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As the world emerges from an unprecedented pan-
demic and widespread disruptions in supply chains, C
suite priorities are centered around creating new, re-
silient, and lasting supply chains. In the meantime,
trade policy has emerged as a determining factor for
sourcing and production location decision making. In
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the United States, the president has issued two Execu-
tive Orders (EOs) specifically leveraging U.S. govern-
ment purchasing power and adjusting procurement
regulations to incentivize and prioritize domestic pro-
duction of critical products and technologies such as
pharmaceutical ingredients, semiconductors, certain
minerals, and advanced batteries. EO 14005' (Made
in America EO) mandated a reassessment of the Made
in America provisions and waivers offered to suppli-
ers of products and services to the U.S. government,
and EO 140177 (Supply Chain Review EO) ordered a
100-day review of certain critical supply chains.

What does this mean? Will companies stop import-
ing? Will the U.S. goal of significantly increasing do-
mestic production finally materialize? Signals show
that several industries are leaning into the government
regulations and investments, placing tariffs at the fore-
front of where executives are making their supply
chain bets.

Furthermore, trade policy won’t be the only driver
of these decisions. The U.S. and foreign income tax
implications of companies’ manufacturing operations
— as they currently stand and as they evolve over the
next few years — will also play a large part in deter-
mining the “all in” cost of manufacturing in one lo-
cation versus another.

In this article, we begin with a discussion of the rel-
evant trade policy developments, then continue with
the income tax considerations, both of which may
help multinational corporations decide how to struc-
ture their supply chains.

SCOPE OF THE MADE IN AMERICA
AND SUPPLY CHAIN REVIEW
EXECUTIVE ORDERS

While the EOs address differing issues, the goals
are clearly aligned: to improve and prioritize develop-
ment of U.S. manufacturing capabilities. For compa-
nies involved in government procurement, compli-
ance with Buy America and Buy American require-
ments will be more closely scrutinized by the newly
created Made in America Office. However, the solu-

! Executive Order 14005 of January 25, 2021, Ensuring the Fu-
ture Is Made in All of America by All of America’s Workers, 86
Fed. Reg. 7475 (Jan. 28, 2021).

2 Executive Order 14017 of February 24, 2021 America’s Sup-
ply Chains, 86 Fed. Reg. 11,849 (Mar. 1, 2021).
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tions proposed under the 100-day supply chain review
may make domestic sourcing options more available.

Made in America Executive Order

President Biden’s Made in America EO announced
that the government would prioritize and maximize
“the use of goods, products, and materials produced
in, and services offered in, the United States”> when
making procurement decisions and awarding federal
financial assistance. The Made in America EO specifi-
cally prioritizes the Buy America and Buy American
procurement programs that either require or provide a
preference for goods, products, or materials produced
in the United States. Further, the EO mandated the
creation of a Made in America Office that would be
responsible for implementing federal procurement
policy, including approving any waivers granting ex-
ceptions to program requirements. In certain cases,
the granting agency would be required to assess
whether a significant portion of the cost advantage re-
lated to a foreign product arises from the use of
dumped or subsidized imports. To implement the
Made in America EO, the Administration issued a fi-
nal rule in March 2022 which, among other steps, in-
creases domestic content requirements under the Buy
American Act (BAA).* Specifically, effective in Octo-
ber 2022, the BAA’s domestic content requirement
will increase from 55% to 60%, with subsequent in-
creases to 65% in calendar year 2024, and to 75% in
calendar year 2029.

In short, the Made in America EO will drive a fun-
damental change to long-standing sourcing practices,
pushing companies to continually increase their do-
mestic content to keep up with increasing government
requirements.

Infrastructure Investment and Jobs
Act

The Infrastructure Investment and Jobs Act (IIJA)®
authorizes federal funds for highways, highway safety
programs, transit programs, and other purposes. In
line with the Administration’s intentions to rebuild in-
frastructure and maximize the use of goods, products,
and materials produced in the United States, the IIJA
includes several revisions to existing Buy America
and Buy American procurement programs. Most nota-
bly, with regard to Buy America provisions, the IIJA
requires the head of each federal agency to ensure,
within 180 days following enactment, that funds are
made available for a project benefitting from federal
financial assistance only if all of the iron, steel, manu-
factured products, and construction materials used in
the project are produced in the United States.

3 86 Fed. Reg. 7475.

