal has the benefits and burdens of ownership of the work-in-process inventory while the contractor performs the manufacturing activities, the principal will only qualify for the deduction if the principal can demonstrate that the MPGE performed by the other party on behalf of the taxpayer is performed in whole or in significant part within the United States.
  

Where both the principal and the contractor are domestic corporations, the section 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 distribution activities is likely to be higher than the contractor’s return on its manufacturing 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 receipts from a sale or other disposition of the QPP) or if the principal expected to report a taxable loss for the year, since the section 199 deduction is limited by taxable income.

The considerations differ, however, if the principal is a foreign corporation.  If a foreign corporation enters into a consignment manufacturing arrangement with a domestic corporation, the foreign corporation would be treated as the manufacturer of the product for section 199 purposes.  The foreign corporation, however, may not be able to utilize the deduction because of its U.S. tax position.  Thus, in this case, it might be possible for the parties to negotiate how the manufacturing deduction could be shared if, instead of utilizing a traditional consignment manufacturing arrangement, the parties utilized a traditional buy-sell contract manufacturing arrangement.  In seeking to maximize benefits under section 199, care should be taken by the foreign corporation that it does not unknowingly risk additional exposure to U.S. taxation.

Finally, if either a domestic or a foreign corporation enters into a contract manufacturing arrangement of any type in the United States, it should not overlook the rule contained in Reg. § 1.863-3, dealing with the 50/50 source of income rule for income from the manufacture and sale of inventory which is produced in one country and sold in another.  That rule precludes a principal from claiming that it manufactured property produced by a contractor for purposes of section 863.
  Thus, even though a principal may be treated as the manufacturer for section 199 purposes, it will not be treated as the manufacturer for applying the section 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 foreign source income.
 

V. Section 482, the Arm's Length Standard

F. The Need for Allocations under Section 199

For regular federal income tax purposes, a taxpayer may account for a particular transaction according to the predominant nature of the transaction.  Thus, a taxpayer may accrue revenue from a service transaction under the three-part test set forth in Rev. Rul. 74-607,
 even though the transaction includes an embedded sale of goods, such as when an auto mechanic transfers lubricants to a customer in the course of repairing a car.  Conversely, a taxpayer may account for all of the revenue from a sale of goods under the shipment accrual method, despite the fact that the transaction includes an embedded service.   

For section 199 purposes, however, Treasury has determined not to look only to the predominant nature of a transaction as would be required, for example, under subpart F.
  Instead, when transactions include a mix of goods and services, the Notice requires taxpayers to allocate the gross receipts from the transaction among the transaction’s components.  Thus, where a single price is charged in a transaction that includes both the sale of qualifying QPP as well as the provision of services or the sale of nonqualifying property, taxpayers will have to allocate the gross receipts from the transaction between DPGR and non-DPGR.  

A special rule provides that “de minimis” “embedded” services may be treated as generating DPGR if the price charged for the service is included in the amount charged for the sale of the QPP, and no more than 5 percent of the total gross receipts are attributable to the embedded services.
  In order to qualify for this favorable rule, however, a taxpayer must demonstrate that the portion of the gross receipts attributable to the nonqualifying aspects of the transaction does not exceed 5 percent. 

These and other rules discussed herein require the use of an allocation method to allocate gross receipts between DPGR and non-DPGR.  These allocations can be made under section 482, as explained in more detail below.
G. Application of Section 482

Section 482 constitutes one of the Service’s principal means for policing the fairness of transactions between related enterprises.  The purpose of section 482 is to ensure that taxpayers clearly reflect income in related party transactions, and to prevent the avoidance of taxes with respect to such transactions.
  Section 482 places a related taxpayer on a tax parity with an unrelated taxpayer by determining the true taxable income of the related taxpayer.
  

In determining the true taxable income of a related taxpayer, the standard to be applied in every case is that of a taxpayer dealing at arm’s length with an unrelated taxpayer.
  A related party transaction meets the arm’s length standard if the results of the transaction are consistent with the results that would have been realized if unrelated taxpayers had engaged in the same transaction under the same circumstances (“arm’s length result”).
  Section 482 provides detailed rules with respect to determining an arm’s length amount for a variety of transactions, including sales, services, the transfer or license of intangible property, and loans and advances.

Whether a related party transaction satisfies the arm’s length standard is determined by looking to the substance of the transaction.  Section 482 requires a detailed and correct understanding of the underlying facts in order to determine which related party is the true earner of the income.  In assessing the substance of the transaction for this purpose, a functional analysis is useful to identify the functions performed, the assets employed and the risks undertaken by each controlled party in the related transaction to determine whether the results of the related party transaction produce an arm’s length result.  

As discussed above, section 199 requires the identification of DPGR and non-DPGR, including in cases where a single, lump-sum price is charged.  In such cases, taxpayers will be required to devise some basis for allocating gross receipts and deductions between DPGR and non-DPGR.  Contrary to the typical section 482 case, under section 199, the issue is not really which taxpayer is the true earner but rather how much value should be attributed to each of the qualifying and nonqualifying activities for which a lump-sum price is paid.  Nonetheless, these allocations implicate the section 482 transfer pricing
 and section 861 cost allocation rules, discussed below.  Thus, an understanding of the application of the section 482 transfer pricing rules to section 199 is necessary in working with the section.

The section 482 transfer pricing rules are directly applicable to the next topic, discussed below.

VI. Determining Cost of Goods Sold when Some Activities Occur Outside the United States

A.
Special Rules for Determining Costs 

Section 199(c)(3) provides special rules covering goods that are imported and goods that are exported for further manufacture and then re-imported for further U.S. manufacture.  These rules have broad application to business operations today, including the use of contract manufacturing arrangements.


1.
The Import Rule

With respect to the rule relating to imports, the statute provides that, for purposes of determining cost of goods sold allocable to DPGR, any item or service brought into the United States shall be treated as acquired by purchase, and its cost shall be treated as not less than its value immediately after it entered the United States.
  The Conference Report and the Blue Book provide that, when an item is imported into the United States “without an arms-length transfer price,” “the value of property for this purpose shall be its customs value (as defined in section 1059A(b)(1)).”
  This reference to “without an arms length transfer price” is not contained in the statute or the Notice.
  

To a lay person, the reference to the absence of an arms-length transfer price might appear to refer to any transaction between related parties.  Such an interpretation would constitute a major deviation from current law, however, under which there is no presumption that related party transactions are not at arm’s length.  Instead, in the context of the Internal Revenue Code, the term “absence of an arms length transfer price” should be understood to refer only to related party transactions in which there is not an arms-length result (i.e., for which the transfer price does not conform to the requirements of section 482).  


2.
 The Export for Further Manufacture Rule

With respect to property that was previously exported by the taxpayer for further manufacture and is re-imported into the United States, the statute provides that the increase in the cost cannot exceed the difference between the value of the property when exported and the value of the property when re-imported into the United States after further manufacture.
  As under the general rule for imports, the Conference Report, Blue Book, and the Notice provide that the value of property when re-imported into the United States shall be its customs value, as determined under section 1059A(b)(1).
  

These two rules are intended to prevent taxpayers from earning section 199 benefits on any of the profit attributable to an activity that took place outside of the United States.  The second rule is a taxpayer-favorable limitation on the operation of the first rule, because it caps the increase to cost of goods sold at the value added to the property outside the United States.  Without this limit, the operation of the first rule, requiring imports to be costed at their value, could cause a taxpayer’s cost of goods sold to be increased for the markup attributable to manufacturing activities that took place within the United States prior to the exportation of the property for further manufacture.

B.
Application of the Rules

1.
Background

Before we discuss the application of these rules, we begin with a brief overview of the objectives and rules of U.S. transfer pricing and customs law.  


The income tax and customs rules have different objectives.  The objective of the U.S. income tax transfer pricing rules, as discussed above, is the appropriate allocation of income (and other tax-relevant items) between related parties, whereas the objective of the customs rules is to fix the dutiable value of a specific item of imported merchandise.
 


