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Fr. Doc. E8-3557

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CPFR Part 1

[REG-124590-07]

RIN 1545-BG11

Guidance Regarding Foreign Base Company Sales Inconme

ACENCY: Internal Revenue Service {(IRS}), Treasury Department.
ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains proposed regulations that provide
guidance relating to foreign base company sales income, as defined in
gection 9541(3), in cases in which persconal property sold by a
controlled foreign corporation (CFC} is manufactured, produced, or
constructed pursuant to a contract manufacturing arrangement or by
one or more branches of the CFC. These regulations, in general, will
affect CFCs and their United States shareholders. Certain portions of
these proposed regulations restate changes to §1.954-3{a) (4) that
were contained in former proposed regulations.

DATES: Written or slectronic comments and reguests for a public
hearing must be received by May 28, 2008.

ADDRESSES: Send submisgions to: CC:PA:LPD:PR (REG-1245%96-07),
Internal Revenue Service, PO HBox 7604, Ben Franklin Station,
Washington, DC 20044 or send electronically, via the Federal
eRulemaking Portal at www.regulations,gov {IRS REG-1215069-00).

FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations,
Ethan Atticks, {(202] 622-3840; concerning submissions of comments,
Kelly Banks, (202) 622-0392 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background
E. Foreign Bage Company Sales Income

Under section 851{a) {1} (A}{i), a United States shareholder of a CFC
includes in gross income its pro rata share of the CPFC's subpart F
income for the CFC's taxable year which ends with or within the
taxable vear of the shareholder. Section $52(a) (2) defines the term
"gubpart F income® to mean, in part, *foreign base company income. "
Section 9534 ({a} {2} defines "foreign base company income® to include
foreign base company szales income (FBCBI) for the taxable year.
Secticn 954 {d) {1} defines FBCUCSI to mean income derived by a CFC in
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connection with (1) the purchase of perscnal property from a related
berson and its sale to any person, (2} the sale of personal property
Lo any perscn on behalf of 3 related person, {3) the purchase of
persconal property from any person and its sale to a related person,
©or {4; the purchase of perscnal property from any person on behalf of
@ related parson, provided (in all of these cases) that the property
both is manufactured, produced, grown or extracted ocutside of the
CFC's country of organization and igs sold for use, consumption or
disposition outside of such country.

The Treasury regulations further define FBCSI and the applicable
exceptions from FBECSI. These exceptions from FBCSI are contained in
51.954-3{a) {2}, which addresses personal property manufactured,
produced, constructed, grown, or extracted within the CrRo'e country
of organization {(the same country manufacture exception),
§1.854-3(a) {3}, which addresses persoral property sold for use,
consumption or disposition within the CFC's country of organization,
and §1.954-3(a) (4) which addresses personal property manufactured,
produced or constructed by the CFC (the manufacturing exception) .

Section 1.954-3(a) {4) (i) provides that FRCSI does not include income
©of a CFC derived in connection with the sale of personal property
manufactured, produced, or constructed by such corporation in whole
or in part from personal property which it has purchased. It then
States generally that a foreign corporation is considered to have
manufactured, produced, or constructed personal property which it
sells Iif the property sold is in effect not the property which it
purchased. Specifically, §1.954-3(a) (4} {i) states that personal
broperty sold will be considered as not being the property purchased
if the provisions of §1.954-3(a) (4) {ii} or {(iii) are satisfied.

Section 1.954-3(a) (4){1i) and {(1iii} set forth two separate tests to
determine whether a CFC is congidered to manufacture, produce, or
construct personal property that it sells. Firgst, §2.954-3(a) (4) (i1)
sets forth a "substantial transformation® test, pursuant te which if
pergconal property is substantially transformed pricr to sale, the
pProperty sold will be treated as having been manufactured, produced,
oY constructed by the selling corpeoration. Examples of substantial
trangformation provided in the regulations include the conversion of
wood pulp to paper, steel rods to gerews and bolts, and tuna fish to
canned tuna. Second, §1.954-3(a) (4} (iii}) sets Forth a general
"substantive test" and a cafe harbor that apply when purchased
property is used by the CFC as a component part of personal property
that is sold by the CFC. Under the substantive test, the sale of
personal property will be treated as the sale of a product
manufactured by the CFC rather than the sale of component parts if
the operations conducted by the CFC in connection with the property
are substantial in nature and generally congidered to constitute the
manufacture, production, or construction of the property. The
assembly of automcbiles from component parts is provided as an
example of an activity considered to be substantial in nature an
generally considered to constitute the manufacture of a product.
Under the safe harber, without limiting the application of the
substantive test, the operations of a selling corporation in
connection with the use of purchased property as a compeonent part of
the perscnal property that is sold will be considered to constitute
the mamufacture of a preduct if in conmnection with such proparty
conversion cogts (direct lahor and factory burden) of such
corporation account for 20 percent or more of the total cost of goods
sold. Section 1.954-34a) (4} (1ii) makes clear that, ipn no event,

file://C:\Documents%? {}and%2OSettings\PubHc\My%QODocumcnts\E8~03 557.html 212772008




however, will packaging, prepackaging, labeling, or minor assembly
operations constitute the manufacture, production, or construction of
property for purpcses of section 954{d) (1). For purposes of this
preamble, satisfaction of the requirements of §1.954-3(a) (4)(ii) or
(iii) will be referred to as satisfaction of the "physical
manufacturing test.”

B. The Branch Rule

In addition to the general FBUSI rules of section 954(d} (1), sectien
254 (d} {2) provides a special rule for purposes of determining FECSI
if a CFC carries on activities through a branch or similar
establishment outside its country of crganization and the carrying on
of such activities has substantially the same effect as if such
branch or similar establishment were a wholly owned subgidiary
corporation (the branch rule). Under the kranch rule, to the extent
prescribed by regulations, the income attributable to the carrying on
cof such activities is treated as income derived by a wholly owned
subsidiary of the CFC and constitutes FBCSI of the CFC. Section
1.954-3(b) (1} (1) (addressing sales or purchase branches) and (ii)
{addressing manufacturing branches) provide rules on the application
of the branch rule. The purpose of the branch rule is to prevent a
CFC from using a foreign branch to avoid the application of the FBOST
rules. Absent the branch rule, a CFC could engage in purchasing or
manufacturing activities with respect to personal property in a
high-tax jurisdiction and selling activities with respect to the
property in a low-tax jurisdiction without incurring FBCSI. In such a
case, the sales income would not be FBCSI to the CFC because the same
person would be purchasing or manufacturing the personal property and
selling the personal property. The branch rule therefore treats a
sales, purchase, or manufacturing branch located cutside of the
country of crganizaticn of the CFC as a separate corporation so ag to
create a related party transaction between the branch and the
remainder of the CFC for purposes of determining FBCSI.

With respect to wanufacturing branches, §1.954-3(b){1) (ii) (a)
provides that if a CFC carries on manufacturing, producing,
constructing, growing, or extracting activities by or through a
branch or similar establishment located outside of its country of
organization and the use of that branch or similar establishment for
such activities with respect to personal property purchased or sold
by or through the remainder of the CFC has substantially the same tax
effect as if that branch or similar establishment were a wholly owned
subgidiary corporation of such CFC, that branch or similar
establishment and the remainder of the CFC will be treated as
separate corporations for purposes of determining FBCSI of such CFC.
Section 1.954-3(b) (1) (ii) (b) provides that the use of a manufacturing
branch or similar establishment wiil be considered to have
substantially the same tax effect as if it were a wholly owned
subsidiary corporation of the CFC if the tax imposed on the income
derived by the remainder of the CFC satisfies the test set forth in
§i.954-3 (b} {1} {ii) (b) (the manufacturing branch tax rate disparity
test). There is also a geparate tax rate disparity test which applies
to sales or purchase branches under §1.954-3(b) (1) (i) (b) (the sales
branch tax rate digparity test),

For purposes of the manufacturing branch tax rate disparity test, the
income considered to be derived by the remainder of the CFC isg
determined first by applying the rules of §1.954-3(b) (2} (i} which
treat the CFC and the manufacturing branch as separate corporations,
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and then by determining the inceme of the CFC that would be FBCST
under section $54(d} (1) and §1.854-3(a) {1} if the CFC and the branch
were separate corporations {(but without applying the exceptions
contained in §1.954-3(a)(2), {3}, and (4}).

