
Userid: ________ DTD INSTR04 Leadpct: -1% Pt. size: 10 ❏ Draft ❏ Ok to Print

PAGER/SGML Fileid: ...ents and Settings\GF2LB\Desktop\Form 8903\2007 I8903 013108.SGM (Init. & date)

Page 1 of 10 Instructions for Form 8903 12:55 - 31-JAN-2008

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Department of the Treasury
Internal Revenue Service2007

Instructions for Form 8903
Domestic Production Activities Deduction

Section references are to the Internal a qualifying in-kind partnership under Additional GuidanceRevenue Code unless otherwise noted. section 199. See Rev. Rul. 2007-30.
These instructions cover DPAD rulesYou can find Rev. Rul. 2007-30 on
from Internal Revenue Code sectionpage 1277 of I.R.B. 2007-21 at www.
199. They also cover a few rulesWhat’s New irs.gov/pub/irs-irbs/irb07-21.pdf. For
addressing common situations fromadditional information on qualifying
additional guidance. For moreTransition percentage. For tax in-kind partnerships, see page 4.
information on the DPAD rules,years beginning in 2007, 2008, or

New rules for certain S generally see Regulations sections2009, the percentage used to figure
corporations and partnerships. S 1.199-1 through 1.199-9 as well asyour domestic production activities
corporations and partnerships, with Temporary Regulations sectionsdeduction (DPAD) before the Form
tax years beginning after May 17, 1.199-2T, 1.199-3T, 1.199-5T,W-2 wages limitation increases from
2006, that meet certain requirements 1.199-7T, and 1.199-8T.3% to 6%. See Purpose of Form.
can choose to figure QPAI and FormFinal regulations. Final regulations For guidance on figuring Form W-2W-2 wages at the entity level andunder section 199, issued on March wages, see Form W-2 Wages onreport the allocated portion of QPAI20, 2007, clarify the following. page 6.and Form W-2 wages to S• Generally, advertising and corporation shareholders or partners.product-placement income are not For recent guidance on computerSee these instructions and Rev. Proc.included in domestic production gross software and computer-related2007-34 for more information. Youreceipts (DPGR) for purposes of services, see Regulations sectioncan find Rev. Proc. 2007-34 on pagedetermining qualified production 1.199-3.1345 of I.R.B. 2007-23 at www.irs.activities income (QPAI). For more gov/pub/irs-irbs/irb07-23.pdf.information, including exceptions to Who Must Filethis rule, see Regulations sections Statistical Sampling. For tax years

Individuals, corporations,1.199-3(i)(5)(i) and (ii). beginning after December 31, 2004,
cooperatives, estates, and trusts use• Generally, gross receipts derived you are generally allowed to use
Form 8903 to figure their allowablefrom customer and technical support, statistical sampling for purposes of
DPAD from certain trade or businesstelephone and other telecommuni- calculating the DPAD. For details
activities. Shareholders ofcation services, Internet access about acceptable statistical sampling
S corporations and partners useservices, online banking services, methodologies, see Rev. Proc.
information provided by theand providing access to online 2007-35. You can find Rev. Proc.
S corporation or partnership to figureelectronic books, newspapers and 2007-35 on page 1349 of I.R.B.
their allowable DPAD. Beneficiariesjournals, are not included in DPGR 2007-23 at www.irs.gov/pub/irs-irbs/
of an estate or trust use informationfor purposes of determining QPAI. irb07-23.pdf.
provided by the estate or trust toSee Regulations section 1.199-3(i)
figure their allowable DPAD. Patrons(6)(ii) through (v) for more General Instructions of certain agricultural or horticulturalinformation, including exceptions to
cooperatives may be allocated athe above rule.
share of the cooperative’s DPAD.• Cooperatives figure QPAI without Purpose of Form

any deduction for patronage Use Form 8903 to figure your However, unless you were
dividends, per-unit retain allocations, domestic production activities allocated a share of a cooperative’s
or nonpatronage distributions under deduction (DPAD). DPAD or you are a member of an
section 1382(b) or (c). See expanded affiliated group (EAG), you

Your DPAD is generally 6% of theRegulations section 1.199-6(c) for will not be allowed a DPAD unless
smaller of:more information. you can enter on Form 8903 a

1. Your qualified productionThese regulations apply to tax positive amount for all three of the
activities income (QPAI), oryears beginning on or after March 20, following.

2007; however, you can choose to 2. Your adjusted gross income for • Qualified production activities
apply them to all tax years beginning an individual, estate, or trust (taxable income (QPAI).
after December 31, 2004. You can income for all other taxpayers) figured • Adjusted gross income for an
find the final regulations in T.D. 9317 without the DPAD. individual, estate, or trust (taxable
on page 957 of Internal Revenue income for all other taxpayers).
Bulletin (I.R.B.) 2007-16 at www.irs. However, your DPAD generally • Form W-2 wages you paid to your
gov/pub/irs-irbs/irb07-16.pdf. cannot be more than 50% of the employees. If you did not pay any
Qualifying in-kind partnerships. A Form W-2 wages you paid to your Form W-2 wages (or have Form W-2
partnership engaged solely in the employees (including Form W-2 wages allocated to you on a
extraction and processing of minerals wages allocated to you on a Schedule K-1), you cannot claim a
within the United States is considered Schedule K-1). DPAD.
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For details, see the discussions of and partners. See Qualified Allocation of cooperative DPAD.
these three items that begin on page Production Activities Income (QPAI) A patron who receives a patronage
3. and Form W-2 Wages for more dividend or qualified per-unit retain

information. certificate can be allocated anyMarried individuals filing a joint
portion of the DPAD allowed withincome tax return figure the deduction All other S corporations and respect to the portion of the QPAI toon one Form 8903 using the partnerships need to provide each which such payment is attributable.applicable items of both spouses. shareholder or partner with The cooperative must identify theinformation the shareholder or partner portion of its DPAD allocated to aDefinitions and Special needs to figure the DPAD. patron in a written notice mailed to

