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Tax Court addresses Section 199 
benefits and burdens test in contract 
manufacturing context 

November 4, 2013 

In brief 

The US Tax Court has released its long-awaited decision in ADVO v. Commissioner, 141 T.C. No. 9 

(2013), finding in favor of the IRS.  In a case of first impression, the court addressed how Section 199 

applies to taxpayers that manufacture products through agreements with contract manufactures.  

Acknowledging the factually specific nature of the “by the taxpayer” requirement included in the final 

Section 199 regulations (the regulations), the court used a list of nine factors to determine whether ADVO 

had the benefits and burdens of ownership (B&B) of the property during the manufacturing process, 

noting that no one factor was determinative.   

These factors, which are based on Grodt & McKay v. Commissioner, 77 T.C. 1221 (1981), the Section 936 

test, and an example in the regulations, reflect the court’s opinion that the holdings in cases decided 

under Section 263A are not binding for purposes of Section 199. 

Taxpayers that currently are claiming a Section 199 deduction for production activities performed 

pursuant to a contract manufacturing arrangement should review the ADVO decision to determine the 

extent to which the facts of the case align with their particular circumstances.       

 

In detail 

Section 199 background  

Taxpayers frequently enter into 
contractual agreements with 
unrelated parties to perform 
some or all of the activities to 
manufacture qualifying property 
(‘contract manufacturing’).  
Section 199(d)(10) provides that 
only one taxpayer is permitted 
to claim the Section 199 
deduction with respect to any 
qualified manufacturing 
activity.  In the case of a 
taxpayer that contracts with an 
unrelated third party for the 
manufacturing of its products, 

the entity that has the B&B of 
the property during the period 
the manufacturing activity 
occurs is entitled to the Section 
199 deduction with respect to 
such activity, assuming all other 
Section 199 requirements are 
met. 

Evolution of guidance 

Since the enactment of Section 
199 in 2004, the determination 
of which taxpayer has the B&B 
in a contract manufacturing 
arrangement has been the 
subject of frequent controversy 
between taxpayers and the IRS.  

The regulations do not supply a 
list of factors to consider in 
applying the B&B test, but 
include two examples that 
illustrate the application of the 
facts-and-circumstances 
determination.  These examples 
highlight several factors for 
determining which taxpayer to a 
contract possesses the B&B, 
including an express restriction 
on the unrelated party's use of 
the property, retention of 
control over the development 
process of the property by the 
taxpayer, who retains legal title 
to the property during the 
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manufacturing process, and who bears 
the risk of loss or damage during the 
manufacturing process. 

In February 2012, the Commissioner 
of the IRS Large Business and 
International Division (LB&I) issued 
IRS LB&I Directive LB&I-04-0112-
001, providing examiners a three-step 
process emphasizing nine factors for 
use in determining whether a taxpayer 
had the B&B in a contract 
manufacturing agreement.   

In July 2013, the LB&I Commissioner 
issued IRS LB&I Directive LB&I-04-
0713-006, instructing examiners not 
to challenge a taxpayer’s claim that it 
has the B&B if that taxpayer provides 
a statement explaining why the 
taxpayer qualifies, and provides a 
certification executed by each party 
designating which party will claim, 
and not claim, the Section 199 
deduction.   

In addition, on October 29, 2013, the 
LB&I Commissioner issued another 
LB&I Directive, LB&I-04-1013-008, 
which modified the July 2013 LB&I 
Directive by revising certain 
procedural aspects of the July 2013 
that may make the LB&I Directive 
easier for taxpayers to avail 
themselves of. 

ADVO case background 

The IRS challenged the Section 199 
deduction claimed by ADVO with 
respect to income derived from 
advertising material, referred to as 
solo direct mail and shared mail 
packages, distributed through the US 
Postal Service to residential 
recipients.  ADVO's shared mail 
packages consisted of individual 
printed wraps, inserts, and a detached 
address label combined into a single 
delivery mechanism.   In varying 
degrees, ADVO's graphics print 
department assisted its customers 
with the design of the advertisement 
graphics, which were supplied solely 

by ADVO or directly by customers.   
ADVO employed between 40 to 45 
graphics print coordinators (GPCs) 
whose role was to interact with 
ADVO's contract printers and clients.  
After creation of an advertisement, the 
GPC transmitted PDF files containing 
the artwork for ADVO's products to its 
contract printers for printing.  Once 
ADVO received the printed materials 
from the printers, ADVO used 
machinery to insert the printed 
materials into a wrap and prepare the 
materials for mailing. 

The central issue to be decided in this 
case was “whether ADVO 
manufactured the advertising mailing 
packages or produced only intangible 
property used by printers to produce 
tangible personal property in the form 
of the advertising mail packages.”   
That is, did ADVO or the contract 
printers have the B&B of the 
advertising materials during the 
printing process?   According to the 
court, the taxpayer that has the B&B 
“is the appropriate recipient [of the 
Section 199 deduction], as only one of 
them may claim the credit as to each 
item sold.” 