Specifically, §1.954-3(b)(2) (i) (a} treats the remainder of the CFC
and the manufacturing branch as separate corporations. In addition,
§1.954-2{b} {2) {1} (b} and {c) deem purchases or sales to be made "on
behalf of" & related person to take into account that the remainder
of the CFC and the branch are treated as separate corporations.
Section 1.354-3(b}(2) (i} (b) addresses sales and purchase branches by
treating selling or purchasing activities conducted through & branch
or similar establishment with respect to personal property asg
performed on behalf of the CFC if the CFC manufactures, produces,
constructs, grows, extracts, purchases, or sells that same property.
Section 1.954-3{b) (2} (i) {c) provides a corollary rule addressing
manufacturing branches, pursuant to which the purchase or sale of
personal property by the remainder of the CFC is treated as performed
on behalf of a branch that manufactures, producses, constructs, grows,
or extracts that property. The general rule of §1.954-3(a){1) is then
applied teo determine the income that would be FBCSI if the branch and
the remainder of the CFC were separate corporations subject to the
"on behalf of' related party transactions described above.

Section 1.954-3(b) {1){ii} (k) provides that the manufacturing branch
tax rate disparity test is satisfied if the income that would he
FBCSI after applying these special rules is taxed in the year when
earned at an effective rate of tax that is less than 90 percent of,
and at least 5 percentage points less than, the hypothetical
effective rate of tax. The hypothetical effective rate of tax is the
effective rate of tax which would apply to such income under the laws
of the country in which the manufacturing branch is located, if,
under the laws of such countyy, the entire income of the CFC werse
considered derived by such CPFC from sources within such country from
doing business through a permanent establishment therein, received in
such country, and allocable to such permanent establishment, and the
CFC were created or organized under the lawsg of, and managed and
contreolied in, such country.

If the manufacturing branch tax rate disparity test is satisfied,
§1.954-3(b) {1) {ii} (a) then treats the branch and the remainder of the
CFC as separate ¢oyporaticns and the special rules of
§1.954-3(b) (2) {ii) are applied for purpocses of determining FBCSI,
Section 1.954-3(b) (2) (1i}(a} through (c¢) provide separate CFC and
related party rules that mirror §1.954-3(b){2) (i) (a) through {(c).
Section 1.954-3(b) (2} (i1} (d) through (f} provide special rules to
prevent double counting of FBCSI and to align treatment of branches
with the treatment of separate CFCs. In particular,
§1.954-3{b) (2} (ii) {e) provides that income derived by a branch or
gimilar establishment, or by the remainder of the CFC, will not be
FBCBT if the income would not be go considered if it were derived by
a separate CFC under like circumstances.

C. Legal Pevelopments

I Rev. Rul. 75-7 (1975-1 CB 244), revoked by Rev. Rul. 97-48 {(1i997-2
CB 89}, the IRS8 considered a case in whieh a CFC purchased raw
material from related persons cutside of its country of organization,
contracted with an unrelated manufacturer located outside of itsg
country of crganization to process the raw material into a finished
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Product, and then sold the finished product to unrelated persons
cutside of its country of organization. Under the terms of the
arrangement, the contract manufacturer was paid a conversion fes. The
raw material, work in process, and finished product remained the
property of the CFC at all times. The CFC alone had coemplete control
over the time and quantity of production as well as cmplete guality
centrol over the conversion process. The IRS ruled, under these
facts, that the performance of the operations by the contract
manufacturer whereby the raw material wae processed into a finiched
good was considered to be a performance by the CFC, and the CFC weuld
therefore be treated as having substantially transformed personal
property. The ruling further concluded that, becauge the CFC
conducted the manufacturing activity outside of itse country of
crganization, it wag considered to do so through a branch or similar
establishment. Because the manufacturing branch tax rate disparity
test was not satisfied, however, the activities of the "hranch® were
not considered the activities of a separate CFC and the CrFC wasg
therefore entitled to the manufacturing exception from FBOSI. See §
601.601(d! (2] (i1} (b).

In Ashland Oil, Inc. v. Commissioner, 95 TC 348 {1290}, the Tax Court
held that an unrelated manufacturing corporation in a contract
manufacturing arrangement with a CFC cannot be treated as a branch or
similar establishment of the CFC. In Vetco, Inc. v. Commissioner, 95
TC 572 (1990}, the Tax Court held that a wholly cwned subsidiary of a
CFC in a contract manufacturing arrangement with the CFC also cannot
be treated as a branch or similar establishment of the CFC.

In Rev. Rul. 97-48 the IRS revoked Rev. Rul. 75-7. Rev. =Zul. §7-48
states that the IRS will follow ashland 0il, Inc. v. Commissioner and
Vetco, Inc. v. Commissioner, and therefore confirms that the IRS will
not treat a separate contract manufacturer ag a branch for purposes
of section $54(d) (2). In addition, Rev. Rul. 97-48 rules that the
activities of a contract manufacturer cannot be attributed to a CFC
for purposes of either section 954{d) (1) or section 954 (d; (2) to
determine whether the income of a CFC iz FBCST. However, the ruling
does not address the circumstances under which the activities of the
CPC itself may qualify as manufacturing when a contract manufacturing
or similar arrangement is in place. See § 601L.601(d) {2) {ii) (b).

D. Business Developments

Final regulations addressing FBCSI were first published in 1964 (TD
6734, 29 FR €392). Since then, global economic expansiocn and
globalization have led to significant changes in manufacturing. Many
multinational groups have extensive manufacturing networks that
straddie geographic borders. These cross-border manufacturing
networks are coreated primarily to leverage expertise and cost
efficiencies. In addition, the use of contract manufacturing
arrangements has become a common way of manufacturing preducts
because of the flexibility and efficiencies it affords. Accordingly,
updated rules in this area are important to the continued
competitiveness of U.8. businesses cperating abroad.

Explanation of Provisions
In response to the growing importance of contract manufacturing and
other wanufacturing arrangements, the Treasury Department and the IRS

propose to modernize the FBCSI regulations in light of current
business structures and practices that are inadequately addressed by
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the current regulations. Specifically, the proposed regulations
address: {1) The application of the manufacturing exception where the
physical manufacturing test is not satisfied by the CFC but where the
CFC, and/or a branch of the CFC, is invelved in the manufacturing
process; (2) the application of the branch rule to business
structures involving the use of one or more hranches engaged in
manufacturing, producing, constructing, growing, or extracting
activities; and (3] other miscellaneous branch rule issues, Certain
portions of these proposed regulations restate changes that were
previcusly propesed in REG-104537-97 /63 FR 14669} and withdrawn in
REG-113203-98 {64 FR 37727}.

A. Application of the manufacturing exception where the physical
manufacturing test is not satisfied by the OFC but the CFC ig
invelved in the manufacturing process - Substantial contributicon to
manufacturing

Section 954 (d} (1} includes, as FBCSI, income from the purchase of
personal property from any person and "itg' sale to a related person.
Some taxpayers arygue that use of the word "itg? implies that the
property scld must be the same property that is purchased for the
sales income to be FRBRCST. Accordingly, these taxpayers assert that
where the personal property purchased by the CFC is manufactured such
that the property purchased is not the gsame as the property sold by
the CFC, the property sold by the CFC is not the property purchased
and therefore the sale of such property does not generate FBCSI, even
if the CFC itself performs little or no part of the manufacture of
that property. They further argue that the manufacturing exception
under §1.9%54-3(a) (4) (i) provides a safe harbor but does not define
the universe of cases in which personal property sold by a CFC is .
considered to be different from the property purchased by the CFC for
purposes of determining FBCSI. In addition, they argue that
§1.954-3{a} (4) {i) supports their view because it states, in part,
that *la} forelgn corporation will be congidered, for purposes of
this subparagraph, to have manufactured, produced, or c¢onstructed
personal property which it sells if the property sold is in effect
not the property which it purchased,

The Treasury Department and the IRS believe that the position taken
by these taxpayers 1s contrary to existing law, and results from an
incorrect reading of section 954(d) (1) and §1.954-3(a)(4) (1}. Section
254 (d) (1) requires only a purchase of personal property and the sale
of that personal property by the CFC with no indication as to form.
Moreover, section 954 (d) (1) (A} limits FBCSI te income derived in
connection with the purchase {(or sale) of personal property that is
manufactured, produced, grown, or extracted outside of the CFC's
country of organization, thereby indicating that section 9%4(d) (1) isg
concerned with the segregation of purchase or sales and manufacturing
into different jurisdicticns, not merely with whether the property
wag manufactured.

