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U.S. Contract Manufacturing
And Dave Camp’s Option C

By Martin A. Sullivan — martysullivan@comcast.net

Nearly a decade ago, H. David Rosenbloom of
New York University School of Law asked: ‘‘Why
should U.S. companies be required to situate eco-
nomic functions abroad to achieve a desirable re-
sult?’’

Rosenbloom went on to suggest that the practical
exemption from U.S. tax for foreign-based compa-
nies that perform a ‘‘middleman function’’ should
be extended to subsidiaries performing the same
function in the United States. That might erode the
U.S. corporate tax base, but, Rosenbloom countered,
it would eliminate distortions, promote U.S. em-
ployment, and have no detrimental effects on the
competitiveness of U.S. multinationals. (Prior cov-
erage: ‘‘Why Not Des Moines? A Fresh Entry in the
Subpart F Debate,’’ Tax Notes, Jan. 12, 2004, p. 274.)

On March 15 at a Washington conference spon-
sored by the Tax Policy Center and the International
Tax Policy Forum, titled ‘‘Tax Policy and U.S. Manu-
facturing in a Global Economy,’’ the conversation
focused on whether manufacturing should get pref-
erential tax treatment. Those in favor said manufac-
turing is mobile and research-intensive and that
there is a strong economic case that mobile capital
and research should be tax favored. Opponents said
mobile capital and research should be subsidized
directly if necessary, not manufacturing generally,
and that in any case, the political and administra-
tive difficulties of defining winners and losers
greatly dilute any potential benefits.

In the midst of this mostly broad discussion, tax
attorney Paul W. Oosterhuis of Skadden, Arps,
Slate, Meagher & Flom LLP provided a detailed
introduction on the international tax structures
used by U.S. multinationals to manufacture and sell
abroad. He showed how U.S. multinationals trans-
fer the non-U.S. rights to U.S.-developed intan-
gibles to affiliates in low-tax countries. And he
showed how U.S. multinationals shift risk (and
therefore profit) to these affiliates from manufactur-
ing and distribution affiliates where most foreign
real activities take place. Oosterhuis also explained
how the check-the-box regulations and their legis-
lated counterpart — the look-through rules of sec-
tion 954(c)(6), now scheduled to expire at the end of
2013 — as well as the manufacturing exception to
the foreign base company sales rules can be used to
avoid U.S. tax under subpart F.

All this background paved the way for Ooster-
huis’s main point — that for practical business
reasons, it is much more difficult for a U.S. contract
manufacturer than a foreign contract manufacturer
to satisfy the tax rules that make foreign tax plan-
ning structures tax efficient. Specifically, it is more
difficult for a related-party U.S. contract manufac-
turer to qualify for the manufacturing exception to
the foreign base company sales rules of section
954(d). Thus, the playing field is tilted against U.S.
multinationals manufacturing in the United States.

That finding is surprising because subpart F
rules, of which foreign base company sales rules are
a part, are usually thought of as tilting the playing
field in favor of U.S. over foreign operations by
preventing foreign operations from shifting profits
to low-tax jurisdictions. But it would not be the first
instance in which U.S. tax rules, which ostensibly
seek to raise taxes on foreign investment, actually
encourage foreign investment. Section 482 transfer
pricing rules are a significant example. It is routine
for the IRS to argue that a paucity of real business
activity performed by a foreign affiliate does not
justify that affiliate’s high rate of profit. In response,
multinationals over time have transferred functions
from domestic to foreign locations in order to
conform to the IRS’s concept of what constitutes
legitimate foreign profit. So, success in preventing
artificial profit shifting can lead to real profit shift-
ing.

The playing field is tilted against U.S.
multinationals manufacturing in the
United States.

Maybe we should just let multinationals park
profits in tax havens without any foreign activity.
Sounds absurd, doesn’t it? But as long as the U.S.
statutory corporate rate remains the world’s high-
est, multinationals will have an incentive to invest
abroad. Giving mobile U.S. investment the same tax
benefits it has abroad is a lower-cost, targeted
response to the problem.

