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As the authors previously reported in the
Journal, on February 27, 2008, the [RS
and Treasury issued Proposed Regula-
tions (“Proposed Regulations”) provid-
ing, inter alia, that a CFC/principal
company could claim the manufacturing
exception to foreign base company sales
income if it could demonstrate that it had
made a substantial contribution to the
manufacturing process (“substantial
contribution test”).! Under the Proposed
Regulations, a CFC/principal company
would satisfy the substantial contribu-
tion test with respect to personal prop-
erty if the facts and circumstances
showed that the CFC/principal compa-
ny made a substantial contribution
through the activities of its employees to
the manufacture of that property.® The

Proposed Regulations included a non-
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exclusive list of activities (collectively,
“indicia of manufacturing”) to be con-
sidered in determining whether the
CRC/principal company satisfied the
substantial contribution test with respect
to the manufacture, production, or con-
struction of personal property under all
of the facts and circumstances.?

On December 29, 2008, the Proposed
Regulations were re-issued as final and
Temporary Regulations (TD 9438)
(“Final Regulations”). In light of com-
ments that the [RS and Treasury received
with respect to the Proposed Regula-
tions, * the Final Regulations make sig-
nificant tagpayer-friendly revisions and
clarifications to the general operation of
the substantial contribution test and the
indicia of manufacturing (hence, the title

of this article). The Final Regulations also
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provide helpful guidance with respect to
the definition of employee and automat-
ed manufacturing.® This article reviews
those comments, revisions, and clarifica-
tions as reflected in the Final Regulations,
concluding with some observations on
meeting the requirements of the test.

General Operation of the
Substantial Contribution Test
In response to the Proposed Regulations,
commenters requested further elabora-
tion of the general operation of the sub-
stantial contribution test. For example,
they asked for guidance on the amount of
activity performed by a CFC’s employees
that would be necessary to “satisfy” each
individual activity listed among the indi-
cia of manufacturing, Several commenters
requested clarifications suggesting they
believed that a certain threshold of
employee activity was required before the
activity would be considered in determin-
ing whether a CFC satisfied the substan-
tial contribution test.®

Commenters also sought guidance on
how the indicia of manufacturing should
be weighed in relation to each other and
whether performing a certain minimum
number of activities was required to satis-
fy the substantial contribution test. Others
asked that the Final Regulations explain
whether a CFC must perform any partic-
ular activity in all cases to satisfy the test
(for example, whether a CFC must always
perform oversight and direction of the
manufacturing process to satisfty the test).
Some commenters requested that the
Final Regulations emphasize that the
importance of each activity would vary by
industry and by taxpayer. Commenters
also wanted the Final Regulations to make
clear that a CFC need not perform all of
the indicia of manufacturing lo establish
a substantial contribution, and that the
weight given to activities performed by
employees of the CFC will depend on the
economic significance of those activities
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to the taxpayer’s business with respect to

the product being manufactured.

In light of these comments, the IRS and
‘Treasury concluded that additional guid-
ance with respect to the application of the
substantial contribution test was warrant-
ed. Thus, Final Reg. 1.954-3(a)(4)(iv)(c)
was added to the Final Regulations to pro-
vide clarification on the application of the
substantial contribution test. Under Final
Reg. 1.954-3(a){4)(iv)(c):

- All CEC employee functions con-
tributing to the manufacture of the
personal property will be considered
in the aggregate when determining
whether a substantial contribution is
made to the manufacture of the per-
sonal property through the activities
of a CFC’s employees.

« No single activity will be accorded

more weight than any other activity in
every case or will be required to be per-
formed in all cases.
There is no minimum threshold with
respect to functions performed by
employees of a CFC before their func-
tions with respect to a given activity
may be taken into account as part of
the substantial contribution test.