Rules Estates and trusts. Generally, an the patron no later than the 15th day
estate or trust will figure its: of the 9th month following the close ofTrade or business. QPAI and Form • QPAI (which may be less than the cooperative’s tax year. TheW-2 wages are figured by only taking zero), and allocated DPAD will also be reportedinto account items that are • Form W-2 wages it paid to its to patrons that are not corporationsattributable to the actual conduct of a employees (including Form W-2 on Form 1099-PATR, Taxabletrade or business. An activity qualifies wages allocated to it on a Schedule Distributions Received Fromas a trade or business if your primary K-1). Cooperatives.purpose for engaging in the activity is These items are then allocatedfor income or profit and you are Note. Patrons of agricultural oramong the estate or trust and itsinvolved in the activity with continuity horticultural cooperatives cannotbeneficiaries based on the relativeand regularity. For example, a include any distributions of qualifiedproportion of the estate’s or trust’ssporadic activity or a hobby does not payments from the cooperative in thedistributable net income (DNI) for thequalify as a trade or business. computation of their DPAD.tax year that is distributed or required

Coordination with other to be distributed to the beneficiary or Expanded affiliated groups (EAGs).deductions. Expenses that retained by the estate or trust. If the All members of an EAG are treatedotherwise would be taken into estate or trust has no DNI for the tax as a single corporation to figure theiraccount for purposes of figuring the year, QPAI and Form W-2 wages are DPAD. The DPAD is allocated amongDPAD are only taken into account if allocated entirely to the estate or the members of the group inand to the extent the losses and trust. proportion to each member’sdeductions from all of your activities
respective amount (if any) of QPAI.Although estates and trustsare not disallowed by any of the
See the instructions for line 22 beforeactually allocate their QPAI and Formfollowing provisions.
completing Form 8903.W-2 wages to beneficiaries as• Basis limits on a partner’s share of

discussed above, when completingpartnership losses. An EAG is an affiliated group as
Form 8903 they must reduce the• Basis limits on a shareholder’s defined in section 1504(a)
amounts reported on lines 8 and 16share of S corporation losses. determined:
to reflect the portion of those amounts• At-risk rules. • By substituting ‘‘more than 50
that were allocated to beneficiaries as• Passive activity rules. percent’’ for ‘‘at least 80 percent’’
QPAI or Form W-2 wages. For• Any other provision of the Internal each place it appears, and
details, see Specific Instructions onRevenue Code. • Without regard to paragraphs (2)
page 8. and (4) of section 1504(b).If only a portion of your losses or

deductions are allowed in the current Agricultural and horticultural A corporation’s status as atax year, a proportionate share of the cooperatives. Generally, an member of an EAG is determined onlosses or deductions that reflect agricultural or horticultural a daily basis. Also, if a corporationexpenses allocated to your gross cooperative can choose to allocate joins or leaves an EAG, its status asreceipts from qualified production all, some, or none of its allowable a member of the EAG is determinedactivities, after applying the DPAD (but not QPAI) to its patrons. at the end of the day on which it joinsprovisions listed above, is taken into For this purpose, an agricultural or or leaves the EAG.account for purposes of figuring the horticultural cooperative is an
DPAD for the current tax year. If any organization described in section If all the capital and profits
of the losses or deductions 1381 that is engaged in: interests of a partnership are owned
disallowed for tax years beginning • Manufacturing, producing, growing, by members of a single EAG at all
after 2004 are allowed in a later tax or extracting (MPGE) in whole or times during the partnership’s tax
year, a proportionate share of the significant part any agricultural or year, the partnership and all
expenses reflected in those losses or horticultural product, or members of the group are treated as
deductions is taken into account in • Marketing agricultural or a single taxpayer to figure their
figuring the DPAD in the later tax horticultural products. domestic production gross receipts
year. (DPGR) for that tax year.An organization engaged in

A net operating loss under section marketing agricultural or horticultural Alternative minimum tax (AMT).
172 generally is figured without the products is treated as MPGE in whole For taxpayers other than
section 199 deduction. or significant part any qualifying corporations, the DPAD used to
S corporations and partnerships. production property marketed by the determine regular tax is also used to
The DPAD is applied at the organization that its patrons have determine alternative minimum
shareholder or partner level. Certain engaged in MPGE. For this purpose, taxable income (AMTI). Corporations
S corporations and partnerships can agricultural or horticultural products use AMTI (instead of taxable income)
figure QPAI and Form W-2 wages at include fertilizer, diesel fuel, and other figured without the DPAD to figure the
the entity level and allocate and supplies used in agricultural or alternative minimum DPAD used to
report these amounts to shareholders horticultural production. determine AMTI.
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For details, see the Instructions for States in your engineering or Allocation of gross receipts. You
Form 4626, Alternative Minimum architectural services trade or generally must allocate your gross
Tax—Corporations. business for the construction of real receipts between DPGR and

property in the United States. non-DPGR. Allocate gross receipts
using a reasonable method that3. Any lease, rental, license, sale,Qualified Production
accurately identifies gross receiptsexchange, or other disposition of theActivities Income (QPAI) that are DPGR. However, if less thanfollowing.