Along those lines, Oosterhuis suggested — as
Rosenbloom did — that the United States level the
playing field for domestic and foreign operations if
those domestic and foreign operations perform the
same functions. For Rosenbloom, the target benefi-
ciary was a domestic company buying products and
selling products, with a related party on one side or
the other. For Oosterhuis, the target beneficiary is a
contract manufacturing affiliate in the United States
that manufactures products for sale outside the
United States on behalf of a foreign principal in a
low-tax country.
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Rosenbloom’s proposal, more provocative than
politically viable, never went anywhere. However,
Oosterhuis’s idea could play an important role in
international tax reform. In particular, it could
guide modifications to one set of the anti-base-
erosion provisions proposed by House Ways and
Means Committee Chair Dave Camp, R-Mich., in
his discussion draft on tax reform. Under option C,
which is by far the most discussed of the three
anti-base-erosion options in Camp’s first discussion
draft, intangible profits from U.S. manufactured
goods sold into foreign markets would receive a
reduced tax rate. But a preferential tax rate that
applies to exported products could be seen as an
export subsidy that violates international trade law.
Camp might want to consider replacing that pref-
erential rate with a change in foreign base company
sales rules that would facilitate U.S. contract manu-
facturers’ inclusion in typical tax planning struc-
tures.

Contract Manufacturing
In his talk at Brookings, Oosterhuis presented

three different structures that U.S. multinationals
use to allow them to book profits in low-tax juris-
dictions. At the center of all three of these structures
is an affiliate, called a principal or entrepreneur, that
holds the foreign rights to the U.S. multinational’s
intangible property and that is responsible for
manufacturing and distributing products outside
the United States. However, the principal is rarely
physically involved in either of those processes.
Related-party manufacturers and distributors are
where most of those activities take place. A princi-
pal will typically locate in a low-tax jurisdiction like
Ireland, Luxembourg, Switzerland, Hong Kong, or
Singapore. Or it might be located in a country like
the Netherlands, with a relatively high tax rate but
where tax authorities will grant advance rulings
allowing most profits to be shifted through royalty
payment to a holding company in a tax haven.

Of the three structures discussed, the one given
the most attention — because it is the most com-
monly used — is the contract manufacturing model,
in which the principal’s sales income (from sales to
its related distributor) avoids subpart F because it
qualifies for the manufacturing exception to the
foreign base company sales rules. In the example
from his presentation, Oosterhuis located the prin-
cipal in Ireland, the manufacturer in Germany, and
the distributor in Italy, and above all three is a
holding company in Luxembourg. That is nearly
identical to the structure used for the foreign opera-
tions of the real company given the fictitious name
of Foxtrot by the Joint Committee on Taxation in its
2010 study of offshore profit shifting. The figure
illustrates the JCT version, with the principal in the
Netherlands, the manufacturer in Hong Kong, the

distributors in unidentified locations, and a holding
company in Bermuda. (See ‘‘Present Law and Back-
ground Related to Possible Income Shifting and
Transfer Pricing,’’ July 20, 2010. This structure is
also described in the appendix to a recent OECD
study, ‘‘Addressing Base Erosion and Profit Shift-
ing’’ (Feb. 12, 2013)).

In what is now common practice, the holding
company in Bermuda acquires the foreign rights to
U.S.-developed intangibles through a cost-sharing
arrangement with its U.S. parent. The arrangement
has two parts. In the first part, Bermuda buys the
foreign rights to existing intangibles. This buy-in
payment is paid over a 10-year period. The second
part has Bermuda paying a share of ongoing U.S.
research spending equal to the foreign share of
worldwide sales for the foreign right to newly
developed intangibles. In general, inadequate
buy-in payments are one of the biggest reasons why
foreign profits of U.S. multinationals are often dis-
proportionately large compared with foreign sales,
assets, employees, and other indicators of business
activity.