Therefore, all functions performed by
a CFC’s employees are considered (and
given appropriate weight) under the sub-
stantial contribution test,even if the CFC’s
employces perform only some of the
functions in connection with any one
activity (for example, some, but notall, of
the vendor selection). The weight given to
any functions performed by employees of
the CFC with respect to any activity will
be based on the economic significance of
those functions Lo the manufacture of the
relevant personal property. Correspon-
ding amendments and additional exam-
ples were added to the Final Regulations
to illustrate further the application of the
substantial contribution test.”

Other commenters sought clarification
on the extent to which purely contractual
assumptions of risk are considered in a
substantial contribution analysis. The IRS
and Treasury believed that no further clar-
ification in the Final Regulations was nec-
essary to address this point. Both the
Proposed and Final Regulations provide
that only activities of the CEC’s employees
are considered in the substantial contri-

bution analysis, so purely contractual
assumptions of risk are not considered in
the substantial contribution analysis.”

[n addition, commenters requested
that the Final Regulations clarify that more
than one person can provide a substantial
contribution to the manufacturing
process with respect to a given product.
In response, the IRS and Treasury amend-
ed the Final Regulations to clarify that a
CFC will not be precluded from makinga
substantial contribution to the manufac-
ture of the personal property even if oth-
er persons also make a substantial
contribution to the manufacture of that
property.” The Final Regulations added
an example to illustrate this point.

Indicia of Manufacturing

The IRS and Treasury received numerous
comments with respect to the specific
activities listed in the Proposed Regula-



tions that are considered in determining
whether a CFC makes a substantial contri-
bution through its employees to the man-
ufacture of personal property (i.e., the
indicia of manufacturing).

Ouarsight and direction of manufac-
turing. Commenters requested that the
[RS and Treasury clarify certain issues
related to the “oversight and direction of
the activities or process” pursuant to
which personal property is manufac-
tured. Some commenters asked that the
Final Regulations provide that oversight
and direction of the activities or process-
es pursuant to which personal property
is manufactured be a prerequisite for sat-
isfying the substantial contribution test.
Others requested clarification that in cer-
tain industries a CFC can make a sub-
stantial contribution without its
employees engaging in significant over-
sight and direction. Some commenters
focused on an example in the Proposed

Regulations where the CFC was not treat-
ed as making a substantial contribution
to the manufacture of personal property
when the CFC did not “regularly exercise”
oversight and direction with respect to
the contract manufacturer.”

The importance of oversight and
direction of the activities or processes
pursuant to which personal property is
manufactured will vary based on the facts
and circumstances associated with the
specific manufacturing process at issue.
The IRS and Treasury acknowledged that
oversight and direction is likely to be an
important element in many, but not all,
substantial contribution analyses. Thus,
to address taxpayer concerns, the exam-
ples in the Final Regulations were amend-
ed to make it clear that oversight and
direction is not a prerequisite for satisfy-
ing the substantial contribution test and
that in certain industries a substantial con-
tribution can be made by a CFC without

its cmp]nyua engaging in oversight and
direction." Finally, the examples in the
Final Regulations do not use the poten-
tially confusing reference to “regularly”
exercising oversight.

Material sel
and contral of the raw materials, work-
in-process, and finished goods. Some
commenters asked if other activities list-
ed among the indicia of manufacturing
also represented means of exercising
control of the raw materials, work-in-
process,and finished goods. The [RS and
Treasury acknowledged that some of the
activities in the indicia of manufacturing
overlapped with other activities in that
list. The Final Regulations require a sub-
stantial contribution to the manufacture
of the personal property through the
activities of the CFC's employees and not
satisfaction of any specific activity in the
indicia of manuf'au.:turing.13 Therefore,
the IRS and Treasury determined that it
was not necessary to clarify whether
any particular function might reason-
ably be included under more than one
heading in the indicia of manufactur-
ing. However, to provide clarity, the
Final Regulations group material selec-
tion, vendor selection, and control of
the raw materials, work-in-process, and
finished goods as a single activity in the
indicia of m'.111ufaclm'i11g.m