More specifically, under section 482, if a related person purchases property from another related person, the purchase price must equate to the price that an unrelated person would have charged for the same property under the same circumstances.  Under customs law,
 goods, other than those designated as duty-free, are subject to import tariffs when introduced into commerce in the United States.  Generally, tariffs are assessed on an ad valorem basis; i.e., the duty rate is expressed as a percentage of the value of the goods.  For this purpose, “value” generally means the price actually paid for the goods, subject to certain adjustments and limitations, particularly in the case of related party-sales. 


A U.S. taxpayer has conflicting incentives when valuing imported goods for income tax and customs purposes.  When a U.S. taxpayer imports goods to the United States for resale or use in its business, the taxpayer may have an incentive to overstate the price for the goods, thus reducing U.S. taxable income, particularly when the goods are purchased from a related foreign person that is not subject to U.S. tax; whereas, if imported goods are subject to a tariff or other import duty, the importer has an incentive to state a low value for U.S. customs purposes.


This potential for inconsistent reporting between the income tax and customs regimes was the basis for the enactment of section 1059A.  Section 1059A provides that the U.S. tax basis or inventory cost of imported property cannot be greater than its customs value when (i) there is an importation of goods, (ii) in a transaction between related persons within the meaning of section 482, and (iii) the imported goods also are subject to customs.  Thus, section 1059A requires an importer to use a value for U.S. income tax purposes that is no greater than the value declared for customs purposes.  Otherwise, the perceived whipsaw could occur.  Section 1059A, similar to section 482, was intended to serve as a sword in the hands of the Service and not as a tax planning tool of the taxpayer.
  

Contrary to the usual taxpayer incentives for regular income tax purposes, in determining cost of goods sold for section 199(c)(3) purposes, a taxpayer may prefer to state a low value for imported goods, in order to maximize the U.S. value added and therefore to qualify as having MPGE’d the property in whole or in significant part within the United States.  As a result of these reversed incentives, for purposes of section 199, section 1059A is referenced in order to make the customs value a floor, rather than a ceiling, for the cost of imported property to be included in cost of goods sold.

2.
Application of the Rules

The application of the sections 199 and 1059A rules regarding the effect of customs value on the cost of goods sold depend on whether a U.S. taxpayer is acquiring an item from an unrelated or related person, as determined under section 482.  

If a taxpayer imports an item or service into the United States from an unrelated party, the taxpayer should be treated as having acquired the item or service at its purchase price, which by definition is an arms-length transfer price.  As a result, the special rules referencing customs value for purposes of determining cost of goods sold under both sections 199 and 1059A should not apply.  Thus, if the taxpayer subsequently resells the property, the cost of goods sold attributable to the activities conducted outside the United States would equal the price paid to the unrelated counterparty.  Although not relevant for section 199 purposes, as a general matter, the third-party purchase price should equate to the property’s customs value.

If a related person is the counterparty, the analysis is more complex.  We have the following observations on how we believe the special cost rules under section 199 apply to related party importations:

· If goods are imported from related parties based on arm’s length terms, then the cost would equal the price paid, subject to the restriction under preexisting law that section 1059A precludes the cost or basis from exceeding the value reported for customs purposes.

· If goods are imported on non-arms length terms, section 199(c)(3)(A), read in connection with the legislative history, and the Notice provide that, for purposes of computing QPAI, the cost of goods sold of such items shall be treated as not less than the customs value immediately after the goods entered the United States, subject to the limitation discussed above that applies where property is exported from the United States for further manufacture and then re-imported.  Section 1059A provides that the basis or inventory cost for income tax purposes cannot exceed the customs value under section 1059A, except as discussed below.  

· The coordination between the section 199 rule and the section 1059A rule is less than seem precise, since the section 199 rule provides that the cost cannot be less than the customs value, whereas the section 1059A rule provides that the tax cost cannot be greater than the customs value.  Although contrary to the original purpose of section 1059A, we are not offended by this, because it seems perfectly rational to reverse the application when the taxpayer’s incentives have been reversed from overvaluing to undervaluing.  We recommend that this issue be clarified in the forthcoming section 199 regulations

· It is not clear what the value of property for section 199 purposes would be if no customs duties were imposed on the importation of the property.  The section 1059A regulations provide that where an item or a portion of an item is not subject to any customs duty or is subject to a free rate of duty, such item or portion of such item is not subject to section 1059A.
  In this case, we think the value should equate to the section 482 transfer price of the imported property.  We recommend that this issue be clarified in the forthcoming regulations.

· Note, under the section 1059A regulations, for purposes of determining inventory cost, a taxpayer may increase the customs value of imported property by amounts incurred and properly included in inventory cost for (i) freight charges, (ii) insurance charges, (iii) the construction, erection, assembly, or technical assistance provided with respect to the property after its importation in the United States, and (iv) any other amounts that are not taken into account in determining the customs value, and which are appropriately included in the cost basis or inventory cost for income tax purposes under section 263A and Reg. § 1.471-11.
  This latter rule is particularly significant, since the uniform capitalization rules under section 263A require that indirect costs attributable to inventory be included in cost of goods sold, some of which may not be included for dutiable value purposes.  That these adjustment rules apply for purposes of section 199 should be confirmed in the forthcoming regulations.
  

In summary, the two special cost rules of section 199 discussed above appear to mirror existing law.  That is, the arm’s length standard should apply, which, for related party transactions involves the application of sections 482 and 1059A.  If that is the intent, then we suggest that Treasury clearly make that statement in the forthcoming section 199 regulations.

VII. Application of the Regulations under Section 861 

A.
Background

An important step in determining QPAI for purposes of section 199 is to reduce the taxpayers’ qualifying gross income (i.e., DPGR minus cost of goods sold) by allocable “below-the-line” period costs.  For large taxpayers, the Notice provides that this allocation must be based on the allocation and apportionment rules contained in Reg. § 1.861-8 (the “Regulations”).  

When drafting Notice 2005-14, Treasury officials were under the impression that most companies with gross receipts in excess of $25 million were familiar with the Regulations.
  Since that time, the Treasury has received comments, especially from the construction industry, calling that belief into question.
  These taxpayers have complained that utilization of the Regulations will be unduly burdensome. 

In response, the Treasury is considering proposals that would allow larger taxpayers to use the simplified method available under the Notice
 to companies with income of $25 million or less, possibly under the condition that large taxpayers would be locked into using the same allocation method for a period of years.  In addition, the Treasury is considering the possibility of allowing other cost allocation methods.

Below, we begin our discussion by making a number of preliminary observations about the application of the Regulations to the determination of QPAI.  Next, we summarize the specific guidance provided in the statute and the Notice for allocating and apportioning deductions for purposes of section 199.  We then provide an overview of the operation of the Regulations and their application to section 199.  Finally, we comment on various opportunities and problems associated with using the Regulations to allocate and apportion below-the-line deductions.

B        Preliminary Observations

· The Regulations do not apply to determine what expenditures go into cost of goods sold
 or to allocate cost of goods sold between DPGR and non-DPGR.  Those amounts are determined under sections 263A, 471, and 472
 and are allocated between DPGR and non-DPGR based upon the taxpayer’s books and records, or if specific identification is not possible, using any reasonable allocation method that is not inconsistent with the method, if any, employed by the taxpayer to allocate gross receipts.
 

· The Regulations do not allow the deduction of expenditures that are not otherwise deductible nor do they disallow the deduction of expenditures that are otherwise deductible. These determinations are made under Parts VI through IX of subchapter B of the Code (Computation of Taxable Income).

· The sole purpose of the Regulations is to associate deductible expenditures with categories of gross income in order to determine net income from such categories for purposes of various Code sections.
  In the unlikely event that a taxpayer earns all of its gross income from the sale of QPP manufactured by the taxpayer, the taxpayer’s taxable income should equal QPAI and, in this case, there would be no need to apply the Regulations.  However, in the more likely case where a taxpayer derives gross income attributable to DPGR and non-DPGR, the Regulations’ function is to attribute what the Regulations refer to as “deductions” (expenses, losses and other deductions) to each category of gross income to determine the net or taxable income from DPGR (i.e., QPAI) and the net or taxable income attributable to non-DPGR.