Section 1.954-3(a) {4) provides the only set of rules under which a
change in form of personal property is censidered relevant for
purposes of determining FBCSI. The first sentence of Treas. Reg.
§1.954-3(a) {4) sets forth the general rule that "foreign bage company
sales income does not include income of a CFre derived in connection
with the sale of personal property manufactured, produced, or
congtructed by such corporation in whole or in part from persconal
property which it has purchased." The third sentence of that
paragraph explains that "the property sold will be ¢onsidered, for
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purposes of this subparagraph, as not being the property which is
purchasged if the provisions of subdivision {(ii) or {iii} of this
subparagraph are satisfied.” The plain language of the regulation, as
well as the examples, clarify that in ovder to satisfy

§1.85%4-3{a) (4)(1i) or (iii) the relevant manufacturing activities
mugt be performed by the CFC itself. See, for example, EBElectronic
Arts, Inc. v. Commissioner, 118 TC 226&, 265 (2002} {stating that
"petitioner's focus on certain language in seckion 1.9%4-3f{a} (4},
Income Tax Regs., overlooks the regulation's requirement that variocus
actions have been done 'by' the corporation being svaluated®}. See
also, Medchem v. Commissioner, 116 TC 308 {2001},

Further, this regulation was issued shortly after the statute became
effective, and is consistent with the legislative history, which
contemplates that property sold will be considered different from the
property purchased only when the CFC itself manufactureg that
property. See §. Rep. No. 1881, 87th Cong., 2d Sess. {(1962), 1962-3
C.B. 841, 949 ({stating that "[iln a case in which a controlled
foreign corporaticn purchases parts or materials which it then
transgforms or incorperates into a final product, inceme from the sale
cf the final product would not be foreign base company sales income
if the corporation substantially transforws the parts or materials,
so that, in effect, the final product is not the property
purchaged. ")

The proposed regulations clarify that for purposes of determining
FRBCST persconal property scld by a CFC will be considered to be the
property purchased by the CFC regardless of whether it is scold in the
same form in which it was purchased, in a different form than the
form in which it was purchased, or as a component part of a
manufactured product, except as specifically provided by the same
country manufacture exception contained in §1.954-3{a){2) and the
manufacturing exception contained in §1.9%4-3{a) (4}. Therefore, the
only time that the manufacture of a product will affect whether
income is FBCSI is when the manufacture of the product is performed
by the CFC or performed in the country of organization of the CFC.
With respect to the manufacturing exception contained in
§1.954-3(a} {4}, the proposed regulations clarify that a CFC gualifies
for the manufacturing exception frem FBCSI only if the CFC, acting
through its employees, manufactured the relevant product within the
meaning of §1.%54-3(a) (4){i). The proposad regulatiocnsg alsc further
provide rules to determine whether the activities of a branch or
similar establishment outside the country in which the CPC is
incorporated have substantially the same tax effect as if the branch
or similar establishment were a wholly owned subsidiary ccorporaticn,
and thus whether under secticn 954 (d) {2} the income attributable to
the branch or similar establishment constitutes FBCSI of the CFC.

The Treasury Department and the IRS recognize, however, that due to
buginess considerations in the global marketplace, perscnal property
may be manufactured pursuant to a contract manufacturing arrangement
under which the CFC engages in activities related to the manufacture
of the property {(for example, oversight, direction and control over
the contract manufacturer) but does not satisfy the physical
manufacturing test. In certain of these cases, the Treasury
Department and the IRS believe that the CFC should gqualify for the
manufacturing exception to FBCSI. Accordingly, the proposed
regulations modify §1.854-3{a} {4} to provide that a CFC that provides
a "substantial contribution® with respect to the manufacture,
producticon, or construction of personal property, but that could not
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satisfy the physical manufacturing test, may have manufactured such
property for purposes of the manufacturing exception. Specifically,
proposed §1.954-3(a) {4) (1) provides that, in addition to proposed
§1.854-3(a) {4} (11} and (iii), a taxpayer may qualify for the
manufacturing exception by satisfying the "gubstantial contribution
test” in proposed §1.9%4-3(a){4) (iv). Pursuant to proposed
§1.254-3(a) {4} (iv} (), a CFC will satisfy the substantial
contribution test with respect to perscnal property only if the facts
and circumstances evidence that the controlled foreign corporation
makes a substantial contribution through the activities of its
employees to the manufacture of that property.

Factors to be considered in determining whether a CFC makes a
substantial contribution to the manufacture of personal property
include but are not limited to: {1} Oversight and direction of the
activities or process (including management ¢f the risk of loss)
pursuant to which the property is manufactured under the principles

©f 81.954-3(a)(4){(ii) and (iii); (2) performance of manufacturing
activities that are considered in, but insufficient to satisfy the
tests provided in §1.954-3(a) (4) (1) or (iii); (3) control of the raw

materials, work-in-process and finished goods; (4) management of the
manufacturing profits; (5) material selection; {6} vendor selection;
{7} control of logistics; (8) quality control; and (9) direction of
the development, protection, and use of trade secrets, technology,
product design and design specifications, and other intellectual
property used in manufacturing the product.

In light of the addition of the new test contained in proposed
§1.954-3(a} {4} (iv), the interaction between several existing
regulation sections and the new test is clarified. First, the
existing manufacturing exceptions under §1.954-3(a) {4} (i1) and (iii)
are modified to clarify that the applicability of the tests under
§1.954-3(a) (4) (i1) and (iii) are restricted to cases in which
physical transformation or physical assembly or conversion of
component parts is conducted by the selling corperation.

Second, the definition of manufacturing for purposes of the same
country manufacture exception contained in §1.954-3{a) (2} is modified
to exclude manufacturing as defined under the substantial
contribution test, and to ensure that the modifications to the
existing manufacturing exceptions under §1.9254-3(a} {4) (i1} and {(iii)
do not narrow the same country manufacture excepticn. The Treasury
Department and the IRS did not intend these regulations to change the
scope of the same country manufacture exception. Section
1.954-3(a){2) excludes manufacturing as defined under the substantial
contribution test because a rule that expanded the definition of
manufacturing to include §1.954-3(a) (4) {iv) activities for purposes
of the same country manufacture exception could prove difficult to
administer. Such a rule could require an assessment of activities
other than physical manufacturing conducted by an unrelated person.
Modifying §1.954-3{a){2) ensures that the modifications to the
existing manufacturing exceptlons under §1.9$54-3(a) (4} (ii} and (idii}
dc not narrow the game country manufacture exception by clarifying
that property manufactured in the country of organigation of the
selling corporation will gualify for the same country manufacture
exception regardless of whosge employees engage in manufacturing
activities that satisfy the principles of §1.9%4-3(a) {4) {ii} or
(iidi) .

Third, the proposed regulations medify §1.954-3{a) (6}, which
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addresses the application of the manufacturing exception to a CFC's
distributive share of partnership income where the partnership
manufactures and sells personal property. The reference to "the
separate activities or property of the controlled foreign corporation
or any other person," in §1.9%54-3{a) (6} was intended to clarifvy that
the activities of another person coculd not he attribufed to the
partnership for purposes of applying the manufacturing exception.
Because these proposed regulations clarify that no attribution is
allowed for purposes of applying the manufacturing exception that
language is now unnecessary and is therefore removed. Section
1.954-3(a} {6} is also modified consistent with the modifications to
§1.954 -3 (a) (4) providing that a CFC may only gualify for the
manufacturing exception through the activities of its employees.

B. Applicaticn of the branch rule to business structures involving
the use of more than one branch engaged in manufacturing

Proposed §1.954-3 (b} {2) {ii){c] (2) creates a rebuttahle presumption
with respect to the application of the substantial contribution test
where a CFC claims to satisfy the substantial contribution test with
respect to the activities of a branch of that CF{ that satisfies
§1.954 -3 {a) (4) {ii) or (iii). Under this rebuttable presumption, if a
branch of a CFC satisfies the physical wmanufacturing test with
respect Lo personal property sold by the remainder of ths CFC, the
remainder of the CFC will be presumed not to make a substantial
contribution to the manufacture of that personal property unless the
CFC can rebut that presumption to the satisfaction of the
Commissioner.