Commenters asked whether the con-
trol of the raw materials, work-in-process,
and finished goods refers to the CFC hav-
ing Lthe contractual right to take posses-
sion of the personal property, to have title
to the property, or to have economic risk
of loss with respect to the property. They
requested clarification on whether tax
ownership of raw materials, work-in-
pracess,and finished goods is required to
have control of each. In connection with
this question, commenters also asked
whether a CFC can satisfy the substantial
contribution test when the contract man-
ufacturing arrangement is buy-sell or
“turnkey” (that is, when the contract man-
ufacturer purchases the raw materials).

Both the Proposed and Final Regula-
tions provide that only activitics of the
CFC’s employees are considered in the
substantial contribution analysis.”™ Thus,
mere contractual rights, legal title, tax
ownership, or assumption of economic
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risk are not considered in the substantial
contribution analysis."® That said, to pro-
vide clarity, the Final Regulations deleted
“purchased by a controlled foreign corpo-
ration” in the first sentence of Prop. Reg,
1.954-3(a)(4)(iv)(a) to climinate any
inference thata CFC needs to own the raw
materials that are used in the manufactur-
ing process.” In addition, examples in the
Final Regulations clarify that buy-sell or
turnkey contract manufacturing arrange-
ments may satisfy the substantial contri-
bution test.'®

Management of manufacturing prof-
its and risk of loss. Commenters
requested clarification on which func-
tions would qualify as “management of
the manufacturing profits” or “manage-
ment of the risk of loss.”"® Some com-
menters expressed concerns regarding
the term "management of the manufac-
turing profits” Others suggested that it
would add clarity i “management of the
risk of loss” were deleted from Prop. Reg.
1.954-3(a)(4) (iv)(b)(1) and included
with “imanagement of manufacturing
profits” in a single item in the indicia of
manufacturing. Some commenters not-
ed that the term “management of the risk
of loss” implicitly excluded all other risk
management functions. One commenter
articulated the view that the indicia of
manufacturing should include reference
to management of enterprise risk, other
than risks pertaining exclusively to sales
and marketing functions. Some com-
menters suggested that management of
the manufacturing profits might refer to
such activities as the management of risks
related to the raw materials and the use
of plant capacity, but others thought it
might encompass the finance function of
a company.

The IRS and Treasury agreed that fur-
ther clarification was needed as to the
functions labeled “management of the
manufacturing profits” and “management
of the risk of loss” in the Proposed Regu-
lations. The [RS and Treasury intend that
the substantial contribution test recognize
contributions by a CFC'’s employees to the
manufacturing process through functions
that help to ensure that a plantis run in an
economically efficient manner, such as
optimization of plant capacity and reduc-
tion of waste. Notall corporate manageri-

See Greenwald, Stransky, and Oldak, "The Fab-
ulous New "Substantial Contribution’ Test," 19
JOIT 20 (October 2008)

Prop. Reg. 1.954-3(a)4Mivia),

Id. Hereinafter, "manulacture)” “manufactured;’ and
“manufactunng” nclude "produce.” “produced,”
and “producing,” “construct,” “constructed,” and
“constructing,” “grow,” “grown,” and “growing,
and "extract” “extracted,” and "extracting”
Unless otherwise stated, the source of the com-
ments on the Proposed Hegulations is the Pre-
amble 1o TD 2438. See Daub, Hickey, and
Peterson, Jr, "New Contract Manufactunng Reg-
ulations Will Have a Major Etfect on Supoly Chain
Structures.” 20 JOIT 18 (Juna 2008)

The Preamble further discusses comments (and
the reactions of the IRS and Treasury to those
comments) regarding (1) the proposed anti-abuse
rule and safe harbor; {2) further guidance on prod-
el grouping, treatment of partnerships, docu-
mentation of activities, and the "its” argument;
(3} the "same country manufacture” exceplion;
and {4) further modifications to the “murky”
branch rnule