C.
The Statute and the Notice

The statute provides that the third step in determining QPAI, that is, after determining DPGR and assigning cost of good sold to DPGR,
 is to (i) allocate deductions, expenses, or losses (hereinafter, “deductions”) directly allocable to DPGR and (ii) a ratable portion of other deductions that are not directly allocable to such receipts or another class of income; i.e., indirect deductions.
  This formulation for the allocation and apportionment of deductions against gross income attributable to DPGR follows the formulation utilized in other analogous Code sections.
  The statute then gives the Treasury regulatory authority to prescribe rules for the proper allocation of deductions for purposes of determining income attributable to DPGR.

The Treasury exercised that authority in the Notice.  The Notice provides a series of general rules relating to the allocation and apportionment of deductions against DPGR that must be utilized (and supersede the Regulations) and then provides a series of more specific rules applicable to the operation of the Regulations, as follows:

General Rules for Allocating Deductions between DPGR and non-DPGR:

· Any cost that may not be taken into account in computing taxable income for the taxable year is not treated as a deduction for purposes of allocating or apportioning deductions to DPGR.  This rule is consistent with the rule that the Regulations do not determine whether there is a deduction, but only provided rules as to its allocation and apportionment.
· The Regulations apply (subject to the modifications summarized below) unless a taxpayer is eligible to utilize the simplified deduction method or the small business simplified overall method.  Taxpayers with average annual gross receipts in excess of $25 million are not eligible for either simplified method.

· Taxpayers are not required to reduce gross income attributable to DPGR by a section 165 loss (including theft, casualty, or abandonment loss) relating to property, which, if sold, would not generate DPGR.  Thus, if a taxpayer recognizes a taxable loss on the sale of a factory that was not constructed by the taxpayer, the loss would not be allocated to gross income attributable to DPGR, even though the factory had been used by the taxpayer to produce QPP that generated DPGR. 

· Taxpayers do not have to allocate a section 172 net operating loss deduction to gross income attributable to DPGR, regardless of whether the NOL was generated by manufacturing activities.  Note, however, that NOLs are includible in the computation of the taxable income limitation.  

· Taxpayers are not required to allocate or apportion deductions to gross income attributable DPGR if the deductions are not attributable to the actual conduct of a trade or business.  Thus, for example, the standard deduction provided by section 63(c) and the deduction for personal exemptions provided by section 151 are not taken into account.  This rule would have limited application to persons other than individuals, trusts and estates.

· A taxpayer is required to allocate and apportion deductions to DPGR if the deductions are allocable and apportionable to gross income that the taxpayer is permitted to treat as DPGR pursuant to a safe harbor or de minimis rule provided in the Notice. 


Specific Rules for Applying the Regulations to Section 199:

· The Notice provides that a taxpayer with average annual gross receipts in excess of $25 million must use the Regulations to allocate and apportion deductions.  In the nomenclature of the Regulations, the deduction under section 199 is known as the “operative section.”  The operative section requires the determination of taxable income from specific activities, i.e., DPGR, which is known as the “statutory grouping” under the Regulations.  In arriving at the net taxable income from DPGR, section 199 requires that deductions be attributed either to gross income attributable to DPGR (the statutory grouping) or to other gross income, i.e., gross income attributable to non-DPGR, which is known as the “residual grouping” under the Regulations.  The terms statutory grouping and residual grouping merely are labels describing gross income from specific activities to which deductions must be attributed.

· The Regulations are applied on either a single entity basis or an affiliated group basis, depending on the expense being allocated and apportioned. Thus, for example, sales or marketing expenses related to a specific product are allocated and apportioned on a single entity basis whereas interest, R&D and other indirect deductions are allocated and apportioned on an affiliated group basis.
  As discussed below, however, there is a distinction here, since the term, “affiliated group” for purposes of the Regulations is determined under section 1504, which requires an 80 percent ownership threshold (with some important exceptions),
 whereas section 199, which is applied on an EAG basis, requires a reduced threshold of 50 percent. 

· Owners of pass-thru entities generally allocate and apportion deductions on an aggregate basis.

· A taxpayer must be consistent in the application of the Regulations. That is, if a taxpayer uses the Regulation for another operative section, it must use the same method of allocation and apportionment and the same principles for apportionment for purposes of all operative sections.  This rule of consistency (the “Consistency Rule”), which also is contained in the Regulations,
 would apply if, for example, a taxpayer also utilized the Regulations to compute its foreign tax credit limitation.  In that case, in applying the Regulations, the taxpayer would have to carefully evaluate the results of utilizing different allocation and apportionment methods, if otherwise available, for the computation of net income under both operative sections.

· Charitable deductions must be ratably apportioned between gross income attributable to DPGR and non-DPGR based on the relative amounts of gross income.  This rule is a deviation from the general rule of the Regulations, which attributes charitable deductions in their entirety to domestic source income.

· R&D is allocated and apportioned as under the Regulations, but an allocation based on geographic sources is not required because section 199 is not a cross-border operative section.

D.
Operation of Regulations


1.
Overview
 

The Regulations contain generalized and specific guidance for the allocation and apportionment of all deductions.  The generalized guidance provides operating principles for allocating and apportioning deductions on the basis of the factual relationships that exist between the deduction and classes or groupings of gross income.  The specific guidance relates to the allocation and apportionment of certain indirect deductions, such as interest, R&D, and supportive expenses (e.g., SG&A), and contains extremely detailed rules as to how to allocate and apportion these categories of deductions.
  In addition, detailed rules are provided regarding, for example, (i) how an affiliated group or partnership allocates and apportions deductions to particular sources of income or activities, (ii) how to characterize assets for purposes of the application of asset-based apportionment methods,
 and (iii) anti-abuse rules.  


2.
Preliminary Steps for Applying the Regulations to Section 199

Before a taxpayer can attribute deductions to determine QPAI, the taxpayer must:

· Determine its gross receipts, its cost of goods sold, and all of its below-the-line deductions.  

·  Segregate gross receipts attributable to DPGR and non-DPGR and attribute cost of goods sold to each of these categories of receipts.  

A taxpayer then will have derived gross income attributable to DPGR and gross income attributable to non-DPGR.  It is at this stage that the Regulations are applied to attribute deductions to gross income from DPGR and gross income from non-DPGR in order to arrive at QPAI and net income from non-DPGR.  


3.
Two-Step Process of Allocation and Apportionment

The Regulations mandate application of a two-step process for the attribution of deductions: The first step is allocation and the second step is apportionment.
  



a.
Allocation

The process of allocation refers to attributing a deduction to what the Regulations refer to as a “class of gross income.”  A class of gross income may consist of one or more items of gross income (or subdivisions of these items), such as business income, services income, interest, rents, royalties, and a distributive share of partnership gross income.
  Allocation is accomplished by allocating each deduction to the class of gross income to which such deduction is definitely related.
  

How does a taxpayer determine whether a deduction is definitely related to a class of gross income?

· One examines the factual relationship between the deduction and the class of gross income.
  The Regulations contain a helpful rule providing that, in allocating a deduction, it is not necessary to differentiate between a deduction related to one item of gross income and deductions related to another item of gross income where both items of gross income are exclusively within the same statutory grouping or residual grouping, as the case may be.
  This rule would apply, for example, to selling and marketing expenses incurred to sell DPGR.  The Regulations also provide an unhelpful rule to the effect that the classes of gross income are not predetermined but must be determined on the basis of the deduction to be allocated.
  This rule is circular at best, but emphasizes that it is the deduction that defines the class of income to which the deduction is directly related.

· One determines whether a deduction is definitely related to a class of income if it is incurred as a result of, or incident to, an activity or in connection with property from which that class of gross income is derived.
  This relationship exists where the activity or property (i) generates, (ii) has generated, or (iii) could reasonably have been expected to generate gross income.