# Federal Acquisition Regulation: Amendments to the FAR Buy
American Act Requirements, 87 Fed. Reg. 12,780 (Mar. 7, 2022)
(to be codified at 48 C.FR. §13, §25, and §52).

5 Pub. L. No. 117-58.

For purposes of the IIJA, the term ‘““produced in the
United States” is defined as outlined below; any ex-
isting Buy America procurement program that does
not currently meet the standards outlined in the IIJA
will be required to do so.

“Produced in the United States”

Product Type Definition

Iron or steel products All manufacturing processes, from
the initial melting stage through the
application of coatings, must occur

in the United States.
Manufactured products The manufactured product was:

e manufactured in the United States;
and

e the cost of the components of the
manufactured product that are
mined, produced, or manufactured in
the United States is greater than 55%
of the total cost of all components of
the manufactured product.

Construction materials  All manufacturing processes for the
construction material occurred in the

United States.

Regarding the BAA, the IIJA implements a new
limitation on the long-standing commercially avail-
able off-the-shelf (COTS) exception. Specifically, the
IIJA ends exemptions from BAA requirements — pre-
viously based on the COTS exception — for iron and
steel articles, materials, and supplies. The IIJA also
directs the Federal Acquisition Regulatory Council to
revise the Federal Acquisition Regulations to increase
the domestic content requirement under the BAA to
75%, consistent with the rule changes discussed
above.

These changes represent the codification of actions
promised to close loopholes within the various long-
standing ‘““Made in America” regulations to which
companies have been accustomed.

Supply Chain Executive Order

The Supply Chain EO ordered six federal agencies
to conduct a 100-day review of certain critical supply
chains to address vulnerabilities highlighted by the
Covid-19 pandemic. Citing pandemics, biological
threats, cyber-attacks, climate shocks, terrorist at-
tacks, geopolitical and economic competition, and
other conditions which may reduce critical manufac-
turing capacity, the Supply Chain EO focuses on the
risks of four critical products:

Critical Products

Semiconductor manufacturing
and advance packaging

Critical minerals

Pharmaceuticals and active
pharmaceutical ingredients

High-Capacity Batteries
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The U.S. Departments of Commerce, Energy, De-
fense, and Health and Human Services completed re-
ports in June 2021 and assessed the resiliency, secu-
rity, and diversity of the supply chains that play piv-
otal roles in the U.S.’s economic and national security.
The reports included assessments and strategies to
strengthen supply chains, addressing a host of issues
related to supply chain security such as manufactur-
ing capabilities, supply chain capacity, primary risk
drivers, and the role of U.S. allies.

Following submission of these reports, the Assis-
tant to the President for National Security Affairs
(APNSA) and the Assistant to the President for Eco-
nomic Policy (APEP) consolidated and submitted the
reports to the president, making any additional recom-
mendations to address the identified risks. The Ad-
ministration’s consolidated 100-day report also noted
the establishment of the Supply Chain Disruption
Task Force (SCDTF) which was a rapid response ef-
fort led by the Secretaries of Commerce, Transporta-
tion, and Agriculture to address the short-term, imme-
diate impacts of the pandemic.

At the one-year mark since first issuing the Supply
Chain EO, the Administration released its capstone re-
port summarizing the key findings of the six agency
reports, providing a status update on the implementa-
tion of recommended short-term changes, and propos-
ing a set of solutions designed to bolster the economic
resiliency and longevity of the United States.

Six-Point Recommendation Plan

Rebuilding domestic production and innova-
tion capabilities.

Supporting market development that invests in

2. workers, values sustainability, and drives qual-
ity.
3 Leveraging the government’s role as a
) purchaser/investor in critical goods.
4 Strengthening international trade rules/trade
) enforcement mechanisms.
5 Working with allies to decrease vulnerabilities
) in the global supply chain.
Monitoring near term supply chain disruptions
6. as the economy reopens from the Covid-19

pandemic.

While many of the strategic action points underpin-
ning the broader recommendations have yet to be
implemented, they indicate that the government will
be more heavily involved in fostering innovation both
through funding and opportunity creation. For ex-
ample, the capstone report recommends dedicated
funding for semiconductor manufacturing and re-
search and development (R&D) of at least $50 billion
in investments. Similarly, the report recommends le-
veraging the Defense Production Act (DPA) to expand
production in critical industries and leverage federal
procurement to strengthen U.S. supply chains.