Your allowable DPAD generally 5% of your gross receipts area. Qualifying production property
cannot be more than 6% of your non-DPGR, you can treat all of youryou manufacture, produce, grow or
QPAI. If you do not have QPAI, you gross receipts as DPGR. Also, if lessextract in whole or in significant part
generally are not allowed a DPAD. than 5% of your gross receipts arein the United States. See Qualifying
However, you do not need QPAI to DPGR, you can treat all of your grossProduction Property below and
claim a DPAD you are allocated as a receipts as non-DPGR.Manufacturing, Producing, Growing,
patron of an agricultural or or Extracting, on page 4 for details. For details, see Regulationshorticultural cooperative. b. Any qualified film you produce. section 1.199-1(d).
S corporations and partnerships. c. Electricity, natural gas, or Qualifying Production PropertyS corporations and partnerships that potable water you produce in the
meet specific requirements can The following are qualifyingUnited States.
choose to figure QPAI at the entity production property.
level and allocate QPAI to • Tangible personal property.In general, gross receipts derived
shareholders or partners. The • Computer software.from the following activities are not
shareholder or partner then combines • Sound recordings.DPGR.
the allocated portion with QPAI from Tangible personal property.• Activities not attributable to the
other sources on Form 8903 to Tangible personal property includesactual conduct of a trade or business.
determine the DPAD. S corporations any tangible property other than land,• The sale of food and beveragesor partnerships that are not eligible to buildings (including structuralyou prepare at a retail establishment.figure QPAI at the entity level must components), computer software,• The lease, rental, or license ofreport each shareholder’s or partner’s sound recordings, qualified films,property between certain personsshare of deductions, expenses, or electricity, natural gas, or potabletreated as a single employer.losses on Schedule K-1 with other water. Tangible personal property• The lease, rental, license, sale,information the shareholder or partner also includes any gas (other thanexchange, or other disposition ofneeds to figure their DPAD. natural gas), chemical, and similarland.
QPAI from an estate or trust. An property, such as steam, oxygen,• The transmission or distribution of
estate or trust will figure its QPAI and hydrogen, or nitrogen.electricity, natural gas, or potable
report each beneficiary’s share on water. Machinery, printing presses,Schedule K-1 (Form 1041). • Advertising and product-placement; transportation and office equipment,
Figuring QPAI. QPAI is the excess however, see Regulations section refrigerators, grocery counters,
(if any) of: 1.199-3(i)(5)(ii) for exceptions. testing equipment, display racks and

• Customer and technical support,1. Domestic production gross shelves, and neon and other signs
telephone and otherreceipts (DPGR), over that are contained in or attached to a
telecommunications services, online2. The sum of: building constitute tangible personal
services (including Internet access property.a. Cost of goods sold allocable to
services, online banking services,DPGR, and Note. Local law does not controlproviding access to online electronicb. Other expenses, losses, or whether property is tangible personalbooks, newspapers, and journals)deductions (other than the DPAD) property.and other similar services; however,allocable to DPGR.
see Regulations section See Regulation section
1.199-3(i)(6)(iii) for exceptions. 1.199-3(j)(2) for more information.Cooperatives. For tax years

beginning after March 19, 2007, Computer software. In general,Gross receipts. Gross receiptscooperatives figure QPAI without any computer software includes theinclude the following amounts fromdeduction for patronage dividends, following:your trade or business activities.per-unit retain allocations, or • Any program, routine, or sequence• Total sales (net of returns andnonpatronage distributions under of machine-readable code that isallowances).section 1382(b) or (c). However, you designed to cause a computer to• Amounts received for services, notcan choose to apply this rule to tax perform a desired function or set ofincluding wages received as anyears beginning after December 31, functions, and the documentationemployee.2004. required to describe or maintain that• Income from incidental or outside
program or routine. An electronicDomestic Production Gross sources (including sales of business
book online or for download does notproperty).Receipts (DPGR) constitute computer software.

Generally, your gross receipts Gross receipts are generally not • Machine-readable code for (a)
(defined below) derived from the reduced by the: video games or similar programs, (b)
following activities are DPGR. • Cost of goods sold, or equipment that is an integral part of

1. Construction of real property • Adjusted basis of property (other other property, and (c) typewriters,
you perform in the United States in than capital assets) sold or otherwise calculators, adding and accounting
your construction trade or business. disposed of if such property is machines, copiers, duplicating

2. Engineering or architectural described in section 1221(a)(1) equipment, and similar equipment,
services you perform in the United through (5). even if the program is not designed to
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operate on a computer as defined in • Making qualifying production EAG are treated as a single taxpayer
section 168(i)(2)(B). property out of scrap, salvage, or junk for purposes of section 199(c)(4).
• Computer programs including, but material, or from new or raw material Special rules apply to the
not limited to, operating systems, by processing, manipulating, refining, attribution of gross receipts (a) to a
executive systems, monitors, or changing the form of an article, or member of the EAG from the
compilers and translators, assembly by combining or assembling two or disposition of property an EAG
routines, utility programs, and more articles. partnership engaged in MPGE, and
application programs. • Cultivating soil, raising livestock, (b) to an EAG partnership from the• Any incidental and ancillary rights fishing, and mining minerals. disposition of property another EAG
that are necessary for the acquisition • Storage, handling, or other partnership engaged in MPGE, both
of the title to, the ownership of, or the processing activities (other than of which are members of the same
right to use computer software, and transportation activities) in the United EAG. See Regulations section
that are used only in connection with States related to the sale, exchange, 1.199-3T(i)(8) for more information,
that specific software. These or other disposition of agricultural exceptions, and other rules.
incidental and ancillary rights are not products, provided the products are
included in the definition of a consumed in connection with, or Cost of Goods Sold
trademark or trade name under incorporated into, manufacturing, For purposes of the DPAD, cost ofRegulation section 1.197-2(b)(10)(i). producing, growing, or extracting goods sold includes the:qualifying production propertyException. Computer software • Cost of goods sold to customers,whether or not by the taxpayer.does not include any data or and
information base unless the data or • Adjusted basis of non-inventoryFor details, see Regulations
information base is in the public property you sold or otherwisesection 1.199-3(e).
domain and is incidental to a disposed of in your trade or business.

Qualifying in-kind partnerships. Incomputer program.
Allocation of cost of goods sold.general, partners of qualifying in-kindExample. If a word processing Generally, you must allocate yourpartnerships are treated as MPGEprogram includes a dictionary feature cost of goods sold between DPGRthe property they receive as athat may be used to spell-check a and non-DPGR using a reasonabledistribution from the partnership. Fordocument then the entire program method. If you use a method topurposes of section 199, a qualifying(including the dictionary feature) is a allocate gross receipts betweenin-kind partnership is a partnershipcomputer software program DPGR and non-DPGR, the use of aengaged in any of the followingregardless of the form in which the different method to allocate cost ofactivities.dictionary feature is maintained or goods sold will not be considered• The extraction, refining, orstored. reasonable, unless it is moreprocessing of oil, natural gas (as