· Sometimes a taxpayer most readily can determine that a deduction is definitely related to a class of gross income by determining the categories to which such deduction is not related and concluding that it is definitely related to a class consisting of all other gross income.

· With respect to supportive expenses, such as SG&A, the Regulations permit a taxpayer to allocate and apportion such deductions by piggybacking the allocation of the supportive expense with the treatment of other definitely related deductions to which they relate.

· Although the Regulations presume that most deductions will be related to some class of a taxpayer’s total gross income, they also contemplate that some deductions will be factually related to all of a taxpayer’s gross income.

· A deduction that does not bear a definite relationship to a class of gross income that constitutes less than all of a taxpayer’s gross income ordinarily is treated as definitely related to all of a taxpayer’s gross income.

· The Regulations provide that certain deductions, such as interest and R&D, are related to all of a taxpayer’s gross income.

· Certain deductions are treated as not definitely related to any class of income, such as the charitable contribution deduction.
  In this case, technically, there is no allocation. Rather, there is only ratable apportionment between the statutory grouping and the residual grouping, based on a gross income ratio.  As note above, the Notice provides that charitable deductions are ratably apportioned between gross income attributable to DPGR and non-DPGR.  Apart from charitable contributions, deductions that are not definitely related to any gross income should have limited application in the determination of QPAI.


Once a taxpayer has determined the class of income to which a deduction is definitely related, the taxpayer charges that deduction against that class of income.


Special Rules:
· A deduction must be allocated even if there is no item of gross income in a class of gross income.

· Allocation is required even though the amount of the deduction exceeds the amount of gross income in a class of gross income.

· Allocation is required with respect to tax-exempt income, but tax-exempt income and assets are ignored when apportioning expenses among statutory and residual groupings of income.
  .

· If, as a result of an allocation or apportionment, there is a loss in the statutory grouping, the effects are determined under the operative section.



b.
Apportionment
The process of apportionment involves attributing a deduction between the statutory grouping (DPGR) and the residual grouping (non-DPGR), if necessary, once a deduction has been allocated to a class of gross income.
  For example, interest expense must be apportioned since it generally is allocated to all of a taxpayer’s gross income.

Apportionment is only required if it is necessary to attribute a deduction to a class of gross income some of which is in the statutory grouping (DPGR) and other of which is in the residual grouping (non-DPGR).  If a deduction is definitely related to a class of gross income that is composed entirely of income within the statutory grouping or the residual grouping, as the case may be, there is no need for apportionment.
  

Apportionment is accomplished in a manner that reflects to a reasonably close extent the factual relationship between the deduction and the grouping of gross income, unless the Regulations mandate how a particular deduction should be apportioned, such as for interest or R&D.  For these non-mandated areas, the Regulations include an illustrative, non-exclusive list of bases or factors that can be used to apportion a deduction, which include (i) units sold, (ii) gross receipts, (iii) cost of goods sold, (iv) profit contribution, (v) expenses incurred, assets used, salaries, space utilized, or time spent, (vi) gross income, and (vii) asset values.
 

Similar to an allocation, apportionment is required even if there is no gross income in the statutory grouping or the apportioned deductions will exceed the amount of gross income in the statutory grouping.
  Again, in these cases, reference is made to the operative section as to the effect of the loss.

Finally, the Regulations provide that the effect on tax liability of the apportionment of deductions and the burden of maintaining records not otherwise maintained and making computations not otherwise made shall be taken into consideration in determining whether a method of apportionment and its application are reasonably precise.  A method of apportionment may not be used if it does not reflect, to a reasonably close extent, the factual relationship between the deduction and the groupings of income.
  Thus, a taxpayer has some leeway in determining its apportionment factors.


4.
Summary

In concept, the Regulations provide a reasonable method for determining net income from DPGR and non-DPGR.  In summary, once DPGR and non-DPGR have been determined and the cost of goods sold has been attributed to each category, a taxpayer identifies all of its deductions and allocates each deduction, based either on the general principles or the specific guidance of the Regulations to its classes of income. After the taxpayer has allocated each deduction to its classes of income, if necessary, the taxpayer then must apportion each deduction between DPGR (the statutory grouping) and non-DPGR (the residual grouping), based on the general principles or the specific guidance provided by the Regulations. As with other computations, the complexity is in deriving and assembling the data, the details of the allocation and apportionment computations, and the determination as to which methods are appropriate in the circumstances.  The next section considers these issues in the context of the determinations mandated under section 199.

E.
Application of the Regulations to Section 199: Observations, Opportunities and Traps

1.
Observations

· As our foregoing discussion suggests, we believe that the Treasury’s use of the Regulations is a reasonable exercise of its grant of regulatory authority to provide rules for the attribution of deductions to determine income attributable to domestic production activities.  The reasons for our view are as follows: 

· The section 199 statutory directive to allocate direct and indirect deductions is similar to the statutory language that Congress adopted in other operative sections, in which the attribution of deductions is governed by the Regulations.
 

· More importantly, the Conference Report and Blue Book specifically refer to the use of the Regulations (“[w]here appropriate, such rules shall be similar or consistent with relevant present-law rules (e.g., sec. 263A in determining the cost of good sold, and sec. 861, in determining the source of such items)”);
 and 

· The Regulations, promulgated in 1977 and which have undergone numerous modifications since their promulgation have been applied by taxpayers for many years and as a result have undergone continuing critical analysis. Although the Regulations continue to remain controversial, taxpayers (their advisors) and the Service understand their operation. The adoption of new, untested rules for attributing deductions may not necessarily result in rules that are either easier to apply or better. 

· Taxpayers that have not had to utilize the Regulations in the past do have a valid complaint that it may be difficult, time consuming, and expensive to assemble and classify the data necessary to perform the required allocations and apportionments.
  In order to apply the Regulations, taxpayers will be required to collect and assimilate a substantial amount of information.  For example, the Regulations permit the use of different bases or factors to apportion deductions.  If a taxpayer uses a factor, such as space utilized, the Regulations require the taxpayer to substantiate use of that factor to the Service.
  This data may not easily be obtained from a taxpayer’s books and records or tax returns and a taxpayer may have to maintain records that it does not otherwise currently maintain.
 

· Taxpayers have suggested that the Regulations do not provide any guidance on how to allocate deductions between income derived from the sale of goods and the provision of services.  Our answer to this criticism is that for deductions that are not required to be allocated and apportioned by reference to the detailed rules of the Regulations, such as interest and R&D, taxpayers are free to develop an ad hoc method that makes sense for their business, based on the general principles of the Regulations that emphasize factual relationships. 

· As mentioned above, the Code and the Regulations require that certain deductions such as interest, R&D, and certain other indirect deductions be allocated and apportioned as if all members of the affiliated group were a single corporation.
  Since the section 1504 affiliated group rules require an 80 percent ownership threshold, whereas, under section 199, the EAG requires a 50 percent ownership threshold, a taxpayer may have to perform two computations to determine group wide allocations and apportionments for purposes of applying the Regulations to section 199 and to other operative sections.  This step itself could engender complexities. 

· In allocating and apportioning deductions, the section 199 deduction itself is not an allocable deduction.

2.
Opportunities

· The allocation and apportionment of deductions under the Regulations, similar to determining and applying a transfer pricing method under section 482, is based on the facts and circumstances of the taxpayer’s particular situation.  Although the Regulations do not require detailed cost studies, a study to determine and classify costs and to determine how best to allocate and apportion deductions provides a taxpayer with a significant tax-planning opportunity.
  A cost study requires a good understanding of the operation of the Regulations. Fortunately, in this regard, professional services firms and others have prepared computer software programs to assist in this undertaking, once a taxpayer has identified and classified costs and has a basic understanding of the factual relationships between its deductions and classes of gross income.  Understanding the effects of the Regulations becomes even more important if the Regulations will be applied to other operative sections.  In that case, a taxpayer needs to evaluate the most tax-efficient application of the Regulations, particularly because of the application of the Consistency Rule to all operative sections.

