ADVO, Inc. & Subsidiaries v. Commissioner, 141 T. C. 298 (2013) (United
States Tax Court, 2013)

In ADVO, Inc. & Subsidiaries v. Commissioner, the U. S. Tax Court ruled that ADVO,
a direct mail advertising company, could not claim a domestic production activities
deduction under I. R. C. § 199 because it did not bear the benefits and burdens of
ownership of the printed materials during production. This decision clarified the
eligibility criteria for the deduction, emphasizing that only the party with ownership
during the manufacturing process can claim it, impacting how companies structure
their production agreements.

Parties

ADVO, Inc. & Subsidiaries, as the petitioner, challenged a decision by the
Commissioner of Internal Revenue, the respondent, in the United States Tax Court.
ADVO was the common parent of a consolidated group, and at the time of filing, its
principal place of business was in Connecticut.

Facts

ADVO, Inc. was engaged in the distribution of direct mail advertising in the United
States, offering both solo and cooperative mail packages to its clients, which
included businesses such as supermarkets and retailers. ADVO either supplied the
advertising materials itself or used client-supplied materials. When ADVO supplied
the materials, it contracted third-party commercial printers to print them. ADVO’s
advertising materials included a “Shopwise” wrap, inserts, and a detached address
label (DAL). ADVO'’s business model involved selling advertising space, assisting
with graphic design, and ensuring the delivery of mail packages to targeted
consumers. ADVO claimed a deduction under I. R. C. § 199 for the tax years 2006
and the short 2007 year, asserting that it manufactured the printed materials. The
Commissioner disallowed these deductions, arguing that ADVO did not manufacture
the materials.

Procedural History

ADVO filed a petition for redetermination of deficiencies in income tax determined
by the Commissioner for the 2006 and short 2007 tax years. The case was
bifurcated, with the sole issue in this opinion being whether ADVO was entitled to a
§ 199 deduction for the printed materials. The Tax Court conducted a trial and
issued its opinion on October 24, 2013, ruling against ADVO'’s entitlement to the
deduction.

Issue(s)

Whether ADVO, Inc. & Subsidiaries is entitled to a deduction under I. R. C. § 199 for
the tax years 2006 and the short 2007 year based on the production of qualifying
production property?
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Rule(s) of Law

[. R. C. § 199 allows a deduction for income attributable to domestic production
activities, including the manufacture of tangible personal property within the United
States. The regulations specify that when a taxpayer contracts with an unrelated
party for manufacturing, the taxpayer must have the “benefits and burdens of
ownership” of the qualifying production property during the period the
manufacturing activity occurs. See 26 C. F. R. § 1. 199-3(e)(1).

Holding

ADVO, Inc. & Subsidiaries was not entitled to the § 199 deduction for the tax years
in question because it did not have the benefits and burdens of ownership of the
direct advertising materials during the printing process.

Reasoning

The Tax Court applied a fact-specific benefits and burdens test to determine
ownership during the manufacturing process. Factors considered included legal
title, the intention of the parties, right of possession and control, risk of loss, and
profits from the operation and sale. The court found that the third-party printers had
legal title to the printed materials during production, bore the risk of loss, and
controlled the actual printing process. Despite ADVO’s involvement in specifying the
design and materials, it did not exercise day-to-day control over the printing
process. The court distinguished this case from Suzy’s Zoo v. Commissioner, noting
that the § 199 test requires the benefits and burdens during manufacturing, a
narrower scope than the § 263A test used in Suzy’s Zoo. The court concluded that
only the third-party printers had the requisite ownership during the manufacturing
activity, and thus, ADVO could not claim the § 199 deduction.

Disposition

The Tax Court issued an order denying ADVO'’s claim for a § 199 deduction for the
tax years 2006 and the short 2007 year.

Significance/Impact

The ADVO decision is significant for its clarification of the eligibility criteria for the §
199 domestic production activities deduction. It established that only the party
bearing the benefits and burdens of ownership during the manufacturing process
can claim the deduction, impacting how companies structure their production
agreements. The ruling has implications for industries reliant on contract
manufacturing, requiring careful consideration of ownership rights and
responsibilities in production contracts. Subsequent cases and IRS guidance have
referenced this decision to delineate the boundaries of the § 199 deduction,
particularly in scenarios involving contract manufacturing arrangements.
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