To support foreign sales for which it is respon-
sible, the principal in the Netherlands compensates
Bermuda for intellectual property rights by paying
royalties. In the old days, cross-border royalties
would normally be foreign personal holding com-
pany income subject to U.S. tax. That can be
avoided in the current circumstances because the
Netherlands principal is a disregarded entity that
has checked the box, so it is considered for U.S.
purposes to be in Bermuda. (Or it could qualify for
exception to the foreign personal holding company
rules under the look-through rules of section
954(c)(6).)

Let’s now focus on the foreign and U.S. advan-
tages of a structure in which the principal employ-
ing a contract manufacturer qualifies for the
manufacturing exception. To get profits out of juris-
dictions where manufacturing and distribution ac-
tually take place and into the Netherlands, the
multinational adopts a transfer pricing strategy so
that only the smallest rate of profit is assigned to the
contract manufacturer and the limited risk distribu-
tor. By contractual arrangement, the principal
agrees to make small guaranteed payments to
manufacturers and distributors equal to fixed
markup over their costs. All the residual flows to
the principal. Risk entitles you to profit, and in
normal times the principal gets a large share of the
manufacturing and distribution profits that in the
past would have been routinely attributed to the
manufacturing and distribution subsidiaries.

Besides avoiding U.S. tax from a subpart F inclu-
sion on royalties, the other bullet that must be
dodged is subpart F inclusion on Netherlands sales
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to limited-risk related-party distributors. If require-
ments are not met, these sales could generate for-
eign base company sales income and be subject to
full U.S. tax. The drafters of the original subpart F
rules in 1962 did not want U.S. multinationals
running products through tax havens because they
knew transfer pricing rules would be unable to
prevent them from parking profits there. But they
did provide an exception for when an intermediary
in the low-tax jurisdiction added real value and
therefore presumably had real business purpose.

We need not rehash here the tortured history of
the U.S. manufacturing exception. What is impor-
tant for our purposes is to know that the regulations
were significantly revised in 2008. The highlight of
the new regulations is that a principal can qualify
for the manufacturing exception if it makes a ‘‘sub-
stantial contribution’’ to the manufacturing opera-
tions. In terms of the figure, the Netherlands
principal must substantially contribute to the
manufacturing done by Hong Kong, or income
from sales to low-risk distributors will be subject to
U.S. tax.

Qualification for the manufacturing exception is
still a facts and circumstances determination, but
the 2008 regulations clarify what is required. Mere
contractual language asserting oversight of manu-
facturing by the principal does not suffice. That is
bad news for the more aggressive taxpayers. But the
good news is that the principal is not required to
actually engage in any physical manufacturing ac-
tivities. Under the new rules, to qualify for the
manufacturing exception, employees of the princi-
pal must engage in management activities to sup-

port the contract manufacturer, such as oversight of
the production process, material and vendor selec-
tion, quality control, and logistics control.

While meeting these requirements, it is impor-
tant that the principal not overdo it. Otherwise, the
tax authorities in the country of the contract manu-
facturer — Hong Kong, in the figure — may deem
the principal to be conducting business in that
country and tax it accordingly. So employees of the
Netherlands principal have to keep their distance.

Oosterhuis points out that as a
practical matter, it is much more
difficult for a U.S. contract
manufacturer to meet the
requirements to qualify for the
manufacturing exception.

Now, it is not impossible for a U.S. multinational
to use a U.S. contract manufacturer in place of a
foreign contract manufacturer. The law does not
prohibit U.S. contract manufacturers, and the re-
quirements are the same for both U.S. and foreign
contract manufacturers. But Oosterhuis, who has
extensive practice experience, points out that as a
practical matter, it is much more difficult for a U.S.
contract manufacturer to meet the requirements.
The natural management of a potential U.S. con-
tract manufacturer of a U.S. multinational would be
the U.S. employees of that multinational. In our
example, most of them would be required to move
to Hong Kong, manage remotely, and not spend
significant time back in the United States.