· Although a taxpayer is required to follow the Consistency Rule in applying the Regulations, a taxpayer, as a general matter, is not required to apply the same method of allocation or apportionment from year to year.
 A taxpayer therefore has the opportunity, based on facts and circumstances, to utilize another method of allocation and apportionment in another year. Since adoption of another method does not affect, inter alia, the timing of the recognition of a deduction, any change should not be viewed as a change of accounting method.
  Thus, taxpayers need to reevaluate their choice of allocation and apportionment methods annually.

· Taxpayers faced with significant indirect expenses such as interest may find that application of the Regulations impacts detrimentally on the amount of their QPAI.  Such taxpayers should not overlook that, over the years, much thought and planning has been given to minimizing the detrimental effects of the Regulations, which strategies also may be useful for maximizing the section 199 deduction.

3.
Traps

· A taxpayer desirous of maximizing the section 199 deduction but not familiar with the Regulations cannot just wish the problem away.  Particularly in this era of transparency and accuracy, it is important for taxpayers to accept the complexity and cost of compliance with the Regulations and do what is necessary to make appropriate allocations and apportionments.

VIII.
Conclusion


Our purpose in writing this article was to demystify the cross references contained in section 199 to the international portions of the Code, and we hope we have achieved that to some degree.  However, in concluding, we would note that section 199, with or without the international references is extremely complex, so don’t blame those of us who practice in the international area for all of the complexity!
� 	Pub. L. No. 108-257, 118 Stat. 1418.


� 	All section references are to the Internal Revenue Code of 1986, as amended, (the “Code”) and to the regulations promulgated thereunder, unless otherwise indicated.


� 	The deduction, equal to 9 percent of a taxpayer’s income from “domestic production activities” is phased in at 3 percent for tax years beginning in 2005 and 2006, increases to 6 percent for years beginning in 2007 through 2009, and reaches 9 percent for years beginning in 2010 and thereafter. The deduction is limited to the lesser of a taxpayer’s taxable income (determined without regard to the deduction itself) and 50 percent of W-2 wages paid for the year, including wages paid in connection with non-production activities.     


� 	Joint Committee on Taxation, General Explanation of Tax Legislation in the 108th Congress (JCS-5-05), May 2005, p. 170 (the “Blue Book”)


� 	2005-7 I.R.B. 498.


� 	Treasury plans to issue proposed regulations by “mid-Summer” and final regulations by April 21, 2006, 18 months after the AJCA was signed into law.


� 	§ 199(d)(4)(A).  


� 	A technical amendment to section 199 will likely replace this test with a greater-than-50% control test.


� 	§ 199(d)(4)(B).  Section 936 has been phased out and will be terminated for taxable years beginning after December 31, 2005.  §§ 936(j); 30A(h).  Thus, it is somewhat curious that this legislation refers to section 936, particularly when the activities of a possessions corporation are conducted outside of the United States, as that term is defined for purposes of section 199, as discussed in Section III., below.  For a discussion of the implications of the section 936 phase-out and termination, see Benson, Aud, Gordon & Guzman, As the Curtain Goes Down on §936. IRS Explains the Implications of Termination.  34 Tax Mgmt. Intl. J 276 (2005). 


� 	Notice 2005-14, § 4.09(2)(a).  


� 	§ 199(c)(4)(A)(i)(I).  


� 	§ 199(c)(5).


� 	Notice 2005-14, § 4.04(3)(a).


� 	Reg. § 1.954-3(a)(4)(ii).


� 	Notice 2005-14, § 4.04(5)(b).


� 	Id. at § 4.04(5)(c).  Importantly, under these rules, more than one taxpayer can qualify for the deduction with respect to the same end product in the case where one taxpayer’s finished product becomes another taxpayer’s raw material and each taxpayer’s activities with respect to the property are substantial in nature.


� 	Id. at § 4.04(5)(b).  


� 	Id. at § 4.04(5)(c).  


� 	Under the Notice, each member of an EAG is treated as having conducted the activities conducted by any other member of the EAG.  Id. at § 4.09(2)(b).


� 	Id. at § 4.03(2).


� 	Id. at § 4.05(3)(c).  We discuss the application of these rules at length in Part VII., infra.


� 	Id. at § 4.06.


� 	Id.


� 	See §§ 861-865.


� 	See n.32, infra, ;Tobin, The New § 199 Manufacturing Deduction and Subpart F: Can Rev. Rul. 97-48 Survive the New Incentive?, 34 Tax. Mgmt. Intl. J. 113 (2005) (written prior to the issuance of the Notice).


� 	§ 199(c)(4)(A) (emphasis added).


� 	Notice 2005-14, § 3.04(4).  Treasury’s interpretation may have been derived from the statement made by Senator Grassley during the May 2004 debate on the Senate bill, where the Senator commented that the manufacturing deduction was not available to taxpayers that outsourced their manufacturing needs in order to avoid a double dipping of the deduction.  150 Cong. Rec. S4861, S4880 (daily ed. May 5, 2004) (statement of Sen. Grassley).


� 	Id. at § 4.04(4).


� 	Id. at § 3.04(4).


� 	Id. at § 4.04(4).


� 	Id. at § 3.04(4) (“Under this rule, either A or B may qualify for the deduction, but both cannot obtain the benefit of the deduction for the same activity.”).


� 	We have recommended that, contrary to the Treasury’s interpretation, where property is produced pursuant to a contract that obligates the principal to purchase the finished product that conforms to the contract requirements, both the principal and the contractor should be treated as having MPGE’d the finished product.  See Granwell & Rolfes, The Domestic Production Activities Deduction: Opportunities, Pitfalls & Ambiguities for Domestic Manufacturers, Part I, forthcoming in the Tax Management Memorandum.  That is, we would eliminate the second ownership test, which we do not believe is mandated by the statute.  Our interpretation would not provide for any inappropriate duplication of section 199 benefits and would equalize the section 199 consequences of manufacturing that is performed under a traditional buy-sell arrangement with that performed by an integrated producer.  Even under our interpretation, however, disparate treatment of consignment manufacturing would continue because a consignment manufacturer cannot satisfy the first ownership test because it never has an ownership interest in its work product and therefore does not earn gross receipts from the sale or other disposition of QPP, as required by the statute.  


	For additional critiques of Treasury’s approach, see Seago, Who Is Worthy of the Producers’ Deduction for Production under Contract?, 107 Tax Notes 721, 2005 TNT 89-40 (May 9, 2005) (asserting that the producer classification for purposes of section 199 should be based on who performed the physical production); Comment Letter from the Aerospace Inds. Assoc. (Mar. 7, 2005), 2005 TNT 49-33; Comment Letter from the Grocery Manufactures of America (Mar. 29, 2005), 2005 TNT 67-12.


	The attribution of contract manufacturing activities has been controversial in other contexts, such as in subpart F.  See Rev. Rul. 97-48, 1997-2 C.B. 89 (revoking Rev. Rul. 75-7, 1975-1 C.B. 244, and announcing that the activities of a contract manufacturer will not be attributed to a CFC for purposes of the foreign base company sales rules under sections 954(d)(1) or 954(d)(2)).  See Yoder, 928-3d T.M., CFCs – Foreign Base Company Income (Other than FPHCI), at VII.E., which contains a detailed exposition and criticism of the Service position in Rev. Rul. 97-48 and cites numerous articles dealing with that ruling.  The policies under subpart F, however, are distinct from those under section 199.  


	In other contexts, Treasury has recognized that it has broad authority to interpret the terms used in section 199 in order to accomplish the statutory purposes of the section, without regard to how those terms are interpreted under other sections.  For example, after providing that the definition of manufacturing is interpreted broadly for purposes of section 199, the Notice provides that this definition is provided “solely for purposes of section 199 based on the authority provided to the Secretary under section 199(d)(7) and does not affect the construction of these terms in other parts of the Code (for example section 954(a)(1)(A)).”


� 	See, e.g., Bennett, Proposed Rules on Manufacturing Tax Break Expected by Summer; Multiple Issues Studied, BNA Daily Tax Report (Apr. 4, 2005), at G-13 (reporting that a Treasury official had indicated that, although Treasury is considering some safe harbors under the proposed rules, it is doubtful the government will change the test for ownership of property in a contract manufacturing situation).