Other proposed investments by industry included
the following:

Critical Industries

Proposed Funding Mechanisms

Semiconductor manu-
facturing and advance
packaging

High-capacity batteries

Critical minerals and
materials

e $50 billion in funding for the Cre-
ating Helpful Incentives to Produce
Semiconductors (CHIPS) for
America Act to include production
incentives.

e Federal incentives to build or ex-
pand semiconductor facilities.

e Congressional funding for R&D
potentially through the National In-
stitute of Standards and Technology
(NIST) or the Defense Advanced
Research Projects Agency (DARPA).

e Department of Commerce financial
support for upstream (e.g., equip-
ment, materials, and gases) and
downstream industries.

e U.S. Export-Import Bank (EXIM)
provide loans or loan guarantees for
facilities.

e Small Business Administration
(SBA) loans/programs for small do-
mestic suppliers

e Department of Defense to invest in
critical testing facilities.

e Appropriate funds to GSA to con-
vert the federal fleet of vehicles to
electric vehicles (EV) and zero emis-
sion vehicles (ZEV).

e Federal grant funding to the Envi-
ronmental Protection Agency (EPA)
or Department of Energy (DOE) to
change the nation’s school buses to
EV and ZEV.

e Funding for the Federal Transit
Administration’s Low and No Emis-
sions grant program to procure zero
emission transit vehicles and sup-
porting infrastructure.

e Implement Congressional ‘““point
of sale” rebates for EV purchasers
with increased rebates for vehicles
with higher domestic content and
conform to higher labor standards.
Offer tax credit for medium and
heavy duty EVs.

e Build out of EV charging infra-
structure.

e DOE investment in extraction and
refinement and R&D.

o Invest in domestic refinement of
materials.

e Use the DPA to incentivize pro-
duction and R&D across the supply
chain, including new magnet capa-
bilities and advanced electric motor
designs.

o EXIM loans or guarantees to sup-
port the export of U.S. mining
equipment and engineering services.
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e Investments in rare earth element
processing capacity in the United
States.

e Strengthen critical mineral stock-
piling.
e Implementing advanced sustain-
ability standards for minerals used in
electronics.

Pharmaceuticals and

active pharmaceutical
ingredients

e Invest in specialized equipment
and updates to manufacturing pro-
cesses.

e Offer procurement guarantees.
e Provide funding through the DPA.

e Support for virtual drug stockpiles
with surge manufacturing capacity.

Although the number of critical supply chains is
limited, the modifications to ‘“Made in America” re-
quirements to support domestic industry mean that in-
dustries outside of those targeted in the Supply Chain
EO review may be impacted. One of the most impact-
ful changes on the horizon for companies that contract
with the federal government are the upcoming domes-
tic content requirement changes as announced in the
Buy American Final Rule.

As these changes are implemented, federal contrac-
tors will face increased pressure to source from do-
mestic suppliers. The government also clearly is still
trying to understand the full impact the modifications
to the “Made in America’ requirements may have on
critical industries and where domestic production may
need to be ramped up. The Departments of Transpor-
tation and Energy recently collected public comments
on the availability of EV chargers manufactured in the
United States, and whether they comply with appli-
cable Buy American requirements. Ramping up do-
mestic component and hardware production is a nec-
essary precursor to support the development of a do-
mestic EV infrastructure and multitude of other
industries.

TODAY’S BUSINESS ENVIRONMENT:
WHAT COMPANIES ARE FACING

The business environment in which these reviews
were conducted provides clarity on the proposed gov-
ernment intervention. In the last several years, the
challenges facing multinational companies have in-
creased exponentially in both number and complexity.
As a result, companies have fought to preserve mar-
ket share and maintain profitability while grappling
with increased raw material and shipping costs. The
most successful companies have been those that
adapted quickly to the supply chain uncertainty cre-
ated by the Covid-19 pandemic, often adopting a
more vertical supply chain and moving away from the
long-preferred ‘‘just-in-time” approach to inventory
management, to a “‘just-in-case” strategy. The pan-
demic also highlighted a need for companies to in-
crease supply chain visibility and decrease reliance on
vendors to manage upstream production. This was a
hard lesson learned during the pandemic when certain

large manufacturers initially scaled down and then,
when consumer demand surged (such as with cars),
were unable to quickly ramp up production — thus
leading to domestic shortages and high prices. In the
future, the ability to quickly model the all in produc-
tion costs, including landed costs as tariffs fluctuate,
will be paramount in responding to pricing pressures.
Companies that continue to be successful will under-
stand the influence that the Administration’s policy on
trade and tariffs will have on shifting supply chains
and act accordingly to improve supply chain agility.