Observation: The court’s statement 
that the only one taxpayer may claim 
the Section 199 deduction for each 
item “sold” appears to be inconsistent 
with the statutory requirement of 
Section 199.  Specifically, as noted 
above, Section 199(d)(10) provides 
that only one taxpayer is permitted to 
claim the Section 199 deduction with 
respect to any qualified 
manufacturing activity, not each item 
sold.  Accordingly, if more than one 
taxpayer performs a qualifying 
manufacturing activity with respect an 
item, each taxpayer could be eligible 
to claim the Section 199 deduction on 
their respective manufacturing 
activities with respect to such item, 
provided each taxpayer meets the 
Section 199 qualification 
requirements.   

B&B factors 

The court began its analysis by 
observing that the “original 
connection” to Sections 936 and 263A 
included in initial Section 199 
guidance set forth in Notice 2005-14 
remained relevant to the B&B test of 
the regulations.  However, the IRS 
argued that cases applying Section 
263A, such as Suzy’s Zoo v. 
Commissioner, 273 F.3d 875 (2001), 
were not determinative because 
Section 263A is an "inclusive 
provision" whereas Section 199 is "a 
deduction provision to be narrowly 
construed."  The court agreed with the 
IRS, concluding that it was not bound 
by the holding in Suzy's Zoo. 

The court determined that the factors 
from Grodt & McKay Realty “plus the 
section 936 test” were useful in 
determining whether ADVO had the 
B&B of the printed advertisements 
while they were being printed.  In 
Grodt & McKay, the court applied an 
eight-factor test to determine if the 
sales of breeding cattle were bone fide 
sales, while the Section 936 test 
requires a U.S. company to be in an 
"active conduct of a trade or business 
within a possession" in order to avail 
itself of the Section 936 tax credit.  
The court analyzed each of the 
following factors and found that most 
weighed in favor of the IRS. 

Observation: The court went on to 
state that the factors it chose to 
analyze in ADVO are not the exclusive 
factors to be used in making a B&B 
determination, noting that the nine 
factors identified in the February 2012 
LB&I Directive also could be relevant.  
However, the court stated that in the 
case of ADVO, the following factors 
were sufficient for the court to 
determine whether ADVO had the 
B&B of ownership (with the court’s 
determination of who possessed the 
factor noted in parentheses).    

1. Legal title (IRS) 
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Acknowledging that title to ADVO’s 
intangible property (i.e., the actual 
design of the art) never transferred to 
the printers or to ADVO's clients, the 
court found that ADVO's printing 
agreements with its contract printers 
provided that "Title to and risk of loss" 
of the printed material did not 
transfer to ADVO until the products 
have left the printers' facilities. 

Observation:  Often the principal in 
a contract manufacturing 
arrangement owns, and therefore has 
title to, certain raw materials used by 
the contract manufacturer during the 
manufacturing process, whereas the 
contractor has title to other raw 
materials.  For example, many 
publishers of printed materials 
purchase and own the paper used by 
their contract printers.  In those 
instances, both parties — the 
publishers and the printers — would 
have title to various raw materials 
used to produce the finished product.  
In the case of ADVO, the printer 
appeared to purchase and own the 
paper at all times, thereby leading the 
court to conclude that the printer had 
legal title to the manufactured 
property.  

2. Intention of the parties (IRS) 

According to the court, the parties 
contemplated and agreed that the 
third-party printers would print the 
specific advertising material that 
ADVO required and then sent the 
printed material to ADVO.  
Notwithstanding the use of the term 
“services” throughout the printing 
agreements, the court concluded that 
the parties intended that the printers 
were the manufacturers that would 
produce the actual tangible paper 
materials using the ADVO intangible 
pre-press materials. 

3. Equity interest (neutral) 

When applied to leases, this factor 
requires a lessor to maintain a 
minimum unconditional at-risk 

investment in the property equal to at 
least 20% of the cost of the property 
throughout the lease term.  The court 
concluded that this factor was not 
significantly relevant to this analysis. 

4. Present obligation (neutral) 

This factor looks at whether the 
contract creates a present obligation 
on the seller to execute and deliver a 
deed and a present obligation on the 
purchaser to make payments.  The 
court concluded that this factor was 
not significantly relevant to this 
analysis. 

5. Right of possession and control 
(IRS) 

Although the third-party printers had 
the right of possession during the 
printing process, the court also 
considered whether ADVO or the 
third-party printers were in control of 
the process.  Despite ADVO’s 
arguments that it controlled the 
printing process through precise 
specifications, the court found it more 
persuasive that the third-party 
printers and their employees set up 
the machines, loaded the paper, fine-
tuned the color keys, ran the printing 
process, supervised the quality, and 
then delivered the advertising 
materials to ADVO.  The court found 
that, in practice, ADVO did not 
exercise day-to-day control over the 
activities of the printer.  