� 	Notice 2005-14, § 3.04(4).


� 	See, e.g., Joyce, Domestic Production Deduction Requires Attention to Statute’s Intent, Officials Say, Daily Tax Report (Mar. 29, 2005), at G-6 (quoting a Treasury official, “[j]ust 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”).


� 	Section 936 will be terminated for taxable years beginning after December 31, 2005.  See n.9, supra.


� 	Significantly, section 936 encompasses active income both from the manufacture and sale of property produced in whole or in part in a possession, as well as from the provision of services within a possession.  §§ 936 (a)(1)(A)(i) and (h)(5)(B)(i).


� 	§ 936(a).


� 	See S. Rept. 94-938, at 277-278 (1976), 1976-3 C.B. (Vol. 3) 57, 315-17; H. Rept. 94-658, at 254-55 (1975), 1976-3 C.B. (Vol. 2) 945, 946-48.  See also Medchem v. Commissioner, 116 T.C. 308, 336-37 (2002) (discussing the legislative purposes for section 936).


� 	See n.� NOTEREF _Ref108686981 \h ��32�, supra.


� 	See Rev. Rul. 75-7, 1975-1 C.B. 244 (providing the factors for determining when the activities of a contract manufacturer could be attributed to a CFC for purposes of determining whether CFC income is foreign base company income under section 954), revoked by Rev. Rul. 97-48, 1997-2 C.B. 89.


� 	These contract manufacturing rules were designed to assist the possessions corporation in meeting various aspects of the eligibility tests under sections 936(a) and 936(h) in order to obtain section 936 benefits.  See generally Reg. § 1.936-5(c) Q&A 1-5.


� 	Reg. § 1.936-5(c) Q&A 1.  


� 	295 F.3d 118 (1st Cir. 2002), aff’g 116 T.C. 308 (2001)


� 	118 T.C. 226 (2002).


� 	In addition, under section 263A(g)(2), taxpayers that have property produced for them under a contract with another party are treated as producers of the property, even if they do not own the work-in-process inventory.  Thus, where the contractor is the owner of property being produced pursuant to a contract within the meaning of section 263A(g)(2), both the principal and the contractor are treated as producers of the property.  A contractor, however, can only be treated as a producer of property under section 263A if the contractor owns the property while it is produced. 


� 	Reg. § 1.263A-2(a)(1)(ii)(A) (emphasis added).  


� 	Notice 2005-14, § 4.04(4).


� 	See PLR 200323002 (July 11, 2003) (explaining, based on the regulatory language quoted above, that the various benefits and burdens of ownership are not the exclusive factors for determining tax ownership under section 263A).


� 	See id.


� 	See Stratton, Government Officials Pressed for Details on Production Deduction, 107 Tax Notes 1364, 2005 TNT 109-3 (June 13, 2005) (quoting then-Tax Legislative Counsel Helen Hubbard);


� 	See Granwell & Rolfes, The Domestic Production Activities Deduction: Opportunities, Pitfalls & Ambiguities for Domestic Manufacturers, Part I, forthcoming in the Tax Management Memorandum.  The various cases and rulings dealing with the question of which taxpayer has the benefits and burdens of ownership emphasize different factors depending on the context in which the tax ownership issue arises.  The authorities under Reg. § 1.263A-2(a)(1)(ii)(A) have developed the factors most relevant for determining which party is the tax owner in the context of goods being produced pursuant to a contract manufacturing arrangement.  More importantly, the policies behind sections 199 and 263A are entirely consistent with imposing the same ownership test for purposes of the two provisions.  Id.


	Furthermore, we would assert that, contrary to the interpretation of the Treasury official, although on its face Reg. § 1.263A-2(a)(1)(ii)(A) might seem to provide for a broader inquiry into all the facts and circumstances, while the Notice refers only to the benefits and burdens of ownership, the test set forth in the Notice nevertheless could be read as consistent with that under section 263A, because courts applying a benefits and burdens test always consider all the facts and circumstances.


	For other critiques of Notice 2005-14’s divergence from the tax ownership test under section 263A, see Comment Letter from the Electronic Inds. Alliance (Mar. 25, 2005), 2005 TNT 62-25; Comment Letter from the Aerospace Inds. Assoc. (Mar. 7, 2005), 2005 TNT 49-33. 


� 	See, e.g., Grodt & McKay Realty Inc. v. Commissioner, 77 T.C. 1221 (1981) (finding that a sale of cattle had no economic substance; the benefits and burdens of ownership never passed to the purported purchaser); Paccar, Inc. v. Commissioner, 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 warehouse did not constitute a sale because the taxpayer retained dominion and control over the transferred inventory); Robert Bosch Corp. v. Commissioner, T.C. Memo. 1989-655 (same).


� 	See Suzy’s Zoo v. Commissioner, 273 F.3d 875 (9th Cir. 2001), aff’g 114 T.C. 1 (2000). 


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


� 	See Suzy’s Zoo v. Commissioner, 273 F.3d 875 (9th Cir. 2001); Paccar, Inc. v. Commissioner, 85 T.C. 754 (1985), acq. 1987-2 C.B. 1, aff’d 849 F.2d 393, (9th Cir. 1988); Robert Bosch Corp. v. Commissioner, T.C. Memo. 1989-655; Rev. Rul. 83-59, 1983-1 C.B. 103; PLR 200328002.


� 	In the context of contract manufacturing, the factor of liability for damage to work-in-process inventory in the possession of the contractor is often not helpful, because, even when the contractor does not own the property, 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.


� 	In the context of contract manufacturing, this factor looks to which taxpayers controls the details of the manufacturing process while the property is being produced.  Under section 263A, control by the principal of the contractor is a factor militating against treating the contractor as a tax owner.  This factor, however, may not be as important under section 199.  Following the Notice’s description of the tax ownership rule, the 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).  Nonetheless, if a contractor exercises substantial control over the manufacturing process, this factor should weigh in favor of treating the contractor as the producer of the property.  Perhaps this conclusion is reinforced by the Notice’s reference to the principles under section 936, which, as discussed above, would attribute contract manufacturing activity to a principal in cases where the principal directly supervises the contract manufacturer.


� 	Suzy’s Zoo v. Commissioner 114 T.C. 1 (2000), aff’d, 273 F.3d 875 (9th Cir. 2001) (holding that a greeting card company was the tax owner of greeting cards produced by a contract manufacturer, even though the contract manufacturer purchased all the raw materials for making the cards and held legal title, because the greeting card company retained all copyrights to the cartoons depicted on the cards, which denied the contract manufacturer the unfettered ability to dispose of the cards produced).


� 	See, e.g., Town & Country Food Co. v. Commissioner, 51 T.C. 1049 (1969) (holding that a transaction involving third-party debt was a secured loan rather than a sale, relying on factors including title, possession, and the right to receive excess proceeds from any actual sale of the debt); Illinois Power Co. v. Commissioner, 87 T.C. 1417 (1986) (holding that the potential for profit or loss is a significant factor in analyzing sale-leaseback transaction). Compare American National Bank of Austin v. United States, 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. United States, 573 F.2d 1201 (1978) (holding, for the same type of transaction but for different years, that the bank was the tax owner because, 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. United States, 426 F.2d 115 (6th Cir. 1970); Paccar, Inc. v. Commissioner, 85 T.C. 754 (1985), acq. 1987-2 C.B. 1, aff’d 849 F.2d 393 (9th Cir. 1988); Robert Bosch Corp. v. Commissioner, T.C. Memo. 1989-655.


� 	See Frank G. Wikstrom & Sons, Inc. 20 T.C. 359 (1953) (holding that the fact that the property was custom-ordered and therefore would be difficult to sell to anyone but the specific customer that ordered the property did not prevent the property from being considered the inventory of the customer and therefore subject to the cost capitalization rules); The Fame Tool & Manufacturing Co., Inc. v. Commissioner, 334 F. Supp. 23 (S.D. Ohio 1971) (rejecting the taxpayer’s contention that, because of the custom-order nature of the property it produced, the taxpayer was engaged in the business of performing services and accordingly should not be subject to the inventory rules requiring deferral of costs pending the reporting of the associated revenue). 