Typical Contract Manufacturing Structure

Netherlands
Hong Kong

Manufacturer

Bermuda

United States

Related Low-Risk
Distributors

[1] $ [2] $

[3] $

Contract Manufacturer Principal (or entrepreneur)
compensated for manufacturing
and distribution risk for value

of intangible assets

[1] The Netherlands pays for stripped
down manufacturing services

[2] Related distributors pay the
Netherlands for product

[3] The Netherlands pays Bermuda
for foreign rights to intangible
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In addition to the awkwardness of these circum-
stances, there is a risk that the transfer pricing
strategy — on which the tax advantages of the
entire structure depend — could unravel. With
most headquarters and research functions per-
formed in the United States, and with all physical
manufacturing in the United States, it is more
difficult for the IRS to accept the idea that the lion’s
share of profit from foreign operations should re-
side in a principal located in a low-tax country with
relatively few employees.

So, Oosterhuis concluded, the evolution of U.S.
tax rules and practices in recent years has created an
unintended but significant bias against U.S. multi-
nationals using domestic manufacturers. To remedy
the imbalance, base company sales rules would
need to somehow be modified so it would not be so
difficult for principals using U.S. contract manufac-
turers to qualify for the manufacturing exception.
Moreover, transfer pricing rules may need to be
modified to clarify that profitability levels attrib-
uted to U.S. contract manufacturers cannot be al-
lowed to drift above those routinely given to
foreign contract manufacturers.

Camp’s Option C
In his far-reaching discussion draft on interna-

tional tax reform, Camp has proposed that the
United States move to a territorial system. He has
also argued that international tax reform should be
revenue neutral. Everybody understands that to
offset the costs of a territorial system, Camp will
need to toughen up the subpart F rules. Along these
lines, he has offered three options. The one getting
the most attention is option C. (Prior coverage:
‘‘Reform of Intangibles Income Taxation Debated,’’
Tax Notes, Feb. 18, 2013, p. 809.)

Option C would be a radical departure from
current law. It would significantly reduce the incen-
tive to move intangible income to tax havens by
eliminating deferral on intangible income earned in
low-tax jurisdictions. Under option C, if low-tax
intangible income was generated from foreign sales,
the U.S. tax rate would be 15 percent. If low-tax
intangible income was generated from sales into the
United States, the U.S. tax rate would be 25 percent.
(It is Camp’s goal to reduce the top corporate rate to
25 percent, but he has not yet provided any hints
about what steps he would take to offset that
annual revenue loss of approximately $100 billion.)
So in effect, Camp is eliminating deferral on intan-
gible profits from U.S. sales and imposing a mini-
mum tax on intangible profits for foreign sales. In
February 2012 President Obama floated the idea of
a minimum tax on all foreign earnings, but he did
not specify a rate.

Option C is not all bad news for U.S. business.
Under it, all intangible income earned in the United

States from sales into foreign markets would also be
taxed at 15 percent. This preferential rate for income
related to intangible assets would have many simi-
larities to a U.K. patent box. But there is one big
difference, and that difference could be a deal-
breaker. The Camp proposal would limit its benefits
for domestic business to intangible income used for
foreign sales. That limitation changes the nature of
the benefit from a general business incentive to an
export incentive. That is a potential violation of
international trade agreements, and given the fail-
ure of past efforts (domestic international sales
corporations, foreign international sales corpora-
tions, and the extraterritorial income regime) to
pass muster with our trading partners, there is good
reason to believe this provision would eventually
also have to be repealed. (Prior coverage: ‘‘Camp
Plan Would Likely Violate WTO Rules, Buckley
Says,’’ Tax Notes, Dec. 12, 2011, p. 1327.)

Ultimately, Oosterhuis suggested that removing
the current bias against domestic contract manufac-
turing in subpart F might be worth considering as a
fallback. His idea would only involve changing U.S.
subpart F rules, and it would only remove a bias in
current law against U.S. manufacturing for export
rather than providing a targeted incentive for U.S.
manufacturing. So it would be far less likely to
violate WTO rules.