6. Property taxes (neutral) 

This factor considers which party to 
the contract pays the property taxes.  
The court noted that there was no 
evidence of property tax paid with 
respect to printed material.    

7. Risk of loss or damage (neutral) 

This factor examines which party bore 
the risk of loss or damage to the 
advertising material during its 
production while it was in the 
possession of the third-party printers.  
In support of its conclusion that 

ADVO did not have the risk of loss 
with respect to the advertising 
materials, the court relied on the 
following terms of the printing 
agreements: 

 Risk of loss or damage did not 

transfer to ADVO until the 

advertising materials had either 

left the printers' facilities or been 

delivered to ADVO.  

 ADVO also did not assume any risk 

with respect to the “directed buy” 

paper supply agreements under 

which its printers were required to 

purchase paper from a specified 

source.  

 Although ADVO required its 

printers to purchase the paper 

from a specific source, ADVO did 

not guarantee payments to the 

broker in the event the printers 

defaulted on the payments, nor did 

ADVO reimburse the printer for 

the paper costs until the printed 

product had been completed and 

shipped per ADVO's specifications.  

 The third-party printers also were 

required to maintain insurance 

with respect to all of ADVO's work-

in-progress and all materials. 

However, the court also considered 
the risk of economic loss in its 
analysis, noting that different types of 
contracts effect the distribution of the 
economic risk of loss among the 
participants (e.g., between “fixed cost” 
contracts and “reimbursable” cost 
contracts).  After acknowledging that 
the terms of ADVO’s contracts varied, 
the court concluded that terms 
generally provide that some price 
changes may be allowed or even 
required, whether based upon changes 
tied to the Consumer Price Index or to 
reflect new printing developments.   

However, more significantly, the court 
recognized that ADVO bore the 
economic risk vis-à-vis its clients if 



WNTS Insight 

 
 

4 pwc 

damage or loss of the advertising 
material resulted from untimely 
delivery of the advertising material.  
According to the court, this economic 
harm could be “both quantifiable, in 
terms of its contract price with its 
clients, and more ethereal, in terms of 
reputation damage.” 

Observation:  The court’s approach 
to this question combines the 
economic risk of loss with the 
assessment of the party with the risk 
of property loss or damage.  Because 
the economics of a transaction often 
drive its substance, it is surprising 
that the court did not consider this 
factor separately, or as part of its 
consideration of the “Profits from 
operation and sale” factor discussed 
below. 

8.  Profits from Operation and Sale 
(IRS) 

The court concluded that the third-
party printing companies enjoyed the 
economic gain or bore the loss from 
the sale of the advertising material 
according to the difference between 
the printing companies' costs and, as 
to some of the contracts, the fixed 
contract price.  

Observation:  The court focused on 
the economics of the sale of the 
advertising material from the printer 
to ADVO, as opposed to the larger 
transaction involving ADVO’s profit 

from the ultimate disposition of the 
materials. 

9. Active and Extensive Participation 
(IRS) 

The court applied the test under 
Section 936 by asking whether ADVO 
actively and extensively participated 
in the management and operations of 
the activity.  While the court noted 
that ADVO did participate in the 
mailing and dissemination of mail 
packages, it concluded that these 
activities were considered a service 
and, therefore, ADVO did not 
extensively participate in the printing 
processes.   

Observation:  The court’s 
application of this factor appears to 
take a narrow view of the 
“manufacturing” activities necessary 
to manufacture the finished product.  
ADVO had argued that its graphic 
design, processing, and distribution 
activities were manufacturing 
activities, and it was anticipated that 
the court would address this issue in 
its decision.  This is important 
because, as noted above, the B&B 
determination is made for each 
qualifying activity.  See Section 
199(d)(10).  Despite the court’s 
conclusion that the printers have the 
B&B over their printing activities, 
ADVO also could qualify for the 
Section 199 deduction based on its 
own, non-printing, activities if such 

activities were determined to be 
qualified manufacturing activities.  
Such a determination would be 
consistent with the legislative intent of 
Section 199(d)(10) that the Section 
199 deduction be afforded to each 
qualifying manufacturing activity.  
However, the court noted that because 
it concluded that the contract printers 
had the B&B during the printing 
process, the court did not need to 
address this issue.   

Based upon the above analysis, the 
court held that ADVO did not have the 
B&B of the printed materials while the 
advertising material was being 
printed. 

The takeaway 

The ADVO decision provides further 
guidance on the historically 
controversial Section 199 B&B 
analysis.  Prospectively, it is 
anticipated that the IRS will begin to 
examine contract manufacturing 
arrangements using, at a minimum, 
the B&B factors analyzed by the 
ADVO court.   

Accordingly, any taxpayer that is a 
party to a contract manufacturing 
arrangement must evaluate the Tax 
Court’s decision in ADVO, in 
particular the factors the court 
determined were pertinent in its B&B 
analysis.  
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