For U.S. importers, the combination of supply
chain disruptions and the significantly increased costs
arising from the substantially higher tariffs on prod-
ucts from China created a perfect storm. The United
States Trade Representative (USTR) implemented
steep tariffs in 2018 following an investigation that
found China was engaging in unfair trade practices,
including intellectual property theft. Punitive tariffs
ranging from 7.5% up to 25% were imposed on most
imports from China and are in addition to the normal
tariff rates. For some industries — including many
companies in the semiconductor, communications,
electronics, and building equipment — the tariffs
didn’t just add 25% more to the cost of goods sold, it
also highlighted the need for tariff management strat-
egies given that these industries have enjoyed histori-
cally low to no tariffs. In a matter of months follow-
ing the imposition of the China tariffs, the importing
environment changed dramatically — making trade
strategy a boardroom issue.

Companies had barely adjusted to this new high-
tariff environment when the pandemic began, and
many were ill-equipped to face another round of un-
precedented challenges. Moving goods had never
been so difficult as suppliers struggled to keep up with
surging demand in the face of understaffed and shut-
tered factories. Logistics providers were at maximum
capacity and could not move goods with the normal
efficiency international supply chains required. This
meant that the ““just-in-time” supply chain model that
many retailers employed broke down and could not
meet customer needs. The large scale supply chain
breakdown brought on by the Covid-19 pandemic
highlighted the need for supply chain visibility and di-
versification — particularly for critical goods.

Even industries that already had high tariffs and had
the staff and strategies in place to mitigate the China
tariffs faced a new set of challenges as U.S. Customs
and Border Protection (CBP) turned its focus to
forced labor concerns. The recent heightened enforce-
ment targeting forced labor in supply chains, particu-
larly for the apparel and footwear industries, added a
new wrinkle in compliance management. Social com-
pliance, specifically human rights, has emerged as a
significant policy issue with trade ramifications for
both importers and exporters. This issue has recently
come to the forefront for multinational companies as
CBP issued and enforced a wide range of Withhold
Release Orders (WROs) which effectively prevent the
import of goods into the United States if forced labor
is suspected in their production. CBP has specifically
targeted imports from specific countries, including
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China and Malaysia, in response to allegations of
forced labor being used those countries. The majority
of these WROs have been imposed with respect to
Chinese imports. In December 2021, there were 54
active WROs in place with no sign of slowing. Fur-
ther, CBP made clear the expectation to have full vis-
ibility into companies’ supply chains — a difficult ask
for global companies that rely on a web of suppliers
and manufacturers. On the export side, the Bureau of
Industry and Security (BIS) added more companies to
the Entity List which requires exporters to obtain li-
censes before certain products are shipped to certain
end users. With the Russia-Ukraine crisis, it is likely
that more export sanctions, restrictions, and enforce-
ment are on the horizon, adding an additional compli-
ance element that multinational companies must man-
age.

PREPARING FOR WHAT COMES
NEXT

Read simply as policy recommendations, the road-
map for achieving enhanced domestic manufacturing
appears clear and defines achievable outcomes that
will not only bolster U.S. capabilities but help prevent
future supply chain meltdowns. However, the real
world success of these recommendations will be
closely tied to the ability to adapt them to specific
challenges as the economy evolves through the pan-
demic. While the path forward may not be clear until
the implementation of recommendations from the
various reports and finalization of proposed rules,
some of the challenges are clear.

The hurdles to maintaining supply chains for criti-
cal products are broadly similar, diverging only in the
details of potential solutions. For example, approxi-
mately 80% of the world’s active pharmaceutical in-
gredients are reportedly sourced from a small group
of countries, notably including China and India. Al-
though in most cases active pharmaceutical ingredi-
ents have a longer shelf life than finished drugs, the
cost of moving supply chains while simultaneously
moving away from step-by-step manufacturing to a
continuous manufacturing model will require the right
funding at the right times or we may end up with un-
equally distributed domestic supply chains that don’t
close the gap.

While the private sector may drive much of the
pharmaceutical change through government funding,
addressing gaps in the semi-conductor industry may
require a closer public-private partnership. Industry
groups are advocating for government interventions to
support the development of the semi-conductor sup-
ply chain by aligning policies with strategic market
interventions. This includes government incentive
programs around precompetitive research, building
manufacturing capacity, and developing alternatives
where critical areas could be threatened either as a re-
sult of export control considerations or disruptions by
third-country producers.