Camp’s option C is a potential
violation of international trade
agreements.

Under the expanded subpart F rules of option C,
the Netherlands principal in the figure would pay
an immediate 15 percent tax on intangible income
related to the sale of products into foreign markets
and a 25 percent tax on intangible income related to
the sale of products into the U.S. market. Only
non-intangible income, most of which is likely to
arise from the assumption of risks of the Hong
Kong contract manufacturer and of the limited-risk
distributor, would be eligible for exemption under
the new territorial system. Therefore, the value of
the manufacturing exception is less significant than
under current law. But it is still valuable.

Relaxing the substantial contribution require-
ments would make it easier for principals to qualify
for the manufacturing exception (regardless of
whether domestic or foreign contract manufactur-
ers are employed). But the relative benefit would be
to U.S. contract manufacturers, who would no
longer face the requirements that are more difficult
for them to meet than their foreign counterparts.
There would be a level playing field for domestic
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and foreign contract manufacturing for multina-
tionals selling products into foreign markets.

It is hard to argue with that limited objective.
And given that everybody in Washington seems to
want to help promote manufacturing — particu-
larly the White House — the administration might
not reject the idea out of hand. The main objection
would be that a benefit is provided only to multi-
nationals that do domestic manufacturing. In the
absence of other relief, purely domestic manufac-
turers would pay the top rate, and on top of that
they could lose other tax benefits when the tax base
is broadened as part of overall reform.

But from the perspective of Camp’s limited ob-
jective of getting tax reform up for a vote in his
committee this year, the idea of extending some of
the tax benefits that would remain for manufactur-
ing after his expansion of subpart F to domestic
manufacturing could have considerable appeal.

NEWS ANALYSIS

Details in APA Tax Litigation
Can Turn Win Into Loss

By Jeremiah Coder — jcoder@tax.org

The protracted, high-profile litigation over the
IRS’s ill-fated telephone excise tax refund scheme
ended with a whimper last year and put an inter-
esting twist on the old saw about winning the battle
but losing the war.

Taxpayers who sought a refund of excise taxes
paid on long-distance phone calls got what they
wanted when the D.C. Circuit voided an IRS notice
on the grounds that the agency failed to follow
applicable notice and comment procedures. But
based on a technicality, the district court refused to
enter final judgment for all but one of the litigants,
giving the government some satisfaction even as it
faces the prospect of more procedural challenges to
its administrative actions.

It’s no secret that precepts of administrative law
have practical effects on tax law. In recent opinions,
the Supreme Court has emphatically endorsed the
notion that the tax system is not special. Yes, the IRS
is a government agency subject to basic procedural
constraints and procedural contours that must be
followed for agency actions to have legitimate legal
effect.

A Model Case
The public face of the long-distance phone excise

tax refund litigation was Neiland Cohen. Although
Cohen v. United States did not reach the Supreme
Court, the position taken by the D.C. Circuit — first
in a three-judge panel (578 F.3d 1 (D.C. Cir. 2009))
and later sustained after en banc review (650 F.3d
717 (D.C. Cir. 2011)) — excited tax practitioners by
making some of the clearest rejoinders yet against
the government’s view that it need not always
follow the guidelines of the Administrative Proce-
dure Act (APA).

The section 4251 telephone excise tax imposed a
3 percent levy on long-distance phone calls. In 2005
and 2006, five circuit courts declared the tax invalid
and against the industry standard rate structures
that were affected only by the time of the call and
not the distance of the call. In May 2006 the IRS
issued Notice 2006-50, 2006-1 C.B. 1141, saying it
would no longer impose the tax and would allow
taxpayers to claim refunds for tax paid between
February 28, 2003, and August 1, 2006, but only if
those refunds were claimed on a 2006 income tax
return.

Cohen, along with other plaintiffs, challenged the
refund procedure as arbitrary. Although the district
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