Commenters requestec, for example, clarifica
tion an whether the "vendor selechion” activity
1s satisfied if the CFC provides a contract manu-
facturer with an approved st of vendors but
allows the contract manufacturer 1o make the
linal determination regarding the vendors to be
usied
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4 See Final Reg. 1.954-3{al4)v)ld). For technical
corrections to the examples, see Ann, 2008 30,
200915 IRB 794

% Final Rog. 1.954-3(a)(2), Prop. Reg. 1.934
Slalaivia)

Final Reg. 1.954-3(al)w)ic).
Final Reg. 1.954-3talta}(iviid), Cx. 9.
See Prop. Reg. 1.954-3fu4){ivic), Ex. 1.

12 See Final Reg. 1.954-3{a){d)(ivi{d), Ex. 10.
™ Linal Req. 1.954-3(a4)(iv)(c).

Final Reg. 1.954-3ta)4){ivib)(3).
Final Reg 1.954-3(al(2); Prop Reg '.954-
3taddivital.

S .

7 Final Reg. 1.954-3(a)(4)v){a),

'8 See Final Reg. 1.954 3(e)(dilviid), Fxs. 3, 9

1 Ses Prop. Reg. 1.954-3@)ANiv)(b)(1) (*manage-

ment of the risk of loss"), {4) ("Imlanagament of
the manufacturing profits”)

::' Final Reg. 1.954-3la)A)(v)(b)id)

Id

22 Einal Rag. 1.954-3(a)(@)(iv)(b)(5).

See Mop. Neg. 1.954-3a) 4 vibH9).
Final Reg. 1.954-3lala) (ivib) (7).

25 Sea Final Reg. 1.954-3(@N4AlM(C),
% See Frop. Reg. 1.954-3fl)IbI9); Final Reg

1.95a-3(alaliibli7)
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al decisions, however, are intended to be
considered in the substantial contribution
test, because many such decisions are not
directly related to the manufacture of the
personal property with respect to which
the substantial contribution analysis is
being performed. For example, the IRS
and Treasury do not intend that corporate
finance decisions be considered in the
substantial contribution test. Similarly, the
[RS and Treasury do not intend that the
general management of enterprise risk be
considered in the substantial contribution
Lest.

The IRS and Treasury concluded that
the term “management of the manufac-
turing costs or capacities” more accurate-
ly reflects the type of [unctions originally
contemplated by “management of the
manufacturing profits” in the Proposed
Regulations and is also related to the types
of functions contemplated by the “man-
agement of the risk of loss.” Accordingly,

the activity labeled “management of the
manufacturing profits” in the Proposed
Regulations was replaced in the Final Reg-
ulations with an activity entitled “manage-
ment of manulacturing costs or
capacities”® Further, the Final Regula-
tions include a parenthelical list of func-
tions (managing the risk of loss, cost
reduction or efficiency initiatives associat-
ed with the manufacturing process,
demand planning, production schedul-
ing, or hedging raw material costs) to elab-
orate on the meaning of the activity.”’

Control of logistics. Commenters
asked for clarification on the scope of
logistical functions that will contribute
towards a substantial contribution by a
CFC. This activity is intended, for exam-
ple, to include arranging for delivery of
raw materials to a contract manufacturer
but 1o exclude delivery of finished goods
to a customer. The Final Regulations pro-
vide clarity on this issue by revising the
activity to read “control of manufacturing
related logistics.?