See Regulation section accurate. However, if you qualify todefined in Regulations section
1.199-3(j)(3) for more information. use the small business simplified1.199-3(l)(2)), petrochemicals, or

overall method (discussed on pageSound Recordings. Sound products derived from oil, natural gas,
5), you can use it to apportion bothrecordings include any works that or petrochemicals, in whole or
cost of goods sold and otherresult from the fixation of a series of significant part within the United
deductions, expenses, and lossesmusical, spoken, or other sounds. States.
between DPGR and non-DPGR.The definition of sound recordings is • The production or generation of

limited to the master copy of the electricity in the United States. For details, see Regulations
recordings (or other copy from which • The extraction and processing of section 1.199-4.
the holder is licensed to make and minerals (as defined in Regulations Form W-2 wages. To determine theproduce copies), and if the medium section 1.611-1(d)(5)) within the amount of Form W-2 wages to(such as compact discs, tapes, or United States. include in cost of goods sold, seeother phonorecordings) in which the • Any other industry or activity Wage expense included in cost ofsounds may be embodied, is tangible, designated as an industry or activity goods sold, on page 8.then the medium is considered of a qualifying in-kind partnership by
tangible personal property. publication in the Internal Revenue Other Deductions, Expenses,

Bulletin.Exception. Sound recordings do or Lossesnot include the creation of copy- For more information on qualifying Other deductions, expenses, orrighted material in a form other than a in-kind partnerships, see Regulations losses include all deductions,sound recording, such as lyrics or section 1.199-9(i), and Temporary expenses, or losses (other than costmusic composition. Regulations section 1.199-3T(i)(7). of goods sold and employee businessSee Regulation section For qualifying in-kind partnerships expenses) from a trade or business.1.199-3(j)(4) for more information. engaged solely in the extraction and Allocation and apportionment ofprocessing of minerals, see Rev. Rul.Manufacturing, Producing, other deductions, expenses, or2007-30 on page 1277 of I.R.B.Growing, or Extracting losses. You can generally use one2007-21 at www.irs.gov/pub/irs-irbs/Manufacturing, producing, growing, of the following three methods toirb07-21.pdf.and extracting (MPGE) generally allocate and apportion other trade or
include the following trade or EAG Partnerships. A partnership is business deductions, expenses, or
business activities. an EAG partnership if a single EAG losses between DPGR and
• Activities related to manufacturing, owns all the interests in the capital non-DPGR.
producing, growing, extracting, and profits of the partnership at all • Small business simplified overall
installing, developing, improving, and times during the tax year. If the method.
creating qualifying production requirements are met, the EAG • Simplified deduction method.
property. partnership and all members of the • Section 861 method.
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However, do not allocate and net operating loss deduction. You • It has total cost of goods sold and
apportion a net operating loss have $1,000 total gross receipts and deductions added together of $5
deduction or deductions not $750 DPGR. Your DPGR equal 75% million or less.
attributable to the conduct of a trade of your total gross receipts. Under the • It has DPGR.
or business to DPGR under any of small business simplified overall • If a partnership, it does not have a
the methods. method, you subtract $300 ($400 × partner that is an ineligible

.75) of your total cost of goods sold partnership (qualifying in-kindS corporations and
and other trade or business partnerships or expanded affiliatedpartnerships. S corporations and
deductions, expenses, or losses from group partnerships as defined inpartnerships that meet specific
your DPGR to figure your QPAI, Temporary Regulations sectionrequirements can choose to figure
which is $450 ($750 minus $300). 1.199-3T(i)(7) and (8)).QPAI at the entity level and allocate

the QPAI to shareholders or partners. Average annual gross receipts. Expanded affiliated groups. ForS corporations or partnerships that For this purpose, your average additional rules that apply toare not eligible to figure QPAI under annual gross receipts are your expanded affiliated groups, seethose rules, must report each average annual gross receipts for the Regulations section 1.199-4(f)(4).shareholder’s or partner’s share of its preceding 3 tax years. If yourdeductions, expenses, or losses on Simplified Deduction Methodbusiness has not been in existenceSchedule K-1 with other information for 3 tax years, base your average on You generally can use the simplifiedthe shareholder or partner needs to the period it has existed. Include any deduction method to apportion otherfigure their DPAD. short tax years by annualizing the deductions, expenses, and losses
Estates and trusts. An estate or short tax year’s gross receipts by (a) (but not cost of goods sold) between

trust allocates directly allocable trade multiplying the gross receipts for the DPGR and non-DPGR if you meet
or business deductions, expenses, or short period by 12 and (b) dividing the either of the following tests.
losses between DPGR and result by the number of months in the • Your total trade or business assets
non-DPGR under Regulations section short period. at the end of your tax year are $101.652(b)-3. An estate or trust that is million or less.Excluded entities. Estates andeligible must use the simplified • Your average annual grosstrusts cannot use the small businessdeduction method to allocate

receipts (defined above) are $100simplified overall method. Also,indirectly allocable trade or business
million or less.certain oil and gas partnerships anddeductions, expenses, or losses

certain partnerships owned bybetween DPGR and non-DPGR. Under the simplified deduction
expanded affiliated groups cannotOtherwise, the estate or trust uses method, your other trade or business
use the small business simplifiedthe section 861 method to allocate deductions, expenses, or losses are
overall method.these indirect items. ratably apportioned between DPGR

and non-DPGR based on relativeSmall Business Simplified For details, see Regulations gross receipts.Overall Method section 1.199-4(f).
Example. Your total other tradeYou generally can use the small S corporations and partnerships. or business deductions, expenses, orbusiness simplified overall method to

An S corporation or partnership can losses are $400 and do not include aapportion cost of goods sold and
choose to use the small business net operating loss. You have $240 ofother deductions, expenses, and
simplified overall method to figure cost of goods sold allocable tolosses between DPGR and
QPAI at the entity level and allocate DPGR. You have $1,000 total grossnon-DPGR if you meet any of the
that QPAI to shareholders or partners receipts and $600 DPGR. Yourfollowing tests.
if it meets the requirements of an DPGR equal 60% of your total gross• You are engaged in the trade or
eligible small pass-through entity. A receipts. Under the simplifiedbusiness of farming and are not
shareholder or partner who is deduction method, you subtract $240required to use the accrual method of
allocated QPAI from an eligible smallaccounting (see section 447). ($400 × .60) of your total other trade
pass-through entity must report that• Your average annual gross or business deductions, expenses, orQPAI on line 7. An S corporation orreceipts (defined below) are $5 losses from your DPGR to figure yourpartnership is an eligible smallmillion or less. QPAI, which is $120 ($600 minuspass-through entity if it meets each of• You are eligible to use the cash $240 minus $240).the following requirements for themethod of accounting under Rev.
current tax year. S corporations and partnerships.Proc. 2002-28. You can find Rev.