In sum, what these industries need will vary. Meet-
ing those needs will require individualized solutions.

How will the industries access the funding? How is
progress defined, and which benchmarks will need to
be achieved? If the recommendations are not sup-
ported by funding that is easily accessible and tied to
requirements that make sense to the private sector, re-
alizing gains will be challenging to measure. Yet, even
while it’s still unclear how funding will be made
available and how government policies will drive
change, there are a few steps businesses can take now.

Identify How Business May Change

With increased pressure to produce domestically,
industry may ultimately reassess their supply chains.
One of the more obvious ways is for importers to
adapt their import profile to include more raw materi-
als versus finished goods. Over the last few years,
companies have faced a high-tariff environment that
added substantial costs. Tariffs as a policy tool are
likely here to stay, particularly as policymakers begin
to focus on improving domestic supply chains. Fur-
ther, the six high-level trade recommendations result-
ing from the report each raise trade considerations
that will have lasting effects.

Recommendation Trade Implication

Rebuilding production e Potential increase in component

and innovation capabili- imports creating complexity around

ties. Harmonized Tariff Schedule classifi-
cation and tariff rate management.

e Increased opportunity from tax and
duty savings incentives, especially
where the U.S. is export-base.

Supporting market de- e Increased pressure to source re-

velopment that invests  sponsibly combined with increased

in workers, values sus-  import detainments to prevent forced

tainability, and drives labor.

quality.
e New requirements for trade teams
to oversee, similar to the United
States-Mexico-Canada Agreement
(USMCA) Labor Value Content
(LVC) requirement. This rule re-
quires, for the first time, that trade
teams monitor labor wages involved
in production.

Leveraging the govern- e Modeling impact to business as
ment’s role as a pur- Buy America and Buy American Act
chaser of and investor ~ (BAA) requirements increase.

in critical goods.

e Stringent waiver requirements
combined with increased compliance
auditing.
Strengthening interna-
tional trade rules, in-
cluding trade enforce-
ment mechanisms.

e Potential additional tariffs or quo-
tas that will add costs into the exist-
ing supply chains.

e Increased CBP audits and investi-
gations.
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Working with allies and e Monitoring Free Trade Agreement

partners to decrease (FTA) opportunities and trade pro-

vulnerabilities in the motion measures such as regional

global supply chain. bloc trading strategies for discrete
components and subcomponents
(e.g., development and manufacture
of a pump in ASEAN, production of
motor in EU and assembly in the
United States, Mexico, Canada
(USMCA) bloc).

e Being able to access global trade
data quickly and easily.

Monitoring near-term e Developing and implementing a

supply chain disruptions supply chain risk management strat-

as the economy reopens egy for the business’s value drivers

from the Covid-19 pan- (e.g., developing a multi-sourcing

demic. strategy for the highest value or criti-
cally important parts).

Managing Trade Costs

As companies pivot to on-or-near-shoring produc-
tion, inevitably trade profiles will shift, ultimately im-
pacting duty spend and associated savings opportuni-
ties. As companies begin to consider what domestic
production may look like for them, assessing both tax
and trade implications will be crucial. From a trade
strategy perspective, there are various avenues that
can mitigate increased tariff burdens that may occur
when parts are imported instead of finished goods.

Foreign Trade Zones (FTZs)

For onshoring companies that are relocating capital
goods from overseas to the United States, establishing
an FTZ may be a significant tariff reduction avenue.
An FTZ allows importers to bring goods into the
United States and enter them in an FTZ, but defer
duty until they are withdrawn from the FTZ. Duty de-
ferral can significantly enhance cash flow while also
reducing certain fees and expenses. For companies re-
locating capital goods, setting up an FTZ can help de-
fer the significant duty implications arising from mov-
ing expensive manufacturing equipment.

Further, FTZs offer an “inverted tariff”’ benefit. For
traders importing critical components, there may be
an opportunity to elect a more favorable duty rate if
the tariff rate on the finished goods is lower than that
of the parts they are importing. Finally, for global
companies that envision distributing parts or subas-
semblies from the United States, an FTZ offers sev-
eral benefits. First, goods may be exported from an
FTZ without tariffs being assessed at all. Additionally,
U.S. FTZs allow companies to leverage their U.S. lo-
gistics infrastructure as well potentially retaining FTA
benefits for importers in other countries (i.e., FTZ
may protect against transshipment rules). As such, the
ongoing benefits of an FTZ can substantially reduce
the costs associated with relocating production to the
United States.