Development, protection, and/or use.
Commenters noted that the “and” in the
description “direction of the development,
protection, and use of trade secrets, tech-
nology, product design, and design spec-
ifications, and other intellectual property
used in manufacturing the product in the
Proposed Regulations could be read to
mean that directing the “development,
protection,and use” of intellectual proper-
ty are all required for this activity to be
considered in the substantial contribution
analysis.”® They requested that these activ-
ities be stated in the disjunctive. The IRS
and Treasury adopted this comment by
replacing “and” with “or”in the Final Reg-
ulations.®® This clarification is consistent
with the idea that all functions performed
by a CFC’s employees are considered (and
given appropriate weight) under the sub-
stantial contribution test.? Thus, as noted
above, the CFC’s employees’ activities are
considered regardless of whether they
perform all or only some of the functions
listed in any enumerated item in the indi-
cia of manufacturing.

In addition, the term “protection” was
deleted in the Final Regulations.”® The IRS
and Treasury were concerned that absent
this clarification, the Final Regulations
could be read to provide that legal work

performed by a CFC’s in-house legal stall
was considered under the substantial con-
tribution test, including cases where, for
example, litigation success could be heav-
ily correlated to profitability or business
failure with respect to a particular prod-
uct, Further, the IRS and Treasury modi-
fied the description of the activity in the
Final Regulations to clarify that develop-
ing, or directing the use or development
of, trade secrets, technology, or other intel-
lectual property, are considered under the
substantial contribution test, but only
when activities of this nature are under-
taken for the purpose of the manufacture
of the personal property.?’

Commenters asked whether the intel-
lectual property referred to in the Pro-
posed Regulations included marketing
intangibles.? The activity as described in
both the Proposed and Final Regulations is
with respect to intellectual property used
in the manufacture of the personal prop-
erty. Thus, developing, or directing the use
or development of, marketing intangibles
is not intended to be considered in a sub-
stantial contribution analysis.

Definition of Employee

The IRS and Treasury requested com-
ments on whether the requirement in the
Proposed Regulations that the activities
of the CFC be performed by its employ-
ces should take into account commercial
arrangements where individuals per-
forming services for the CFC, while not
on its payroll, are nevertheless controlled
by employees of the CFC.*® Commenters
asked that the Final Regulations expand
the definition of the term “employec” to
include various commercial or econom-
ic arrangements where individuals per-
form services for a CFC under the CFC's
direction and control, but are not neces-
sarily the CFC’s employees under local
law. In particular, they suggested that
“employee” could be defined for purpos-
es of the substantial contribution test
using the definition in Section
3121(d)(2).2° Other commenters asked
that “employee” be delined more broad-
ly to include anyone in an agency rela-
tionship with a CFC,

The IRS and Treasury agreed that clar-
ification of “employee” would promote

4 JOURNAL OF INTERNATIONAL TAXATION



more effective application of the Final
Regulations, and that activities performed
by certain non-payroll workers should be
considered in determining whether the
CFC provides a substantial contribution
through “its employees.” They concluded,
however, that it would be inappropriate to
broaden the definition of employee to
include anyone in an agency relationship
with a CFC, because it could create unin-
tended branch rule issues for taxpayers
(for example, as a result of employees of a
contract manufacturer being treated as
employees of the CFC under such a defi-
nition), Thus, the Final Regulations pro-
vide that "employee” means any individual
who, under Reg. 31.3121(d)-1(c), has the
status of an employee for U.S. federal tax
purposes.” This definition of “employee”
may encompass certain seconded work-
ers, part-time workers, workers on the
payroll of a related employment company
the activities of which are directed and
controlled by CFC employees, and con-
tractors, so long as those individuals are
deemed to be employees of the CFC
under Reg. 31.3121(d)-1(c). This defini-
tion of “employee” may result in an indi-
vidual being treated as an employee of two
or more entities simultaneously.