The Treasury Department and the RS believe that these rules are
necessary as a backstop to the branch rule. In the absence of the
rebuttable presumption, a rule permitting a CFC to qgqualify for the
manutacturing exception based upon its contribution to the
manufacturing activities of a branch would prove difficult to
administer. Such a rule could encourage a CFC to elect classification
of its subsidiaries that engage in manufacturing activities as
disregarded entities, obfuscating the division of manufacturing labeor
and income between the CFC and its branches. OF course, the
presumption may be rebutted and any adverse conseguences alleviated
by incorporating the branch that satisfies the physical manufacturing
test,

Although §1.954-3(b) (1) (i) (¢} provides a rule addressing the use of
multiple sales or purchase branches, §1.95%4-3{b} (1) {ii) does not
provide a corollary rule for the use of multiple manufacturing
branches. The Treasury Department and the IRS believe that the lack
of a specific rule addressing the use of more than one manufacturing
branch does not currently limit the general manufacturing branch rule
of §1.954-3(b} (1) (ii})(a) from applying to each manufacturing branch
of a CFC in a case where a CFC performs manufacturing activities
through more than one branch or gimilar establishment. Rather, such
an application is consistent with the rules regarding multiple sales
or purchase branches. Nonetheless, for clarity, the proposed
regulations get forth rules addressing the use of multiple
manufacturing branches.

The proposed regulations set forth two rules addressing the

application of the manufacturing branch tax rate digparity test to
multiple manufacturing branches.
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Proposed §1.984-3(b) (1) (ii) {c){2) addresses situations in which
multiple branches each perform manufacturing activities with respect
to separate items of personal property that are then sold by the CFC.
Consistent with the rule for multiple sales branches, the proposed
regulations require the separate application of the manufacturing
branch tax rate disparity test to each branch that is manufacturing a
separate item of personal property.

Proposed §1.954-3({b) (1! {ii){c) {3} addresses situations in which
multiple branches, or one or more branches and the remainder of the
CFC, perform manufacturing activities with regpect to the same item
¢f personal property that is then sold by the CFC. When multiple
branches, or cne or more branches and the remainder of the CFC,
perform manufacturing activities with respect to the same item of
personal property, the manufacturing branch tax rate disparity test
is applied by giving satisfaction of the physical manufacturing test
precedence over other contributions to marnufacturing. Therefore, if
only one branch, or only the remainder of the CFC, satisfies the
physical manufacturing test of §1.954-3{a}(4){ii) or {iii), then the
location of that branch or the remainder of the CFC will be the
location of manufacturing of the personal property for purposes of
applying the manufacturing branch tax rate disparity test. If more
than one branch, or one or more branches and the remainder of the
CFC, each satisfy the physical manufacturing test, then the branch or
the remainder of the CFC located or crganized in the jurisdiction
that would impose the lowest effective rate of tax will be the
location of manufacturing of the personal property for purpoges of
applying the wanufacturing branch tax rate disparity test.

If none of the branches nor the remainder of the CFC satisfies the
physical manufacturing test, but the CFC as a whole satisgfies the
substantial contribution test contained in proposed
§1.9%4-3(a) {4} (iv), then the location of manufacturing of the
personal property will be the location of the branch or the remainder
of the CFC that provideg the predominant amount of the CFC's
substantial contribution to manufacturing. Whether any branch or the
remainder of the CFC provides a predominant amount of the CFC's
contribution to manufacturing is determined by applying the facts and
circumstances test provided in §1.854-3(a) (4} (iv} to weigh the
contributicn te manufacturing of each branch or the remainder of the
CFC. If a predominant amount of the CFC's contribution to
manufacturing is not provided by any one lovaticn, the location of
manufacturing of the personal property for purposes of applying the
manufacturing branch tax rate digparity test will be that place
(either the remainder of the CFC or one of its branches} where
manufacturing activity is performed and which would impoge the
highest effective rate of tax when applying either
§1.954-3(b){1}{i) (b} or (ii}(b).

Because the proposed regulations address cases 1in which two or more
branches, or cone or more branches and the remainder of the CFC,
perform manufacturing activities related to the manufacture of the
same item of property, §1.9%54-3(b) (2} (ii}(a} is modified to clarify
the applicaticn of the branch rule where manufacturing activities are
performed in more than one location. Tn such cases, proposed
§1.954-3(b)(2) {ii}{(a) provides that, for purposes of treating the
logation of salss or purchase income as a Separate corporation for
purposes of determining whether FRCSI is incurred, that separate
corperation will exclude any branch or the remainder of the CFC that
would be treated as a separate cerporation, if the hypothetical rate
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imposed by the jurisdiction of each such branch or the remainder of
the CFC were separately tested against the effective rate of tax
imposed on the sales or purchase income under the relevant tax rate
disparity test,

C. Miscellaneous Branch Rule Issues

The Treasury Department and the IRS alsc propose to amend certain
octher aspects of §1.954-31{k} as follows:

1. Definition of a manufacturing branch

While 81.%34-3(b} {1} {ii}(a} defines a wanufacturing branch as a
branch or similar establishment through which a CFC carries on
manufacturing activities, it deoes not explicitly reguire that
§1.954-3(a) {4} (1} be satisfied by the CFC as a whole in order for the
manufacturing branch rule to apply. The Treasury Department and the
IRE believe that a manufacturing branch only exists with respect to
personal property sold by a CFC if the CFC (including any branch of
that CFC) has manufactured that property. Accordingly, proposed
§1.954-3 () (L) {ii}{a} clarifies this point by providing that the
manufacturing branch rule applies only where a CFC (including any
branch of the CFC) satigfies the manufacturing requirement under
proposed §1.954-3{a) (4}.

2. Modification of §1.954-3{b}(2) (1i) {e}

Section 1.954-3(b} (2] {ii) (e) provides that income derived by a branch
or similar establishment, or by the remainder of the CFC, will not be
FBCED 1f the income would not be so considered if it were derived by
a separate CFC under like circumstances. For example, 1f a branch of
a CFC purchases personal property from an unrelated person and sells
the property tc an unrelated person without any involvement by the
remainder of the CFC, the branch rule will not apply to create a
related party transaction between the branch and the remainder of the
CFC. Therefore the purchase and sale of that personal property by the
branch will not generate FBCSI.

The proposed regulations provide that the substantial contribution
test generally applies to a CFC that sells personal property where
ancther person (for example, a second CFC) satisfies the physical
manufacturing test with respect to that property. However, a negative
presumption applies where a CFC claims to satisfy the substantial
contribution test with respect to income from the sale of personal
property where the physical manufacturing test is satisfied by a
branch of that CFC. The effect of these rules is that, whers a CFC
seeks to rely on the substantial contribution test with respect to
the income from the sale of personal property manufactured (within
the meaning of §1.954-3(a) {4){ii}) or {iii)) by one or mcre of its
branches, but cannot rebut the negative presumption to the
satisfaction of the Commissioner, a branch or the remainder of a CFC
may have FBCSI where a separate CFC would not. Therefore, to
integrate the rules regarding the substantial contribution test and
its application under the branch rule, preoposed §1.934-3 (b} {2} (ii) (e}
excepts from its general rule cases in which a branch satisfieg the
phyegical manufacturing test with respect to personal property and the
remainder of the controlled foreign corporation fails to rebut the
presumption that it does not satisfy the substantial contributicn
tegt with respect to the activities of that manufacturing branch.
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In addition, consistent with the clarification rvegarding the scope of
the branch rule contained in proposed §1.9%4-3 (k) (1},
§1.954-3 (b} {2} (i1} (e} is medified to clarify that it applies only for
purposes of paragraph (b} of §1.954-3 {that is, the branch rule).
This clarifies that in no event will the branch rule cause income not
te be FBCSI 1f that income would otherwise be FBCSI under section
554 {d} (1}. For example, asgume a CFC incorporated in Country Y
purchases perscnal property from a related party and has that
property manufactured by a contract manufacturer in Country 2. If the
CFC does not perform any other activity with vespect to the
manufacture of the property, and if the CFC sells the manufactured
property through a branch located in Country Z for use, consumption,
or dispesiticon ocutside of Country ¥, the income from the sale of that
property is FBCSI under section 954 {d) (1), If the branch located in
Country Z were a separate CFC the income would not bhe FBCSI because
it would be selling personal property manufactured in its country of
organization, Country Z. However, because the income would be FRCST
to the CFC under section 954(d) (1), proposed §1.954-3{b) (2} {ii} (e}
does not apply to create a different result.