Duty drawback is a tariff recovery program that is
becoming increasingly important to importers. Duty
drawback is a refund of duties, fees, and/or taxes paid
on goods that are imported into the United States and

subsequently exported or destroyed. It allows the
drawback claimant to recover up to 99% of the duties
paid on goods if certain requirements are met. While
there are several types of drawback, each with their
own requirements, manufacturing direct identification
and substitution may offer significant benefits for
companies onshoring manufacturing. Similar to fin-
ished goods production in an FTZ, manufacturing di-
rect identification and substitution would support do-
mestic production of components and export to for-
eign markets. Substitution drawback in particular can
be advantageous when imported or domestically pro-
duced products are substitutable at the same eight-
digit Harmonized Tariff Schedule classification as
manufactured articles that are then exported or de-
stroyed. While duty drawback is heavily data driven,
its savings are substantial.

Free Trade Agreement Qualification

FTAs offer potential savings on both inbound and
outbound products. FTAs can reduce or eliminate tar-
iffs on qualifying products. On the inbound side, on-
shoring additional production to the United States will
likely have a positive impact on FTA claims within
the USMCA trading bloc. This will likely bring addi-
tional work for trade compliance teams who will need
to plan accordingly. That said, with the implementa-
tion of correct processes and reviews, the work in-
volved in qualifying goods can maximize duty ben-
efits.

On the outbound side, traders electing to use the
United States as a production hub for markets beyond
the USMCA region should carefully consider manu-
facturing and sourcing decisions so their foreign buy-
ers can benefit from potential FTAs. For example, this
may require developing parallel manufacturing and
production processes based on the destination market.
Doing so necessitates additional skill building for the
U.S. export trade compliance and logistics team. For
example, this team will have to be trained and well
versed in the local FTA requirements (e.g., record-
keeping, certificates of origin, and responding to local
customs requests for information). However, with the
emergence of the Regional Comprehensive Economic
Partnership (RCEP) and other FTAs, buyers may
make qualification a requirement for future purchases.

There are a host of tariff mitigation and reduction
opportunities that can help companies offset potential
expenses arising from reshoring production. Under-
standing which one most benefits a company depends
on the current and future trade profile, as well as both
short- and long-term goals. However, companies not
aggressively implementing savings programs are leav-
ing money on the table and putting themselves at an
economic disadvantage.

Strategic Advantages and Challenges
of Domestic Production

Trade Implications

If domestic production ramps up in response to ef-
forts to protect U.S. critical industries and meet the re-
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quirements of Made in America regulations, traders
will be faced with a new set of advantages and chal-
lenges that must be managed. For example, as domes-
tic production increases more traders may potentially
qualify for existing programs. In particular, Buy
America, the Buy American Act and Trade Agree-
ments Acts may become more broadly applicable for
certain groups. While the savings and competitive ad-
vantages these programs offer is significant, they re-
quire highly nuanced, fact-specific analyses. Trade
compliance teams may need to acquire this expertise
and work closely with their internal partners (e.g.,
sourcing, engineering, finance, sales, etc.) to help
their companies remain competitive for the most lu-
crative work.

Income Tax Implications

As noted above, companies should also consider
the potential income tax-related costs and benefits to
“inbounding” manufacturing operations from a for-
eign jurisdiction to the United States. Although the
trade benefits alone could be significant, companies
should understand the net effect of such a move, once
income tax implications are taken into account. The
specific tax consequences of an inbounding transac-
tion will depend on the exact nature of the transaction,
including the legal entities involved, and the tax pro-
file of the assets, i.e., whether they are assets that have
appreciated significantly and thus harbor unrealized
gain at the time of the transaction. When considered
in tandem with trade considerations, the tax implica-
tions are expected to be highly technical, complex,
and multifaceted. With that in mind, companies could
approach this part of the inbounding analysis by con-
sidering the material income tax implications from
three perspectives: (1) the U.S. tax cost of inbound-
ing; (2) the foreign tax cost of moving operations
from a foreign jurisdiction to the United States; and
(3) the comparative ongoing tax cost of operating in
the United States versus the current tax cost of oper-
ating abroad. We will next dig deeper into each of
these aspects.