Automated Manufacturing

Several comments were received con-
cerning Prop. Reg. 1.954-3(a)(4)(iv)(c),
Example 4,in which a CFC owns software
and network systems that remotely and
automatically (without human involve-
ment) order raw materials for use by the
contract manufacturer, take customer
orders and route them to the contract
manufacturer, and perform quality con-
trol. Although the CFC has a small num-
ber of computer technicians monitoring
the software and network systems, those
systems were developed by employees of
DP, the CFC’s domestic parent corpora-
tion. Those DP employees supervise the
CFC’s computer technicians, evaluate the
results of the automated manufacturing
business, make ongoing operational deci-
sions related to the performance of the
manufacturing process, redesign and
update the products and the manufactur-
ing process, and develop all of the
upgrades and patches for the sollware
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and network systems owned by the CFC.
The example concluded that the CFC did
not provide a substantial contribution to
the manufacture of Product X.

Commenters expressed concern that
Prop. Reg. 1.954-3(a)(4)(iv)(c), Example
4, did not recognize the importance of
automated manufacturing in modern
business practices. They noted the follow-
ing: (1) manufacturing processes are
increasingly automated; (2) in some high-
tech industries, automated manufactur-
ing processes are the only way to
manufacture and test the quality of cer-
tain products;and (3) in these industries,
human involvement in various parts of
the manufacturing process could be
counterproductive. Some commenters
were concerned that Prop, Reg. 1.954-
3(a)(4)(iv)(c), Example 4, penalized such
automated manufacturing processes
under the substantial contribution test.

The IRS and Treasury agreed that a
CFC can provide a substantial contribu-
tion to a largely automated manufactur-
ing process through its employees. Final
Reg. 1.954-3(a)(4)(iv)(d), Example 5,
contains the same facts as Prop. Reg.
1.954-3(a)(4)(iv)(c), Example 4. Under
those facts, substantial operational
responsibilities and decision-making by
humans are required for the manufactur-
ing process, but they are not performed
by the CFC. The Final Regulations
include an additional example. Final Reg,
1.954-3(a)(4)(iv)(d), Example 6, illus-
trates that a CFC the employees of which
perform most of the functions that DP's
employees perform in Final Reg. 1,954~
3(a)(4)(iv)(d), Example 5, makes a
substantial contribution to the manufac-
turing process. This result applies even
though DP’s employees also contribute (o
the manufacturing process. Final Reg.
1.954-3(a)(4)(iv)(d), Example 7, further
illustrates that the CFC can make a sub-
stantial contribution through the activi-
ties of its employees regardless of whether
the software and network systems were
purchased by the CFC. These examples
show that the evaluation of whether a
CFC mukes a substantial contribution
through its employees is determined
based on whether the CFC's employees
conduct industry-sufficient substantial
contribution activities.

Effective Date

Several commenters requested that the
Final Regulations provide for a delayed
effective date to allow taxpayers to imple-
ment supply chain and structural
changes that may be required to satisfy
the substantial contribution test and the
branch rules. The IRS and Treasury
agreed that a delayed effective date is
appropriate for taxpayers with structures
that require modification to accommo-
date the new Regulations.

Accordingly, the Final Regulations
will apply to tax years ol CFCs begin-
ning after June 30, 2009, and for tax
years of U.S. shareholders in which or
with which such tax years of the CFCs
end.* Thus, the Final Regulations will
apply from January 1, 2010, for calen-
dar-year CFCs unless a taxpayer choos-
es to apply the Final Regulations
retroactively with respect to its open lax

yea 1'3.33



2 Final Reg. 1.954-3(a)@)ivibii7). On Apnil 23, 2009,
at o conference co sponsorad by New York Uni-
versity and KPMG in New York, Michaal DiFronzo,
IRS Deputy Assocate Chuef Counsel (Irtemation
all, discussed the seventh substantial contnbu-
tion factor {"developing, or directing the use or
development of, product design and design spec-
ifications, as well as trade secrets, technology, or
other intellectual property for the aurpose of man-
utactunng, oroducing, o cons:ructing the person-
al property”). He confirmed that "preduct design
[is) part of the manutactunng function that would
be included i the [Code Section] 954(d) analy-
515" Tandon, 'IRS Official Describes Scope of
Contract Manufacturing Rules," 4 Tax Notes Int'l
391 (May 4, 2009). Thus, the "seventh factor” is
not Imitec to the development ot intellectual
property related to the production process.