An S corporation or partnership can• It satisfies one of the followingProc. 2002-28 on page 815 of I.R.B.
choose to use the simplifiedrequirements: (a) it has average2002-18 at www.irs.gov/pub/irs-irbs/
deduction method to figure QPAI atannual gross receipts for the three taxirb02-18.pdf.
the entity level and allocate that QPAIyears preceding the current tax year

 Under the small business to shareholders or partners if it meetsof $5 million or less, (b) it is engaged
simplified overall method, your total the requirements of an eligiblein the trade or business of farming
cost of goods sold and other widely-held pass-through entity. Aand is not required to use the accrual
deductions, expenses, and losses are shareholder or partner who ismethod of accounting, or (c) it is
ratably apportioned between DPGR allocated QPAI from an eligibleeligible to use the cash method of
and non-DPGR based on relative widely-held pass-through entity mustaccounting under Rev. Proc. 2002-28
gross receipts. report that QPAI on line 7. An S(that is, it has average annual gross

corporation or partnership is anExample. Your total cost of receipts of $10 million or less and is
eligible widely-held pass-throughgoods sold and other trade or not excluded from using the cash
entity if it meets each of the followingbusiness deductions, expenses, or method under Section 448 of the
requirements for its current tax year.losses are $400 and do not include a Internal Revenue Code).
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• Either of the two tests discussed on Schedule K-1 that the shareholder Estates and trusts. An estate or
page 5 under Simplified Deduction needs to figure their DPAD. trust that cannot use the simplified
Method. deduction method must use thePartnerships. A partnership can• It has total cost of goods sold and section 861 method to allocate andchoose to use the 861 method to
deductions added together of $100 apportion its indirectly allocable tradefigure QPAI at the entity level and
million or less. or business deductions, expenses, orallocate that QPAI to qualifying• It has DPGR. losses between DPGR andpartners (defined below) if it meets• On every day during the current tax non-DPGR. All estates and truststhe requirements of an eligible 861
year, all of its shareholders or must allocate directly allocablepartnership. A partner who is
partners are individuals, estates, or deductions, expenses, or lossesallocated QPAI from an eligible 861
trusts described (or treated as between DPGR and non-DPGRpartnership must report that QPAI on
described) in section 1361(c)(2). under Regulations section 1.652(b)-3.line 7. An eligible 861 partnership• On every day during the current tax must meet the following requirements
year, no shareholder or partner owns, Adjusted Gross orfor its current tax year.
alone or combined with the ownership • It has at least 100 partners on any Taxable Incomeinterests of all related persons, more day during the partnership’s tax year.
than 10% of (a) total shares of the S Your allowable DPAD generally• At least 70% of the partnership is
corporation or (b) the profits or capital cannot be more than 6% of yourowned, at all times during its tax year,
interests in the partnership. adjusted gross income if you are anby qualifying partners (defined next).

individual, estate, or trust (taxable• It has DPGR.Estates and trusts. If eligible under
income for all other taxpayers) figuredthe above rules, an estate or trust Qualifying partner. A qualifying without the DPAD. If you do not havemust use the simplified deduction partner is a partner that, on each day adjusted gross or taxable income,method to allocate its indirectly during the partnership’s tax year that you generally are not allowed aallocable trade or business the partner owns an interest in the DPAD. However, you do not needdeductions, expenses, or losses partnership: adjusted gross or taxable income tobetween DPGR and non-DPGR. All • Is not a general partner or a claim a DPAD you are allocated as a:estates and trusts must allocate managing member of a partnership • Patron of an agricultural ordirectly allocable deductions, organized as a limited liability horticultural cooperative, orexpenses, or losses between DPGR company, • Member of an expanded affiliatedand non-DPGR under Regulations • Does not materially participate group.section 1.652(b)-3. (discussed below) in the activities of
Agricultural and horticulturalthe partnership,Expanded affiliated groups. For cooperatives. For this purpose,• Does not own, alone or combinedadditional rules that apply to figure taxable income without takingwith the interests of all relatedexpanded affiliated groups, see into account any allowable deductionpersons (defined next), 5% or more ofRegulations section 1.199-4(e). for patronage dividends, per-unitthe profits or capital interests in the
retain allocations, or nonpatronagepartnership,Section 861 Method
distributions.• Is not an ineligible partnershipYou do not have to meet any tests to

(qualifying in-kind partnership or Estates and trusts. See theuse the section 861 method. Under
expanded affiliated group partnership instructions for line 11 on page 8 tothe section 861 method, you
as defined in Temporary Regulations figure adjusted gross income.generally must apply the rules of the
section 1.199-3T(i)(7) and (8)).section 861 regulations to allocate Unrelated business taxable incomeRelated persons. For purposesand apportion other trade or business (UBTI). The allowable DPAD of an
of determining whether a partner is adeductions, expenses, or losses organization taxed on its UBTI under
qualifying partner, persons arebetween DPGR and non-DPGR. section 511 generally cannot be more
related if they meet the requirementsSection 199 is treated as an than 6% of its UBTI figured without
of sections 267(b) or 707(b),“operative section” described in the DPAD.
disregarding sections 267(e)(1) andRegulations section 1.861-8(f).
(f)(1)(A).