3. Modification of §1.954-3{(b} (2} {i) (b}, (by{(2){ii}(b) and (b) (4},
Example 3.

Commentators have noted that §1.954-3(b) {2} (i} {b) and {(ii) (b) can be
read to cause a branch that purchases from unrelated persons and
sells to unrelated persons to have FBCSI even where the remainder of
the CFC has ne connection with the personal property that is sold.
Although §1.955%4-3 (b} (2) (i1} {e} should prevent such a result,
commentators note that a contrary reading is pessible because the
gales branch rules of §1.954-3(b) (2) (i} {b) and {(ii) (b} apply, in
part, with respect teo perscnal property manufactured, produced,
congtructed, grown, or extracted by, or personal property purchased
or sold by the "controlled foreign corporation" {(as opposed to by the
"remainder" of the contrclled foreign corporation). For examplie, in a
case in which a branch both manufactures and sells personal property,
the branch could be considered to sell on behalf of the remainder of
the CFC because the branch's manufacturing activities would be
considered to be manufacturing activities of the CFC, thereby
triggering the application of §1.954-3 (b} (2){ii}(b). Further,
commentators note that §1.954-3(b) (4), Example 3 appears to support
this reading because in that example a branch of a corpeoration
purchases from a related person and sells to an unrelated person, and
the branch is treated as selling that property on behalf of the
remainder of the CFC, even though the remainder of the corporation
does not manufacture, purchase, or sell the perscnal property.

Sectionl.954-3(b) (2) (i} (b) and (ii)(b) are intended to apply only to
purchasing or selling by a branch with respect to personal property
manufactured, purchased, or sold by "the remainder of' the CFC
{including any branch treated as the remainder of the CFC). For
exauple, the branch rule could apply in a case where personal
property is manufactured by the CFC in the country of organization of
the CFC and then sold by a branch of the ¢FC located outside of the
country of organization of the CFC. However, the bkranch rule does not
apply where, for example, a branch of the CFC purchases personal
property from an unrelated party and sells it to an unrelated party
without any involvement by the remainder of the CFC. Accordingly, the
proposed regulations amend §1.954-3(b}(2) (i) {b) and {ii}(b} by adding
the wordsg “remainder cf"® before each place where the words
"controlled foreign corporation” appear in those paragraphs and by
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adding the words "{or by any branch treated as the remainder of the
CFC)" after each place where the words “"controlled foreign
corporation” appear in those paragraphs. Consistent with this change,
the propesed regulations revise the rationale for the result in
§1.9%4-3{b) (4}, Example 3 as described below.

in §1.95%4-3(b) (4, Example 3, a branch of a second-tier CFC purchases
finisned goods from the first-tier CFC and sells 390 percent of the
product for use, consumption, or disposition outside of the country
in which the branch is located and the country of organization of the
second-tier CFC. The remainder of the second-tier CFC does not engage
in any manufacturing or selling activities. The sales branch tax rate
disparity test is met in comparison to the effective tax rate of the
second-tier CFC (the first-tier CFC and second-tier CFC are organized
in the same country}. The example concludes that since the sales
branch tax disparity test is met, the branch is treated as a separate
CFC and is treated as selling personal property on behalf of the
second-tier CFC and therefore the 90 percent of sales made for use,
consumption, or disposition outside of the branch's country is FBOSI.

The rationale of the example is incorrect because the branch is not
selling on behalf of the sgecond-tier CFC bkecause the remainder of the
second-tier CFC {(not including the branch) does not manufacture,
purchase, or sell the personal property. Therefore,
§1.954-3 (b} {2) (i) (b} and (ii) (b) do not apply. However, the result is
correct becausge the branch, treated as a separate corporation, is
purchasing from a related person, the first-tier CFC, organized
cutgide of the branch's country and sgelling to persons outside the
branch's country and the branch is located in a jurisdiction that
satisfies the sales branch tax rate disparity test with respect to
the income from the sale of the personal property. Accordingly, the
proposed regulations revise §1.954-3(b) (4), Example 3 to provide the
correct rationale for the result. In addition, the result in
§1.854-3 (b} {4}, Ewxample 3 is further revised te add two alternative
factual scenarios (purchase from an unrelated party, and manufacture
within the meaning of proposed §1.954-3(a){4) (iv) by the selling
branch}! to illustrate the point that, in general, a branch will not
have FBCSI if a separate CFC would not have FBCSI under like
circumstances.

Proposed Effective/Applicability Date

These regulations will apply to taxable years of CFCs beginning on or
after the date they are published as final regulations in the Federal
Register, and for taxable yvears of United States sharehclders in
which or with which such taxable years of the CFCs end.

Reliance on Proposed Regulations

Until these regulations are finalized, taxpayers may choose to apply
these regulations in their entirety to all open tax years as if they
were final regulations.

Reguest for Comments

The Treasury Department and the IRS request comments on all aspects
ol these proposed regulations, including comments regarding the
gubstantial contribution test, and the activities listed in
§1.854-3{a) {4} {iv} (b} . In particular, comments are requested on
whether one or more safe harbors should be added tc the substantial
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contribution test. In drafting the proposed regulations, the Treasury
Department and the IRS considered a number of approaches to a safe
harbor but ultimately chose to request comments in this regard
hecauge cof difficulties in fashioning a safe harbor that would be
flexible enough to apply across variocug industries and across a range
of different types of manufacturing arrangements. Among the safe
harbors considered in drafting the proposed regulations were: (1) A
ligt of mandatory activities; (2} a cost based test; (3} a
compensation bhased test: {4} a value based test; (5} a tax rate
disparity based test; and (6} a percentage based test comparing the
compensation paid to employees of the CFC for performing activities
related to the manufacturing process vs. the total cost for ail
activities related to the manufacturing process (that is, including
coste paid to a contract manufacturer but excluding the cost of raw
materials and marketing intangibles). In addition, the Treasury
Department and the IRS reguest comments as to whether the
reguirement, under the manufacturing exception from foreign base
company sales income, that the activities of the CFC be performed by
its employees, should permit commercial arrangements where
individuals performing services Ffor the CFC, while not on its
payroll, are nevertheless controlled by employees of the CFC.

Comments are also requested on whether it would ke appropriate to add
an anti-abuse rule similar to the foreign base company services
substantial assistance test announced in Notice 2007-13 to prevent a
CrFC from gualifving for the manufacturing exception basged on the
application of the substantial contribution test in cases in which
gubgtantially all of the direct oy indirect centributions to the
manufacture of personal property provided collectively by the CFC and
any related United States person is provided by one or more related
United States persons. Such a rule might provide, for example, that
where (1) the United States parent of a CFC provides 45 percent of
the manufacturing contribution, (2} the CFC provides 5 percent of the
manufacturing centribution, and {3} an unrelated contract
manufacturer provides 50 percent ¢f the manufacturing contribution to
the personal property, the CFC does ncot make a substantial
contribution to the manufacture of that property because a related
United States person provides B0 percent or more of the contribution
to the manufacture of the property (90 percent in this case, 45/50}
provided collectively by the CFC and any related United States
person. Such a rule was considered but uvltimately not included in the
proposed regulations and comments are reguested on whether or not
such a rule should be added to the final regulations. See
§e01.601(d) (2} (i1) (k).

In addition, comments are requested on the multiple manufacturing
branch rules. First, comments are reguested on whether the negative
presumption rule concerning cases in which the selling branch or the
remainder of the CPC performs activities described in proposed
§1.954-3{a} (4} {iv) is more apprepriate than an alternative rule that
would deny the use of the test contained in proposed

§1.954-3{a} (4){iv} in cases in which a branch of the CFC manufactures
the property within the meaning of proposged §1.95%4-3(a) (4} (i1} or
{iii}. Second, comments are requested on the conseguencesg of and
possible alternatives to proposed §1.954-3(b} (1) {(ii} {c} (3} (e}, which
provides that if a predominant amount of the CFC's substantial
contrikbution is not provided by any cone location, the location of
manufacturing of the personal property will be considered to be that
location {either the remainder of the CFC or cne of its branches)
which imposes the highest effective rate of tax that would ke impcesed
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on the sales income, among those locations where manufacturing
activity related to the genevation of that income is performed, The
Treasury Department and the IRS considered a rule that would allow
taxpayers Lo alternatively use the mean effective rate of tax AMONY
the locaticns where manufacturing activity is performed, so long as
that effective rate of tax was within a set number of percentage
points of the highest effective tax rate that would be imposed by any
jurisdiction in which a manufacturing branch or the remainder of the
CFC was located or organized. However, the Treasury Department and
the IRS were concerned about the complexity of such a rule. The
Treasury Department and the IRS request comments on whether this or
cther alternatives to the highest rate test would be appropriate.
Finally, comments are reguested on whether any modifications to
§1.954-3(b) (1) (i) {b} and {b) (1) (i1} (b} should be adopted to make the
rules concerning the comparison of effective rates of tax easier ©o
apply.