� 	Suzy’s Zoo v. Commissioner 114 T.C. 1 (2000), aff’d, 273 F.3d 875 (9th Cir. 2001).  See n.� NOTEREF _Ref108856216 \h ��58�, supra.


� 	See, e.g., PLR 200328002.


� 	114 T.C. 1 (2000), aff’d 273 F.3d 875 (9th Cir. 2001).  See n.� NOTEREF _Ref108856216 \h ��58�, supra.


� 	See Subsection D.1., above, for a discussion of the principles under section 936.


� 	Notice 2005-14, § 4.04(5)(a)


� 	Note, however, that when a taxable loss would not result but for the deduction of an NOL carryover under section 172(a), the section 199 deduction may, in effect, be preserved, as an increase to the amount of the unabsorbed NOL that is carried forward to a subsequent year.  For an in depth discussion of this issue, see Granwell & Rolfes, The Domestic Production Activities Deduction: Opportunities, Pitfalls & Ambiguities for Domestic Manufacturers, Part II, forthcoming in the Tax Management Memorandum. 


� 	Reg. § 1.863-3(c)(1)(i)(A); The preamble to the final regulations set forth the reasoning of the Service with respect to this provision as follows: 


[P]roduction assets are limited to those owned directly by the taxpayer that are directly used by the taxpayer to produce the relevant inventory.  These rules are intended, to insure that taxpayers do not attribute the assets or activities of related or unrelated parties manufacturing under contract with the taxpayer . . . .  Treasury and the IRS, however, believe it is appropriate to limit production assets in the apportionment 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 line 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 manufacturing arrangements.  The final regulations clarify, however, that this rule does not override the single entity rules set forth under section 1.1502-13 (dealing with members of an affiliated group filing on a consolidated basis), or the rules under section 1.863-3(g) dealing with partnerships.


T.D. 8687, 61 F.R. 60540.


� 	862(a)(6); 865(b).


� 	1974-2 C.B. 149.


� 	See Reg. § 1.954-1(e)(3) (use of predominant character test for subpart F other than for foreign personal holding company income).  An example of this rule is the engineering, fabrication and installation of a facility as part of an integrated transaction.  If the portion of the income that relates to services is not accounted for separately from the portion that relates to sales, and is otherwise not separately determinable, then the classification of income from such a transaction is made in accordance with the predominant character of the arrangement.  Id.


� 	Notice 2005-14, § 4.04(7)(b).  


� 	Reg. § 1.482-1(a)(1).  


� 	Id.


� 	Reg. § 1.482-1(b)(1).  


� 	Id.


� 	For example, transfer pricing concepts have direct relevance with respect to embedded services and embedded intangibles.  See Foley & Welsh, Transfer Pricing Aspects of the Domestic Production Activities Deduction, 34 Tax. Mgmt. Intl. J. 115 (2005).


� 	§ 199(c)(3)(A).  A similar rule applies for purposes of determining the adjusted basis of leased or rented property where the lease or rental gives rise to DPGR.


� 	H.R. Rep. No. 108-755, at 258 n.23 (2004) (Conf. Rep.), reprinted in 2005 U.S.C.C.A.N. 1341, 1350; Blue Book, supra n.� NOTEREF _Ref108778662 \h ��4�, at 171 n.288.  The Conference Report, Bluebook, and the Notice, but not the statute, provide that the value of property is its customs value as determined under section 1059A(b)(1).  Notice 2005-14, § 3.05(2)(c).  The Conference Report and Blue Book also add that section 1059A(b)(1) controls, except as otherwise provided by the Secretary.


	Section 1059A(b)(1) provides that the term “customs value” means the value taken into account for purposes of determining the amount of any customs duties or any other duties which may be imposed on the importation of property. 


� 	§ 199(c)(3); Notice 2005-14, § 3.05(2)(c).  


� 	§ 199(c)(3)(B).


� 	Although it is not entirely clear because the sentence stating that the value equals customs value is included at the end of the paragraph that provides both the first and the second rule described in the text, we believe that customs value is intended to govern for purposes of both rules. 


� 	See Lowell, Burge & Briger, U.S. International Transfer Pricing (2d Ed. Volume 2), Warren Gorham & Lamont, Chapter 18 (“Lowell”), ¶ 18.03[1].


� 	Lowell at ¶ 18.02[2][b][vi].


� 	See S. Rep. No. 313, 99th Cong., 2d Sess. 418-19 (1986) (explaining the reasons for enactment of section 1059A).


� 	Section 1059A does not limit in any way the authority of the Service to increase or decrease the claimed basis or inventory cost under section 482, nor does section 1059A permit a taxpayer to adjust upward its cost basis or inventory cost for property appropriately priced under section 482 because such basis or inventory cost is less than the customs value with respect to such property.  Reg. § 1.1059A(c)(7); Reg. § 1.482-1(a)(3) (taxpayer’s use of section 482).  However, section 1059A imposes no limitation on a claimed basis or inventory cost in property that is less than the value used to compute the customs duty with respect to such property.  Reg. § 1.1059A-1(c)(1).  Further, as mentioned in the text, section 1059A has no application to imported property not subject to any customs duty based on value, including property subject only to a per-item duty or a duty based on volume, because there is no custom value with respect to such property.  Id.


� 	Note, however, if the purchase price included not only the cost of the merchandise itself, but also international transportation charges and incidental charges such as insurance, these charges would be subtracted in arriving at the dutiable value.  Further, certain additions are required to be made, to include (i) packing costs borne by the buyer, (ii) selling commissions borne by the buyer, (iii) the value of any “assist” (i.e., a wide range of items of value that the buyer may provide to the seller), (iv) any royalty or license fee that the buyer is required to pay with respect to the merchandise, and (vi) the proceeds of any subsequent resale, disposal or use of the merchandise that accrue, directly or indirectly, to the seller. See generally Lowell at ¶ 18.02[a] and [b].


� 	Reg. § 1.1059A-1(c)(1).


� 	Reg. § 1.1059A-1(c)(2).  The regulations also permit other adjustments.  See Reg. § 1.1059A-1(c)(2) and (3).


� 	Lowell, ¶ 18.03[4][e] at 18-69.


� 	Bennett, Treasury, IRS Considering Host of Changes to Guidance on New Manufacturing Break, Daily Tax Report, at G-10, June 29, 2005.  Clearly, companies that utilized the export incentives of DISC/FSC/ETI should have been familiar with the Regulations.  However, the constituency that utilizes section 199 likely would include many taxpayers that did not utilize these provisions.


� 	Id.


� 	Under this method, a taxpayer’s deductions are ratably apportioned between DPGR and non-DPGR based on relative gross receipts.  Notice 2005-14, § 4.05(2)(d).


� 	Reg. § 1.861-14T(e)(1).


� 	Notice 2005-14, § 4.05(2)(a).


� 	Id. at § 4.05(2)(b).  If a taxpayer uses a specific identification method to attribute gross receipts to DPGR and non-DPGR, the taxpayer arguably does not employ an “allocation method” for gross receipts, and therefore should be free to use any reasonable allocation method for purposes of allocating cost of goods sold.  See Granwell & Rolfes, The Domestic Production Activities Deduction: Opportunities, Pitfalls & Ambiguities for Domestic Manufacturers, Part II, forthcoming in the Tax Management Memorandum. 


� 	For example, the Regulations are used to allocate deductions between U.S. and foreign source income for purposes of determining the foreign tax credit limitation.  See § 904; Reg. § 1.861-8(f)(1)(i).


� 	Note, gross income is determined by subtracting cost of goods sold from gross receipts.  For services transactions, gross income equals gross receipts since there is no cost of goods sold component.  Taxpayers should not overlook that, after they determine the portion of an overhead cost (either a section 471 book-overhead cost or a section 263A tax-only overhead cost), such as depreciation or mixed service cost, that is allocable either to cost of goods sold or ending inventory, the remainder of such overhead cost must be treated as a period cost and is subject to allocation and apportionment under the Regulations.