For details, see Regulations Form W-2 Wages
Material participation. Asection 1.199-4(d). Your allowable DPAD generallyqualifying partner cannot materially

cannot be more than 50% of theFor guidance on automatic participate in the activities of the
Form W-2 wages you paid to yourapproval to change certain elections partnership. See section 5.05 of Rev.
employees (including Form W-2relating to the apportionment of Proc. 2007-34 for the definition of
wages allocated to you on ainterest expense and research and material participation.
Schedule K-1). If you did not payexperimentation expenditures, see Non-qualifying partners. An Form W-2 wages, you generally areRev. Proc. 2006-42. You can find eligible 861 partnership cannot not allowed a DPAD. However, youRev. Proc. 2006-42 on page 931 of allocate QPAI to non-qualifying do not need Form W-2 wages toI.R.B. 2006-47 at www.irs.gov/pub/ partners (see Qualifying partner, claim a DPAD you are allocated as a:irs-irbs/irb06-47.pdf. above). Instead, the partnership must • Patron of an agricultural or

S corporations. An S corporation report each non-qualifying partner’s horticultural cooperative, or
cannot use the section 861 method to share of deductions, expenses, or • Member of an expanded affiliated
figure QPAI. Unless it is eligible to losses on Schedule K-1 that the group.
use the small business simplified partner needs to figure their DPAD.
overall method or simplified deduction The partnership items allocated to Note. When figuring your DPAD, the
method, an S corporation must report non-qualifying partners must be limit equal to 50% of Form W-2
each shareholder’s share of its excluded for purposes of computing wages is based only on Form W-2
deductions, expenses, or losses on QPAI at the partnership level. wages properly allocable to DPGR.
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Form W-2 wages from an • Unmodified box method. 2. Add any amounts reported in
S corporation or partnership.  S • Modified box 1 method. box 1 of the relevant Forms W-2 that
corporations and partnerships that • Tracking wages method. are both:
meet specific requirements can a. Wages for federal income taxAfter you figure Form W-2 wages,choose to figure Form W-2 wages at withholding purposes, andsee Form W-2 Wages Allocable tothe entity level and report the b. Supplemental unemploymentDPGR to determine the Form W-2allocated portion of Form W-2 wages compensation benefits.wages to report on line 14 of Formon Schedule K-1 to the S corporation 3. Subtract (2) from (1).8903.shareholder or partner who then 4. Add any amounts reported in
combines the allocated portion with Relevant Forms W-2. To figure box 12 of the relevant Forms W-2 that
Form W-2 wages from other sources your Form W-2 wages, generally use are properly coded D, E, F, G, or S.
on Form 8903 to determine the the sum of the amounts you properly 5. Add (3) and (4).
DPAD. report for each employee on Form

W-2, Wage and Tax Statement, forIf the S corporation or partnership Form W-2 Wages Allocable to
the calendar year ending with ormeets the requirements to be DPGR
within your tax year. However, do notclassified as one of the eligible After you calculate Form W-2 wages,use any amounts reported on a Formentities listed below, it can figure as discussed above, you must figureW-2 filed with the Social SecurityForm W-2 wages at the entity level Form W-2 wages that are properlyAdministration more than 60 daysand allocate Form W-2 wages to S allocable to DPGR. You report theafter its due date (includingcorporation shareholders or partners. Form W-2 wages that are properlyextensions).• Eligible small pass-through entity. allocable to DPGR on line 14 of Form

See S corporations and partnerships, Non-duplication rule. Amounts that 8903.
under Small Business Simplified are treated as Form W-2 wages for a You can figure Form W-2 wagesOverall Method, on page 5 for the tax year under any method cannot be that are properly allocable to DPGRrequirements. treated as Form W-2 wages for any under one of the following methods.• Eligible widely-held pass-through other tax year. Also, an amount • Small business simplified overallentity. See S corporations and cannot be treated as Form W-2 method safe harbor.partnerships, under Simplified wages by more than one taxpayer. • Wage expense safe harbor.Deduction Method, on page 5 for the

• Any other reasonable methodUnmodified box method. Underrequirements.
based on all the facts andthe unmodified box method, Form• Eligible 861 partnership. See
circumstances.W-2 wages are the smaller of:Partnerships, under Section 861

Method, on page 6 for the 1. The sum of the amounts Small business simplified overall
requirements. reported in box 1 of the relevant method safe harbor.  If you use the

Forms W-2, or small business simplified overallForm W-2 wages from an estate or
2. The sum of the amounts method to allocate costs betweentrust. An estate or trust generally

reported in box 5 of the relevant DPGR and non-DPGR (see Smallwill figure its Form W-2 wages and
Forms W-2. Business Simplified Overall Methodapportion them between the

on page 5), you can use the smallbeneficiary and the fiduciary (and
business simplified overall methodModified box 1 method. Under theamong the beneficiaries) and report
safe harbor to determine the amountmodified box 1 method, Form W-2each beneficiary’s share on Schedule
of Form W-2 wages allocable towages are figured as follows.K-1 (Form 1041).
DPGR. Under this safe harbor1. Add the amounts reported inFiguring Form W-2 Wages method, the amount of Form W-2box 1 of the relevant Forms W-2.
wages that is properly allocable toUsed To Figure the 50% 2. Add all the amounts described
DPGR equals the proportion ofbelow and included in box 1 of theLimit
DPGR to total gross receipts.relevant Forms W-2.You figure Form W-2 wages used to
Wage expense safe harbor. If youa. Amounts not considered wagesfigure the 50% limit in two steps.
are using either the section 861for federal income tax withholdingFirst, you must determine the amount
method of cost allocation underpurposes.of wages to classify as Form W-2
Regulations section 1.199-4(d) or theb. Supplemental unemploymentwages under Regulations section
simplified deduction method undercompensation benefits.1.199-2(e)(1). See Figuring Form W-2
Regulations section 1.199-4(e), youc. Sick pay or annuity paymentsWages, below. Second, you must
determine the amount of wagesfrom which the recipient requestedfigure Form W-2 wages that are
properly allocable to DPGR byfederal income tax withholding.properly allocable to DPGR.
multiplying the amount of wages for3. Subtract (2) from (1).You can figure Form W-2 wages the tax year by the ratio of your wage4. Add any amounts reported inthat are properly allocable to DPGR expense included in calculating QPAIbox 12 of the relevant Forms W-2 thatusing one of the safe harbor methods for the tax year to your total wageare properly coded D, E, F, G, or S.discussed below under Form W-2 expense used in calculating your5. Add (3) and (4).Wages Allocable to DPGR. Also, you taxable income (or adjusted gross

can use any reasonable method income) for the tax year withoutTracking wages method. Underbased on all the facts and regard to any wage expensesthe tracking wages method, Formcircumstances. disallowed by sections 465, 469,W-2 wages are figured as follows.
704(d), or 1366(d).Figuring Form W-2 Wages 1. Add the amounts reported in