Special Analyses

It has been determined that this notice of proposed rulemaking is not
a gignificant regulatory action as defined in Executive Order 12866.
Therefore, a regulatory assessment is not regquired. It has alsoc been
determined that section 553(b! of the Administrative Procedurs Act (5
U.5.C. chapter &) does not apply to these regulations and because the
proposed regulation does not impose a collection of information on
small entities, the Regulatory Flexibility Act (5 U.8.C. ch. &) does
net apply. Pursuant to section 7805{f) of the Internal Revenue Code,
thig notice of proposed rulemaking was submitted to the Chief Counsel
for Advocacy of the Small Business Administration for comment on its
impact on small business.

Comments and Requests for Public Hearing

Before these proposed regulations are adopted as final regulations,
consideration will be given to any written (a signed original and
eight (8} copies) or electronic comments that are submitted timely to
the IRS. The Treasury Department and the IRS request comments on the
clarity of the proposed rules and how they can be made esasier to
understand. All comments will be available for public inspection and
copying. A public hearing will be scheduled if requested in writing
by any person that timely submits written comments. If a public
hearing is scheduled, notice of the date, time, and place for the
public hearing will be published in the Federal Register.

Drafting Information

The principal author of these regulations is Ethan Atticks, Office of
Asgociate Chief Counsel (International). However, other personnel
from the Treasury Department and the IES participated in their
development.

List of Subjects in 26 CFR Part 1

Income Taxes, Reporting and recordkeeping requirements,

Proposed Amendments to the Regulations

Accordingly, 26 CFR part 1 is proposed to be amended as follows:

PART 1-~INCOME TAXES
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Paragraph 1. The authority citation for 26 CFR part 1 continues to
read in part as follows:

Authority: 26 U.S.C. 7805 * % *

Par. 2. Section 1.%54-3 is amended by:

1. Adding a new sentence after the first sentence of paragraph
(a} (1} (1}, and by revising the second sentence of Example 1 in
paragraph {aj {1} (111}, and the first sentence of Example 2 in
paragraph {a} (1) {1id}.

2. Revising the third sentence of paragraph {a)(2).

3. Revising paragraph {a){4){i), and the first sentences of
paragraphs {(a) (4;{ii) and (iii}), and by adding paracraph (a} (4} {iv).

4. Revising the text of paragraph (a) {6} {i).

5. Adding a new sentence to the end of paragraph (k) {1)(ii} (a}.

&. Redesignating the text of paragraph (b) (1) (ii) (¢} as paragraph
(b} (1) (i1} () (1), and adding a paragraph heading to newly designated
paragraph (b} (1) {ii} {c) (1}.

7. Adding paragraphs (b} (1) {ii}{c) (2}, and (c} (3},

8. Reviging paragraph {(bj {2} {i} {(b).

2. Adding a new sentence to the end of paragraph (b) (2){ii) (a), and
revising paragraph (b) (2) {1ii} (b).

10. Redesignating the text of paragraph (b) (2){ii}{(c) as paragraph
(b} {2} {ii) (c) {31}, adding a paragraph heading to newly redesignated
paragraph (b) (2) (ii) (c) (1), adding paragraph (b) (2){ii){c) (2}, and
revising paragraph (b} (2) {ii} (e},

11. Revising Example 3 in paragraph (k) {(4).

12. Adding paragraph (d).

The additicons and revisions read as follows:

§1.954-3 Forelgn base company sales income.

(a} * ok Kk

(1) In general-- (i} General rules. * * * For purposes of the
preceding sentence, except as provided in paragraphs (a)(2) and
(a) (4} of this section, personal property sold by a contrclled
foreign corporation will be considered to be the same property that
was purchased by the controlled foreign corporation regardless of
whether the personal property is sold in the same form in which it
was purchased, in a different form than the form in which it was

purchased, or as a component part of a manufactured product. * * *

* ok K ok &

Example 1. * * * Corporation A purchases from M Corporation, a
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related perscn, articles manufactured in the United States and sells
the articles to P, not a related pevson, for delivery and use in
foreign countyy Y. * * *

Example 2. Corporaticn A in Example 1 also purchages from B, not a
related person, articles manufactured in country ¥ and sells the
articles te foreign corporation B, a related perscon, for use in
foreign countyy Z. # % =*

L S

{2) * * * The principles set forth in paragraphs {aj (4} {1},

{a) (4) (i1}, and (a) (4} (iii} of this section apply undey this
paragraph (a} (2] in determining what constitutes manufacture,
production, or construction of perscnal property, excluding, in the
cagse of manufacture, production, or construction by a person other
than the controlled foreign corporation, the requirement set forth in
paragraph (a) (4} (i} of this gection that the provisions of paragraphs
fa) (4) {41} and (a) (4) {i1i) of this section may only be satisfied
through the activities of that person's employees. * * *

LI I S

{4) Property manufactured, produced, or constructed by the controlled
foreign corporation--{i}--In general . Foreign base company salegs
income does not include income of a contrelled foreign corporation
derived in connection with the sale of persconal property
nanufactured, produced, or constructed by such corporation in whole
or in part from personal property which it has purchased. A
centrellied foreign corporation will have manufactured, preduced, or
constructed personal property which the corperation sells only 1f
such corporation satisfies the provisions of paragraphs (a) (ii},

(a} (111}, or {a}(iv) of this section through the activities of its
employees with respect to such property. & controlled foreign
corporation will not be treated as having manufactured, produced, or
constructed personal property which the corporation sells merely
because the property is sold in a different form than the form in
which it was purchased. For rules of apportionment in determining
foreign base company sales income derived from the sale of personal
property purchased and used as a component part of property which is
not manufactured, produced, or constructed, see paragragh {(a) (5) of
this section.

{ii) * * * If personal property purchased by a foreign corporation is
substantially transformed by such foreign corporation pricr to sale,
the property scld by the selling corporation is manufactured,
produced, or constructed by such selling corporation. * * *

{idii) * * * If purchased property is used as a component part of
personal property which is sold, the sale of the property will be
treated as the sale of a manufactured product, rather than the sale
of component parts, if the assembly or conversion of the component
parts into the final product by the selling corporation involves
activities that are substantial in nature and generally censidered to

constitute the manufacture, production, or construction of property.
LI

(iv) Substantial contribution to manufacturing of personal

property--(a)--In general. This paragraph (a) {4} {iv) applies only if
a contrelled foreign corporation does not satisfy paragraph
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{a} {4} (11) or {a){4])(iii)} cf this section, but the personal property
purchased by a controlled foreign corporation would be considered to
be manufactured, produced, or constyucted prior to sale (under the
principles of paragraphs f{aj (4){ii) or (iii} ef this section] by the
controlled foreign corporation if the manufacturing, producing, and
constructing activities undertaken with respect to the property prior
to sale were undertaken by the controlled foreign corporation through
the activities of its employees. If thig pavagraph {(aj {4} {(iv)
applies, the personal property sold by the controlled foreign
corporation is manufactured, produced, or constructed by such
controllied foreign corporation only if the facts and circumstances
evidence that the contrelled foreign corporation makes a substantial
contribution through the activities cof its employees to the
manufacture, production, or consgtruction of the persconal property
s0ld. The determination of whether a controlled foreign corporaticn
makes a substantial contribution through the activities of its
employess to the manufacture, production, or ¢enstruction of the
persgsonal property scld will invelve, but will not necessarily he
limived to, consideration of the activities set forth in paragraph
{a) {4} {iv) {b) of this gection. The weight given to any activity
{whether or not set forth) will vary with the facts and circumstances
of the particular business. The presence or absence of any activity,
cr of a particular number of activities, is not determinative.
Further, the fact that other persons make contributions to the
manufacture, production, or construction of personal property prior
to sale does not necessarily prevent the controlled foreign
corporation from making a substantial contribution tc the
manufacture, construction, or production of that property through the
activities of its emplovees.