U.S. Tax Cost of Inbounding Manufacturing

If a U.S. company owns manufacturing assets out-
side the United States, e.g., as a principal in a maqui-
ladora structure in Mexico, it may still need to physi-
cally locate manufacturing in the United States to
qualify for certain trade benefits described above. Two
threshold questions are: how and by whom the current
manufacturing activities are conducted, and whether
the related assets are being held in a foreign jurisdic-
tion. If activities and related assets are located in a
foreign branch and “‘relocated” into a U.S. branch, the
U.S. company generally has no gain or loss recogni-
tion from the ‘““inbounded” activities and related as-
sets (putting aside potential currency gain or loss is-
sues).

However, things get more complicated if the activi-
ties and assets are held through a foreign corporation,
particularly one that is controlled by the U.S. com-
pany (often referred to as a controlled foreign corpo-

ration or CFC). An inbound distribution of the assets
from a CFC to a U.S. shareholder is generally treated
as a dividend in kind; this results in potential gain rec-
ognition to the CFC from a deemed sale of the assets
under U.S. corporate tax rules. The same conse-
quences arise from an actual sale of the manufactur-
ing operations by the CFC. There is no recognition for
any built-in losses as a result of an in-kind distribu-
tion. Significantly, although income earned by the
CFC may be currently included in the income of
qualifying direct or indirect U.S, shareholders under
§951 (as ““subpart F”’ income) at the prevailing fed-
eral income tax rate, gain from the sale of a CFC’s
business assets is generally excepted from the rela-
tively harsh subpart F rules. Still, the gain falls within
the “global intangible low taxed income™ (GILTI)
rules. Application of the GILTT rules potentially leads
to current inclusion of the CFC’s gain at the U.S.
shareholder level, albeit at reduced U.S. federal in-
come tax rates pursuant to a special GILTI deduction
provided in the Tax Cuts and Jobs Act of 2017
(TCJA).” Foreign tax credits may be available to off-
set the U.S. federal income tax liability, although only
on a limited basis given the application of the GILTI-
specific foreign tax credit limitation rules.

Finally, if the assets and activities are inbounded
via a liquidation of the CFC (i.e., an inbound liquida-
tion under §367(b)), the U.S. parent company is
treated as receiving a deemed dividend to the extent
of the liquidation of the foreign corporation’s previ-
ously untaxed earnings and profits; such dividend may
be eligible for a deemed dividend deduction under
§245A. In addition, the assets that are held by the
U.S. shareholder after the deemed liquidation would
take a carryover tax basis, which means if selling the
assets in the future, the U.S. shareholder will take the
historical asset gain (or loss) into account in determin-
ing tax consequences. Simply stated, U.S. tax plan-
ning on the treatment of assets when moving to do-
mestic production can have a significant impact on the
overall supply chain transformation project.

Foreign Tax Cost of Inbounding Manufacturing

The specific foreign tax consequences of an in-
bounding transaction will depend on the rules of the
relevant jurisdiction. As a general matter, however, ei-
ther a dividend/distribution or a sale of the manufac-
turing assets and activities to a U.S. shareholder could
trigger gain (or possibly loss) for the transferor in its
local jurisdiction. This may be the case even if the as-
sets and activities are held in a foreign branch of a
U.S. home office, under foreign branch repatriation
rules. A dividend or foreign branch repatriation may
also trigger foreign withholding taxes (which, for
qualifying distributees, could in turn be reduced pur-
suant to an applicable income tax treaty). Gains on the
disposition of assets could be subject to either capital

¢ See §311(b). All section references herein are to the Internal
Revenue Code of 1986, as amended (the Code), or the Treasury
regulations promulgated thereunder, unless otherwise indicated.

7 Pub. L. No. 115-97.
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gain or ordinary income tax rates under foreign law,
depending on the nature of the assets and/or their
holding period. If foreign income or withholding
taxes are triggered upon a dividend or deemed sale of
the assets, a foreign tax credit may be available in the
United States to offset the U.S. tax paid on the same
amount. Additional “exit taxes” may also apply on
the inbounding transaction, e.g., where it involves a
transfer of assets, functions, and/or personnel from an
EU jurisdiction. Please note, in addition to typical in-
come and withholding tax disclosures, depending on
the nature and magnitude of the transfer, the transac-
tion may be subject to disclosures, e.g., under the
EU’s “DAC 6 (Council Directive EU/2018/822) re-
gime or similar requirements in other jurisdictions.