You can use one of the following box 1 of the relevant Forms W-2 that If you use the section 861 method
three methods to figure your Form are also wages for federal income tax or the simplified deduction method,
W-2 wages. withholding purposes. you must use the same expense
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allocation and apportionment Line 4 Line 14methods that you use to determine
If you are using the small businessQPAI to allocate and apportion wage Form W-2 Wages
simplified overall method (discussedexpense for purposes of the safe Enter your Form W-2 wages that areon page 5), enter the amount of costharbor. properly allocable to DPGRof goods sold and other deductions or

(discussed on page 7). Do not includeWage expense included in cost losses you ratably apportion to
Form W-2 wages you must report onof goods sold. After you determine DPGR.
line 15.the amount of wages under the wage

expense safe harbor, discussed on Line 7 Line 15page 7, you can allocate a portion of
Beneficiaries of estates and trusts,those wages to cost of goods sold by Beneficiaries of estates and trusts,partners, and S corporationany reasonable method based on the partners, and S corporationshareholders report the QPAIfacts and circumstances. For shareholders report the Form W-2distributed from estates or trusts, andexample, you can include wage wages distributed from estates orcertain partnerships or S corporationsexpense in cost of goods sold in trusts, and certain partnerships or Son line 7. The QPAI should beproportion to (a) the amount of direct corporations on line 15. The Formreported to you on Schedule K-1 forlabor included in cost of goods sold, W-2 wages should be reported to youForms 1041, 1065, or 1120S. See theor (b) section 263A labor costs (as on the Schedule K-1 for Forms 1041,related Schedule K-1 and itsdefined in Regulations section 1065, or 1120S. See the relatedinstructions for more information.1.263A-1(h) (4)(ii)) included in cost of Schedule K-1 and its instructions for

goods sold. See Temporary more information.
Regulations section Line 9
1.199-2T(e)(2)(ii)(B) for more Estates and trusts must use Line 17information. Regulations section 1.652(b)-3 to Estates and trusts must useallocate QPAI to beneficiaries if DNIMore information. For more Regulations section 1.652(b)-3 tois distributed or required to beinformation on figuring your Form allocate Form W-2 wages todistributed to beneficiaries. ReportW-2 wages, see Regulations section beneficiaries if DNI is distributed orthe amount of QPAI allocated to1.199-2 and Rev. Proc. 2006-47. You required to be distributed tobeneficiaries on line 9. See Estatescan find Rev. Proc. 2006-47 on page beneficiaries. Report the amount ofand trusts on page 2.869 of I.R.B. 2006-45 at www.irs.gov/ the Form W-2 wages allocated to
pub/irs-irbs/irb06-45.pdf. beneficiaries on line 17. See Estates

Line 11 and trusts on page 2.
For more information on figuring Income LimitationForm W-2 wages properly allocable Line 22to DPGR, see Temporary Individuals. Enter your adjusted

Regulations section 1.199-2T(e)(2). Expanded Affiliatedgross income from line 37 of Form
1040 figured without the DPAD. Group Allocation
Corporations. Enter your taxable The instructions below explain how
income from the applicable line of expanded affiliated groups (EAGs)Specific Instructions
your tax return (for example, line 30 (defined on page 2) figure and report
of Form 1120) figured without the the DPAD. Certain members of anLine 1 DPAD. expanded affiliated group may not be

required to complete the entire FormDomestic Production Members of EAGs. See the
8903. See How To Report on page 9.instructions for line 22.Gross Receipts (DPGR)

Agricultural and horticulturalEnter your DPGR (defined on page Computation of the EAG’s
cooperatives. Enter your taxable3). DPAD
income figured without the DPAD or

In general, the DPAD for an EAG isthe deductions for patronage
determined by aggregating eachLine 2 dividends, per-unit retain allocations,
member’s taxable income or loss,and nonpatronage distributions underAllocable Cost of Goods QPAI, and Form W-2 wages. Asection 1382(b) or (c).
member’s QPAI may be positive orSold

Estates and trusts. Enter your negative. Also, a member’s taxable
If you are not using the small adjusted gross income figured without income or loss and QPAI are
business simplified overall method, the DPAD. See the Instructions for determined under the member’s
enter your cost of goods sold Form 1041 to figure adjusted gross method of accounting.
allocable to DPGR (discussed on income. Use the method discussed Members with different tax years.page 4). under How to figure AGI for estates

If members of an EAG have differentand trusts, under Line 15b—
tax years, in determining the DPAD ofAllowable Miscellaneous ItemizedLine 3 a member, the reporting memberDeductions Subject to the 2% Floor.

If you are using the simplified must take into account the taxable
deduction method (discussed on Unrelated business taxable income income or loss, QPAI, and Form W-2
page 5) or the section 861 method (UBTI). An organization taxed on its wages of each group member that
(discussed on page 6), enter the UBTI under section 511 enters its are both:
other deductions or losses you UBTI from line 34 of Form 990-T • Attributable to the period that the
ratably apportion to DPGR. figured without the DPAD. member of the EAG and the reporting
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member are both members of the If you filed your original return on How To Report
EAG, and time without making the election, you All members of an EAG are treated• Taken into account in a tax year can make the election on an as a single corporation for purposesthat ends with or within the tax year amended return filed no later than 6 of determining the DPAD. However,of the reporting member with respect months after the due date of your tax the DPAD is allocated to eachto which the DPAD is figured. return (excluding extensions). Enter member.“Filed pursuant to sectionFor an example that explains the EAG reporting member. The EAG301.9100-2” at the top of theabove requirements, see Regulations chooses a reporting member fromamended return.section 1.199-7. amongst all members of the EAG with