{b) Activities. Activities of a controlled foreign corporation's
employees Lo be considered in determining whether a controlled
foreign corporation makes a substantial contribution through the
activities of its employees to the manufacture, construction, or
production of personal property include but are not limited to--

{1} Oversight and direction of the activities or process (including
management of the rigk of loss) pursuant te which the property is
manufactured, produced, or constructed under the principlies of
paragraphs (a) {4} (ii) or {iii) of this section;

{2} Performance of activities that are considered in but that are
insufficient to satisfy the tests provided in paragraphs (a) {4) {ii)
and (a) (4){iii) of this section;

{3) Contrel of the raw materials, work-in-process and finished goods;
(4} Management cf the manufacturing profits;

(5} Material selection;

{6} Vendor =selection;

{7} Control of logistics;

{8} Quality control; and

{9} Direction of the development, protection, and use of trade

secrets, technology, product design and desgign specificaticns, and
other intellectual property uged in manufacturing the product,
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(¢} The rules of this paragraph {a){iv) are illustrated by the
following examples:

Example 1. No substantial contribution to manufacturing. (i) Facts.
F5, a controlled foreign corporation, purchases raw materials from a
related person. The raw materials are then manufactured {under the
principles of paragraph {a}{4)(iii}) of this section into Preduct X
by CM, an unrelated corporation that performs the physical conversion
cutside of FS's country of organization, pursuant Lo a contract
manufacturing arrangement. Product X is then gold by FS for use
outside of FS's country of organization. At all times, FS retaing
control of the raw material, work-in-process, and finished goods, as
well as the intangibles used in the conversion process. FS retains
the right to oversee and direct the physical conversion of Product X
by CM but does not regularly exercise, through its employees, its
pewers of oversight or directionm.

(ii) Result. FS does not satisfy paragraph (a) (4} (il} or (a)(4) (iii)
of this section becausze FS does not, through the activities of its
employees, substantially transform, convert or assemble perscnal
property into Product X. However, Product X was manufactured {by CM},
and therefore this paragraph (a) (4) {iv) applies. FS does not satisfy
the test under this paragraph {(a) {4) {iv) because it does not make a
substantial contribution through the activities of its employees to
the manufacture of Product X. Mere contractual ownership of materials
and intellectual property and contractual rights to exercise powers
of direction and control {without the exercise of those powers) are
not sufficient to satisfy this paragraph (a) {4) (iv). Therefore, FgS is
not considered to have manufactured Product X under paragraph

(a) {4} (i) of this section.

Example 2. Substantial contribution to manufacturing, unrelated
manufacturer. (i} Facts. Assume the same facts as in Example 1,
except for the following. FS, through its employees, is engaged in
product design and quality control. Employees of ¥S regularly
exercise the right to oversee and direct the activities of CM in the
manufacture of Product X.

{(ii) Result. FS does not satisfy paragraph (a)(4) (ii) or (a}(4){iii)
of this section with respect to Product X because FS does not,
through the activities of its employees, substantially transform,
convert or assemble personal property into Product X. However,
Product X was manufactured (by CM), and therefore this paragraph
{a) (4) {iv) applies. FS satisfies the test under this paragraph

{a} (&) {iv} because it makes a substantial contribution through the
activities of its employees to the manufacture of Product X.
Therefore FS is considered to have manufactured Product X. The
analysis and conclusion in this Example 2 would be the same if OM
were a corporation that was related to FS.

Example 3. Employees of ancother person. {i} Facts. FS, a controlled
foreign corporation organized in Country M, purchases raw materials
ftrom a related person. The raw materials are then manufactured [under
the principles of paragraph (a} (4}{iii} of this section) into Product
X by CM, an unrelated contract mamufacturer located in Country C. CM
uses employees of ancther corporation to coperate its manufacturing
plant and convert the raw materials into Product X. Apart from the
physical conversion of the raw materials into Product X, employees of
FS perform all of the other activities with respect to the
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manufacture of Product X {(for example, oversight and directicn of the
manufacturing process, control of raw materials, control of
logistics, vendor selecticn, quality control). FS sells Product X for
uge, consumption or disposition outside Country M.

(ii} Result. If the manufacturing activities undertaken with respect
to Product X between the time the raw materials were purchased and
the time Product ¥ was sold were undertaken by FS through the
activities of its employees, FS would have satisfied the
manufacturing exception contained in paragraph {a} {4) {iii} of this
section with respect to Product X. Therefore, this paragraph

{a) (4} {iv) applies. FS satisfies the test under thig paragraph

{a} (4} {(iv} because it makes a substantial contribution through the
activities of its employees to the manufacture of Product X.
Therefore, FS is considered to have manufactured Product X. If (M's
manufacturing plant were located in Country M, the test in paragraph
{a} (2} of thig section could be satisfied even if CM did not
manufacture Product X through the activities of its emplovees.

Example 4, Automated manufacturing. (1) Facts. FS8, a controlled
foreign corporation, purchases raw materials from a related person.
The raw materials are then manufactured (uander the principles of
paragraph (a) {4} (ii} of this section} into Product X by CM, an
unrelated corporation located outside of F8's country of
organization, pursuant to a contract manufacturing arrangement.
Product X is then sold by FS to related and unrelated persons for use
vutgide of FS's country of organization. Under the contract
manufacturing arrangement, CM is responsible for the physical
transformation of the raw materials intc Product X. At all times, FS
retains ownership of the raw material, work-in-process, and finished
goods. F8 retains the right to oversee and direct the physical
conversion of Product X by CM but does not regularly exercise,
through its employees, its powers of oversight or direction. FS is
the owner of sophisticated software and network systems that remotely
and autcmatically (without human involvement} take orders, route them
to CM, order raw materials, and perform quality control. FS has a
small number of computer technicisns who monitor the software and
network systems to ensure that they are running smoothly and to apply
any necessary patches or fixes. The software and network systems were
developed by employees of DPF, the U.S. corporate parent of FS,
pursuant to a cost sharing agreement between DP and FS. DP employees
regularly supervise the computer techniciang, evaluate the results of
the autcmated manufacturing business, and make ongoing operaticnal
decisions, including with regard to acceptable performance of the
manufacturing process, stoppages of that processg, and product and
process redesign and updates to meet the needs of the business and
its customers. DP employees develop and provide to FS all of the
upgrades to the software and network systems. DP also has emplovees
who contrecl the other aspects of the manufacturing process such as
product design, vendor and material selection, management and
retention of the manufacturing profits, and the selection of M.

(ii} Result. FS does not satisfy paragraph {(a} {4} {ii) or (aj (4} (iii}
of this section with respect to Product X because FS does not,
through the activities of its employess, substantially transform,
convert or assemble personal property into Product X. If the
manufacturing activities undertaken with resgpect to Product X between
the time the raw materials were purchased and the time Product X was
sold were undertaken by ¥S through the activities of its employeaes,
F8 would have satisfied the manufacturing exception contained in
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paragraph {a} (4} {iii) of this section with respect to Product X,
Therefore, this paragraph (a) {4} (iv) applies. FS does not satisfy the
test under this paragraph (al {4} {iv) because it does not make a
subgtantial contribution through the activities of its employees to
the manufacture of Product X. Mere contractual ownership of materials
and intellectual property together with contractual rights to
exercise powers of direction and control and a small number of
technical employees are not sufficient to satisfy this paragraph

{a} (4) {ivi. ¥8's primary contributicn to the manufacture of Product X
is the provision of the scftware and network systems to CM.
Substantial operational responsikilities and decision wmaking are
exercised by DP employees whe direct the activities of the FS
employees. Therefore, FS is not congidered to have manufactured
Product X.

* k * Kk %

(6) * * * (i} * % * To determine the extent to which a controlled
foreign corporation®s distributive share cof any item of gross income
of a partnership would have been foreign base company sales income if
received by it directly, under §1.952-1{g})., the property sold will be
considered to be manufactured, produced or constructed by the
controlled foreign corporation, within the meaning of paragraph

fa} {4) of this section, only if the wmanufacturing exception of
paragraph (a) (4) of this section would have applied to exclude the
income from foreign base company sales income 1f the controlled
foreign corporation had earned the income directly, determined by
taking into account the activities of the employees of, and property
owned by, the partnership.