Go-Forward Tax Implications

On a prospective basis, whether an inbounding
transaction will be beneficial or detrimental from the
overall tax perspective depends largely on the com-
parison between (i) the aggregate foreign and U.S. in-
come tax burden on the current manufacturing activi-
ties (e.g., foreign income tax applicable to sales in-
come or, if the foreign entity is being used as a
contract manufacturer, to manufacturing services in-
come; plus residual U.S. federal, state and local in-
come tax after application of the foreign tax credit
rules), and (ii) the applicable U.S. corporate income
tax rate (currently 21% at the federal level, plus any
applicable state and local income tax). The U.S. in-
come tax rate may be affected by additional U.S. fed-
eral income tax benefits, e.g., bonus depreciation for
capital assets that have been purchased or otherwise
received a basis step-up in the hands of the U.S.
manufacturer and, depending on specific location
within the United States, state or local tax or invest-
ment incentives, which are comparable to any analo-
gous benefits incorporated in the federal income tax
calculation. For certain foreign-source intangible in-
come, the United States also offers a foreign-derived
intangible income (FDII) deduction, which reduces
the applicable income tax rate to approximately
13.125%. (That rate is scheduled to increase, to
16.4% in 2026.) Notably, FDII benefits are reduced by
10% of the U.S. company’s investment of tangible as-
sets in the United States. Although the FDII benefits
(unlike the various trade regimes discussed above) are
not conditioned upon satisfying U.S. content require-
ments with respect to exported goods, no FDII benefit
would have been available if income from foreign
sales had been derived through a foreign branch or a
foreign subsidiary (i.e., sales must be through a U.S.
company).

As noted above, if the foreign manufacturing op-
erations are currently owned by a CFC, its income is
generally GILTI. While the GILTI rate is currently

around 10.5% (and scheduled to increase to 13.125%
in 2026), there is a need to watch for potential U.S.
corporate tax rate increases. Legislation is currently
being debated in Congress (i.e., as part of the Build
Back Better Act). If enacted, the proposal would raise
the income tax rate for GILTI to a 15% effective tax
rate, with more significant tax implications for domes-
tic sales. Similar to the computation of FDII benefits,
GILTI is reduced by 10% of the U.S. company’s in-
vestment of tangible assets in the United States. Al-
though the legislation under consideration would gen-
erally leave the FDII rules intact, it would raise the
applicable tax rate on FDII from 13.125% to about
15.8%.

Interestingly, the deduction for 10% of the invest-
ment in tangible business assets for both GILTI and
FDII purposes actually incentivizes companies keep-
ing manufacturing in a CFC. This is because the de-
duction reduces FDII benefits (leaving the income
taxable at the default, 21% federal corporate income
tax rate) where tangible assets are located in the
United States and reduces the amount subject to
GILTI (leaving the income taxable at the default, 0%
rate under §245A) if the tangible assets are located in
a foreign corporation. Nonetheless, locating manufac-
turing in the United States creates a natural U.S. dis-
tribution hub through which FDII benefits may be ac-
cessed. Note, intercompany sales abroad may also
qualify for FDII benefits, subject to the company’s
ability to document and demonstrate that the ultimate
customers are non-U.S. persons. Also note such inter-
company sales must be conducted at arm’s length un-
der U.S. transfer pricing rules — which may result in
different intercompany sales pricing than under the
transfer pricing rules of the current manufacturing ju-
risdiction.

CONCLUSION: PLAN NOW FOR
SUCCESS IN THE TRANSFORMING
SUPPLY CHAIN ENVIRONMENT

Global supply chains will likely remain under stress
in the near term. While the pressures persist, business
executives and political leaders will continue to focus
on supply chain transformation. To address the risks
identified in their supply chains, many companies will
have to seriously consider and plan for how they can
increase domestic production in the immediate future
in the context of changing government regulations.
Remodeling the global supply chains that have been
developed over the last few decades will be a timely
and complex endeavor. While there is no silver bullet
that makes a supply chain shift easy, companies can
develop a blueprint to succeed in supply chain trans-
formation and begin planning now.
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Any company’s blueprint must consider traditional
supply chain value drivers of production capacity,
quality, and reliability, but to manage costs and maxi-
mize earnings before taxes, depreciation and amorti-
zation (EBITDA), tariff costs, tax incentives and
costs, and regulatory risks need to be part of their
framework. Implementing these new supply chains
will require orchestration across various functions,

and a complex analysis of operations, trade, tax, regu-
latory, and legal matters. Once these are understood,
leaders can diversify to parallel or alternative supply
chains that are either in or near the U.S. market. The
sooner that companies face this new reality, the better
positioned they will be to drive growth beyond the
pressures shaped by the current supply chain environ-
ment.
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