Once made, the election is the same tax year to figure the DPADNet operating losses. The net irrevocable. for all EAG members (computingoperating loss (NOL) of a member of
members). The reporting memberan EAG that is used in the Consolidated Groups completes lines 10 through 14 andcomputation of the EAG’s taxable

Under section 199, a consolidated lines 16 through 20 of the Form 8903income is not treated as an NOL
group is treated as a single member for the group.carryback or carryover to determine
of the EAG. If all members of an EAGthe taxable income limitation in a prior The reporting member also doesare members of the sameor subsequent year for purposes of the following.consolidated group, the DPAD of thesection 199(a)(1)(B). See Regulations 1. Enters the portion of theconsolidated group is determinedsection 1.199-7T(b)(4) for more deduction allocated to the otherbased on the consolidated taxableinformation. members of the EAG (includingincome or loss, QPAI, and Form W-2

non-computing members) as awages of the group and not theAllocation of the DPAD to negative number on line 22.separate taxable income or loss,Members of the EAG 2. Completes lines 21 and 23.QPAI, and Form W-2 wages of its
The EAG’s DPAD is allocated among 3. Attaches a schedule showingmembers. The consolidated group
members of the EAG based on the how the reporting member figured itswill generally file only one Form 8903.
ratio of each member’s QPAI to the own QPAI.For details, see Regulations section
total QPAI of the EAG. The allocation 4. Attaches a schedule that shows1.199-7.
is made regardless of whether the how the DPAD was figured for the

If an EAG includes bothEAG member has taxable income or group and each member’s name,
consolidated and non-consolidatedloss or Form W-2 wages for the tax EIN, and share of the DPAD.
members, the consolidated (notyear. If a member has negative QPAI, 5. Provides a copy of the group
separate) taxable income or loss,that member’s QPAI is treated as DPAD computation schedule to the
QPAI, and Form W-2 wages of thezero for purposes of the allocation. other computing members of the
consolidated group are aggregated group.Section 199 closing of the books with the taxable income or loss,

method. Under the section 199 QPAI, and Form W-2 wages of the EAG computing member other
closing of the books method, a non-consolidated group members to than the reporting member. An
corporation’s taxable income or loss, determine the DPAD. For details, see EAG computing member other than
QPAI, and Form W-2 wages for the Regulations section 1.199-7(d)(4). the reporting member does the
period during which the corporation following.A consolidated group’s DPAD (orwas a member of the EAG are figured

the DPAD allocated to a consolidated 1. Completes a separate Formby treating the corporation’s tax year
group that is a member of an EAG) is 8903, skips lines 1-20, and enters itsas two separate tax years. The first
allocated to the members of the share of the group deduction on linetax year is treated as ending on the
consolidated group in proportion to 22 as a positive number.close of the day on which the
each member’s QPAI, if any, 2. Completes lines 21 and 23.corporation’s status as a member of
regardless of whether the 3. Attaches a schedule that showsthe EAG changes. The second tax
consolidated group member has: how its QPAI was figured.year is treated as beginning on the • Separate taxable income or loss for 4. Attaches a copy of the groupday after the corporation’s status as a
the tax year, and DPAD computation schedulemember of the EAG changes. • Form W-2 wages for the tax year. provided by the reporting member.

Making the section 199 closing of
For purposes of allocating thethe books election. A corporation Consolidated groups. If the EAG is

DPAD of a consolidated group amongmakes the section 199 closing of the comprised of a single consolidated
its members, if a consolidated groupbooks election by attaching the group, the common parent of the
member has negative QPAI, thefollowing statement to the consolidated group completes lines 1
member’s QPAI is treated as zero.corporation’s timely filed (including through 23 for the group. If the EAG

extensions) federal income tax return is comprised of more than just the
for the tax year that includes the Simplified deduction and small members of a single consolidated
periods that are subject to the business simplified overall group, the common parent files a
election: ‘‘The section 199 closing of methods. For purposes of applying Form 8903 for the consolidated group
the books election is hereby made the simplified deduction method and as either the reporting member or as
with respect to [insert name of the small business simplified overall an EAG member other than the
corporation and its employer method, a consolidated group reporting member, whichever is
identification number] with respect to determines its QPAI by reference to appropriate. In all events, the
the following periods [insert dates of its members’ DPGR, non-DPGR, cost common parent attaches a schedule
two periods between which items are of goods sold, and all other that shows the amount of the
allocated pursuant to the closing of deductions, expenses, or losses, consolidated group’s DPAD allocated
the books method].’’ determined on a consolidated basis. to each member of the consolidated
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group, and how the allocated amount Agricultural and horticultural on line 23, which includes any
was calculated. cooperatives. Reduce the amount amount allocated to patrons, is

the cooperative deducts under deductible under section 199 by the
section 1382 by the portion of the cooperative. See Agricultural andLine 23
cooperative’s DPAD allocated to its horticultural cooperatives on page 2Domestic Production patrons. However, the entire amount for more information on this subject.

Activities Deduction
Combine lines 20 through 22 and
enter the result on line 23 and the
appropriate line of your tax return.

Paperwork Reduction Act Notice. We ask for the information on this form to carry out the Internal Revenue laws of
the United States. You are required to give us the information. We need it to ensure that you are complying with these
laws and to allow us to figure and collect the right amount of tax.

You are not required to provide the information requested on a form that is subject to the Paperwork Reduction Act
unless the form displays a valid OMB control number. Books or records relating to a form or its instructions must be
retained as long as their contents may become material in the administration of any Internal Revenue law. Generally,
tax returns and return information are confidential, as required by section 6103.

The time needed to complete and file this form will vary depending on individual circumstances. The estimated
burden for individual taxpayers filing this form is approved under OMB control number 1545-0074 and is included in the
estimates shown in the instructions for their individual income tax return. The estimated burden for all other taxpayers
who file this form is shown below:

Recordkeeping . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 hr., 57 min.
Learning about the law or the form . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 hr., 34 min.
Preparing, copying, assembling, and sending the form to the IRS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 hr., 55 min.

If you have comments concerning the accuracy of these time estimates or suggestions for making this form simpler,
we would be happy to hear from you. See the instructions for the tax return with which this form is filed.
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