28 brop. Reg. 1.954-3(@)4)Iv)01O).

A Preamble ‘o Prop. feg 19564-3, 73 Fed. Req.
10718,

30 gaction 312 1d)(2) defines an employee &s “any
mdividual whao, under the usual comimon law
rules apphcable in determirng the employer-
employee relationship, "as the status of an
employee”

3 Final Reg. 1.954-3(2)4)0)

32 £inal Reg. 1.954-3(¢)

B Final Reg. 1954-3(d). The taxpayer mray so cheose
i and only if the axpayer anc all memoers of its

affiliated group apply the Final Regulations in ther
entiraty to the earliest tax year of each CFC that
ends with or within an open tax year of the tax-
payer and 1o all subsequent tax years Final Reg.
1.954-3(). A laxpayer Lhal chose, puor 2o Decenr-
ber 24, 2008, to apply Prop. Reg: 1.054-3 in 115
antirety to all of the taxpayer’s open 1ax years in
which or with wich a tax year nf a CFC of the
texpaye: ended, may continue to apply Prop. Reg
1.954-3 in its enurety with respect to all of the
laxpayer's open tax years that begin prior to July
1, 2009.TD 9438, Preamble. Fo* a technical cor-
rection regarding the effective date of the Final
Regulations, see Arn. 2009-30, supra note 7

3 Enal Reg. 1,954-3@1@)IVITC)

7
‘; Sae Final Reg. 1.954-3(@)id)vi(d), Ex. 10,

% Final Reg. 1.954-3(a)4)iv}a).
Final Req 1.954-3(alld)iv)b)4)
Final Reg 1.954-3(al4Mi).
See Sheppard, "Boots on the Greund: IRS Official
Expands Contract Manutacluring Comments”
2008TNT 79-1 (April 22, 2008) {comments of Mr.
DiFronzo).
The IRS and Treasury demurred when com-
mentars asked for guidance in the Final Regula-
tions on how taxpayers should document their
activities for purposes of the substantial conts-
bution test.

Conclusion

As noted above, the Final Regulations
have made the substantial contribution
test even more fabulous. Now, inter alia,
in determining whether a substantial
contribution is madec to the manufacture
of the personal property:

+ All CFC employee functions con-
tributing to the manufacture of the
personal property will be consid-
ered.

+ No single activity will be accorded
more weight than any other activity.*

+ There is no minimum threshold with
respect to functions performed by
employees of a CFC.*

+ Oversight and direction are not pre-
requisites for satisfying the substan-
tial contribution test.”

+ A CFC need not own the raw materi-
als used in the manufacturing
process.*®

« The revised activities “management
of manufacturing costs or capacities”
and “control of manufacturing relat-
ed logistics” have been explained
more clearly than in the Proposed
Regulations and have been expanded
in scope.”®

+ “Employee” is defined to mean any
individual who, under Reg. 31.3121
(d)-1(c), has the status of an employ-
ee for U.S, federal tax purposes.”

As we previously reported, assum-
ing the requisite “boots on the
grounc 7 the key to success will be
documentation, documentation, docu-
mentation.”* Minuted board meetings,
where the directors have made deci-
sions with respect to vendor selection,
contract manufacturer selection, and
the manufacturing process, should be
in the files. And although oversight and
direction are nol prerequisites for sat-
isfying the substantial contribution tesl,
where applicable, the files should also
include logs/diaries of trips to the con-
tract manufacturer.

Aswith all U.S. tax planning, if get-
ting the substantial contribution test
right is meaningful (i.e., if the test
must be met to avoid foreign base
company sales income (FBCSI)),
actions/tweaks to existing structures/
legal relationships should be taken to
ensure success. @
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