� 	§ 199(c)(1)(B).


� 	See, e.g., §§ 861(b), 862(b), and 863(b).


� 	§ 199(c)(2).


� 	Notice 2005-14, § 4.05(3).


� 	See §§ 864(e)(1) and (6); Reg. §§ 1.861-9T, -11T, -14T and -17.


� 	§§ 864(e)(1) and (5); Reg. § 1.861-11 and -11T.


� 	With respect to partnerships, see generally Reg. § 1.861-9T(e) (interest) and Reg. § 1.861-17(f) (R&D) and the Notice at § 3.06.  A discussion of the allocation and apportionment rules for trusts and estates is beyond the scope of this article.


� 	Reg. § 1.861-8(f)(2)(i).


� 	For individuals, the charitable allocation and apportionment rule applies solely to deductions that are attributable to the actual conduct of a trade or business.


� 	Please note that this discussion is intended to be a general overview of the application of the Regulations and is not intended to provide a detailed review of how the Regulations are applied in practice.  For an excellent and detailed summary of the Regulations, see 420-2nd T.M., Allocation and Apportionment of Deductions – Regs. Sec. 1.861-8 (hereinafter, “TMP”). 


� 	Other deductions with respect to which the Regulations provide specific guidance and that are potentially relevant to the computation of QPAI include legal and accounting, stewardship, and income tax expenses.  Note that, although the Regulations provide guidance as to the allocation and apportionment of losses from the disposition of property and NOLs, the Notice supersedes these rules, in part, for purposes of computing QPAI.  See Notice 2005-14, § 4.05(3)(b)(ii) and (iii).  Deductions that are not specifically addressed by the Regulations are allocated and apportioned based on facts and circumstances under the general principles of the Regulations, discussed in the text.


� 	This rule, contained in Reg. § 1.861-12T applies in apportioning deductions under an asset method to income in the various separate limitation categories (i.e., baskets) for purposes of the foreign tax credit computations.  However, by analogy, this regulation can be used to illustrate apportionments for purposes of section 199.  For example, with respect to inventory, for purposes of attributing inventory to DPGR or non-DPGR, the inventory must be characterized by the character of sales income, or sales receipts in the case of LIFO inventory, generated from the inventory during the taxable year.  If a taxpayer maintains separate inventories for any federal tax purpose, including the rules for establishing pools of inventory items under sections 472 and 474, each separate inventory is separately characterized by reference to the character of the sales income derived therefrom.  See also Reg. § 1.861-8-12T(j), Ex. 1, which illustrates the characterization rule for single and multiple category assets.


� 	Reg. § 1.861-8(a)(2).


� 	Reg. § 1.861-8(a)(3).  Technically, the Regulations refer to a class of gross income as the gross income to which a specific deduction is definitely related.   Id.


�	 Reg. § 1.861-8(b)(1).


� 	With respect to deductions that are definitely related to a class of gross income that constitutes less than all the gross income of the taxpayer, the taxpayer must examine the factual relationship between the deduction and the class of gross income.  Thus, for example, commission expenses that are incurred in the sale of products would be allocated to the class of gross income entitled business income, and would not be allocated to the class of gross income consisting of dividends, since there would be no factual relationship between the expense and the receipt of the dividend. 


� 	Id.


� 	Id.


� 	Reg. § 1.861-8(b)(2).


� 	Id.


� 	Id.


� 	Reg. § 1.861-8T(b)(3).  Alternatively, it may be possible to use reasonable departmental overhead rates.  Id.


� 	Id.


� 	Reg. § 1.861-8(b)(5).


� 	With respect to these deductions, which are treated as definitely related to all gross income on other than a factual basis, the process of allocation and apportionment is determined by the detailed rules in the Regulations.  For example, with respect to interest, the Regulations provide that money is fungible and that interest expense is attributable to all activities and property, regardless of any specific purpose for incurring an obligation on which interest is paid.  Reg. § 1.861-9T.  However, as for any general rule, there are exceptions.  See Reg. § 1.861-10T.


� 	Reg. § 1.861-8(c)(3).


� 	Reg.  §§ 1.861-8(b)(1) and (d)(1).


� 	Id.


� 	Reg. § 1.861-8T(d)(2).  Compare § 864(e)(3).  Exempt income is any income that is exempt, excluded, or eliminated (in whole or in part) for federal income tax purposes.  Reg. § 1.861-8T(d)(2)(ii).  For a more detailed discussion of the scope and application of this controversial provision, see TMP at A 15-16.


� 	Reg. § 1.861-8(d)(1).


� 	Reg. §§ 1.861-8T(c)(1).


� 	Reg. § 1.861-8T(c)(1).


� 	Reg. § 1.861-8T(c)(2).


� 	Reg. § 1.861-8T(c)(1).


� 	Reg. §§ 1.861-8T(c)(1); 1.861-8(d)(2).


�	Reg. § 1.861-8T(c)(1).  See FSA 200203020 (taxpayer failed to demonstrate that apportionment method used bore a reasonably close factual relationship).


� 	E.g., foreign tax credits, DISC/FSC/ETI, possession corporations, and subpart F.


� 	H.R. Rep. No. 108-755, at 258 n.24 (2004) (Conf. Rep.), reprinted in 2005 U.S.C.C.A.N. 1341, 1350; Blue Book at 171.


� 	This issue has been recognized by commentators (including one of the co-authors of this article) prior to the enactment of section 199.  See Fuller & Granwell, The Allocation and Apportionment of Deductions, 31 Tax Lawyer 125 (1977); see also TMP at A 17-18. 


� 	Reg. § 1.861-8(f)(5) (“Since . . . allocations and apportionments are made on the basis of the factual relationship between deductions and gross income, the taxpayer is required to furnish, at the request of the District Director, information from which such factual relationships can be determined.”).  See FSA 200055010 (taxpayer failed to provide adequate documentation for apportionment method).  With respect to applying the Regulations to section 199, inter alia, the Service may closely examine the taxpayer’s functions related to the creation of DPGR and non-DPGR.  For this reason, the taxpayer should have available organizational charts, manuals, and other data that relate to the manner in which gross income from DPGR and non-DPGR arises and to the functions of organizational units, employees, and assets of the taxpayer with respect to these activities.  Id.


� 	The use of statistical sampling may be a necessity since a detailed examination of all actual costs may not be feasible.  Thus, commentators have suggested that selective sampling of costs should be acceptable where it can be shown that the samples are representative of the aggregate costs that were selected.  TMP at A 18.


� 	The definition of an affiliated group is broader than under section 1504 for interest allocation and apportionment.  See Reg. § 1.861-11T.


� 	Blue Book at 171 n.289.  Further, the Blue Book emphasizes that no inference is intended with respect to the interpretative relationship between the cost allocation rules provided under section 199 and the cost allocation rules provided in other provisions, such as section 965 (temporary dividend deduction for incentive to reinvest foreign earnings in the United States).  Id.


� 	See TMP at A-17.


� 	There are exceptions, however.  See, e.g., Reg. §1.861-8T(c)(2) and 1.861-9T(g)(1)(ii) (change from FMV method to tax book value method for interest expense requires the prior consent of the Service); Reg. § 1.861-17(e) (election of the sales or gross income methods for R&D expense is binding for five years; a change within the five-year period requires the prior consent of the Service).


� 	For a more detailed discussion of this issue, see TMP at A 13-14.


� 	In that regard, as was mentioned above, the Treasury is considering proposals that would allow larger taxpayers to use the simplified method available under the Notice to companies with income of $25 million and under, possibly under the condition that large taxpayers would be locked into using the same allocation method for a period of years.  In considering this approach, taxpayers carefully should weigh the costs and benefits of giving up the flexibility available under the Regulations of modifying their allocations and apportionment methods annually in exchange for a more simplified approach.
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