¥ k 0k ok )

fii) * * %

{a) * * *The provisions of this paragraph (b) {1} {ii}{(a) will not
apply unless the controlled foreign corporation {(including any
branches or similar establishments of such controlled foreign
corporation) manufactureg, produces, or constructs such personal
property within the meaning of paragraph (a} (4) (1) of this section.

{c) Use of wmore than one branch--(1) Use of one or more sales or
purchase branches in addition to a manufacturing branch, * * #

{2} Uce of more than one branch to manufacture, produce, construct,
grow, or extract separate items of personal property. If a controiled
foreign corporation carries on manufacturing, producing,
conetructing, growing, or extracting activities with respect to
separate items of persocnal property by or through more than one
branch or similar establishment located outside the c¢ountry under the
laws of which such corporation is g¢reated or crganized, then
paragraphs (b} (2} (ii) {b} and {c) of this section will be applied
separately to each such branch or similar establishment (by treating
such branch or similar establishment as if it were the only branch or
similar establishment of the controlled foreign corporation and as if
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any such other branches or similar establishments were separate
corporaticns) in determining whether the use of such branch or
similar establishment has substantially the same tax effect as if
guch branch or similar establishment were a wholly owned subsidiary
corporation of the controlled foreign corporation. The application of
this paragraph () (1) (ii){e) {2} is illustrated by the following
example:

Example. Multiple branches that satisfy paragraph (a) (4) (ii) or

fa) (4} (111} of this section. (i) Facts. FS is a controlled foreign
corporation organized in Country M. FS operates two branches, Branch
A and Branch B located in Country A and Country B, regpectively.
Branch A and Branch B each manufacture separate items of personal
property (Product X and Y respectively) within the meaning of
paragraph {a} (4) {ii} or (iii) of this section. Raw materials used in
the manufacture of Product X and Product Y are purchased by FS from
an unrelated person. FS$ engages in activities in Country M to sell
Product X and Product Y to a related person for use, disposition or
consumption cutside of Country M. Employees of FS located in Country
M perform only sales functions. The effective rate imposed on the
income from the sales of Product X and Product ¥ 1s 10%. Country A
imposes an effective rate of tax on sales income of 20%. Country B
imposeg an effective rate of tax on sales income of 12%.

{ii} Result. Pursuant to this paragraph (b) (1) (ii) (¢} (2), paragraph
{b) (1) {ii) (b} of this section is separately applied to Branch A and
Branch B with respect to the sales income of FS attributable to
Product X {manufactured by Branch A) and Product ¥ (manufactured by
Branch B} . Because the effective rate of tax op F9's sales income
from the sale of Product X in Country M (10%) is less than 90% of,
and at least 5 percentage points less than, the effective rate of tax
that would apply to such income in the country in which Branch & is
located (20%), the use of Branch A has substantially the same tax
effect as if Branch A were a wholly owned subsidiary corporation of
FS. Because the effective rate of tax on FS's sales income from the
sale of Product Y in Country M {10%) is not less than 90% of, and at
least 5 percentage points less than, the effective rate of tax that
would apply to such income in the country in which Branch B is
located (12%), the use of Branch B dees not have substantially the
game tax effect as if Branch B were a wholly owned subsidiary
corperation of FS. Consequently, only Branch A is treated as a
separate corperation apart from the remainder of FS for purpeses of
determining foreign bage company sales income,

{3} Use of more than one manufacturing branch, or cne or more
manufacturing branches and the remainder of the controlled foreign
corporation, to manufacture, produce, construct, grow, o©Or exttract the
same property--{a)--In general. This paragraph (b)Y {31} (11} (e} (3}
applies to determine the location of manufacturing, producing,
constructing, growing or extracting of personal property for purposes
of applying paragraphs (b) (1) {i}(b) or {ii) (b} of this section where
more than one branch of a controlled foreign corperation, or one or
more branches of a controlled foreign corporation and the remainder
of the controlled foreign corporation, each engage in manufacturing,
producing, constructing, growing or extracting activities with
respect to the same item of perscnal property which is then sold by
the contrelled foreign corporation.

(k) Physical manufacture, production, or constyuction in one oY more
locations. 1If only one branch or cnly the remainder of a controlled
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foreign corporvation satisfies either paragraph (a) {4){ii} or

{a) {4} {iii}) of thie section with respect te an item of personal
property, then that branch or the remainder of the controlled foreign
corporation will be the location of manufacturing, producing, or
congtructing of that property for purpcses of applying paragraph

{(by {1} (1) () or {ii}{h} of this section to the income from the =ale
of that property. See §1.954-3(bj {1} {ii}{c} (3}({f) Example 1. If wore
than one branch, or one or more branches and the remainder cf the
centrolled foreign corporation, each independently satisfy either
paragraph (a} (4] {iil} or {a) {4} {(iii} of this section with respect to
an item of property, then the location of manufacturing, producing,
or constructing of that property for purposes of applying paragraph
(b)Y (1Y {1} () or {ii} (b} of this section will be that branch or the
remainder of the controlled foreign corporaticon that satisfies
paragraph {al (4} (i1} or {(a) {4} {(iii} of this section and that 1is
located or organized in the jurisdicticn that would, after applying
paragraph (b} (1) {ii} {b} of this section to such branch or paragraph
(B (1) (i} () of this section to the remainder of the controlled
foreign corporation, impose the lowest effective rate of tax on the
income allocated to such branch or the remainder of the controlled
foreign corporation under such paragrapi (that is, either paragraph
(b (1) (i1 (b) or (b} {1} {i){b) of thig section}, 1f, under the laws of
such country, the entire income of the contrelled foreign corporation
were congidered derived by such corporaticn from scurces within such
country from doing business through a permanent establishment
therein, received in such country, and allocable to such permanent
establishment, and the corporation were created or organized under
the laws of, and managed and controlled in, such country. See
§1.954-3(b) (1) (i1} {c) {3} (f) Example 2.

{¢} Predominant contribution. If none of the branches nor the
remainder of a controlled foreign corporation satisfy paragraph
(a}y (¢) (i1} or {(a}) (4} (iii} of this section with respect tc an item of
personal property, but the contrelled foreign corporation ag a whole
makes a substantial contribution to the manufacture, production, or
construction of that property within the meaning of paragraph

{a) {4} {iv} of this section, then for purposes of applying paragraph
(bY (1) {i) (k) oxr {(ii)}(b) or this section, the branch or the remainder
of the controlled foreign corporaticon that makes the predominant
amount of the controlled foreign corporation's substantial
contribution with respect to the manufacture, production, or
construction of that property will be the location of manufacturing,
producing, o©r constructing with respect to that property. See
§1.954-3 (b} {1) {ii) {c} {3} (L) Example 3. Whether any branch cor the
remainder of the controlled foreign corporation provides a
predominant amcount of the contrelled foreign corporation's
substantial contribution is determined by weighing each branch's or
the remainder of the controlled foreign corporaticon’s relative
contributicn to the manufacture of the item of property as determined
by applying the facts and circumstances test provided in paragraph
fa) (4} idiv} of this section. If wmultiple branches are located in a
single jurisdiction, then the activities of those branches will be
aggregated for purposes of determining the branch or the remainder of
the controlled foreign corporation that makes the predominant amount
of the controlled foreign corporation®s substantial contribubtion with
regpect to the manufacture, production, or construction of an item of
property. For purposes of this paragraph (b} {1} (ii){c}{3){c), a
branch or the remainder of the controlled foreign corporation makes a
predominant amcunt of the controlled foreign corporation's
substantial contribution with respect to the manufacture, production,
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or construction of an item of personal property eonly if it makes a
significantly greater contribution to the manufacture, production, or
construction of that property than any other branch or the remainder
of the controlled foreign corporation. The location of any particular
activity {that is, for purposes of deciding whether that activity is
conducted in a particular branch or in the remainder of the
controlled foreign corporation) will be determined by applying the
principles of paragraph (b)Y (1) {id) (¢) (3) (d) of this section.

(d} Location of activity. The loccation of any activity with respect
to the manufacture, production, or construction of an item of
perscnal property is where the controlled foreign corporation makes a
contribution through its employees to such activity. For example, the
location of any activities concerning intangible property ig not
determined based on the formal assignment of intangible property, but
on where employees of the controlled foreign corporation develop,
protect, and direct the use of the intangible,

{e; Where no branch or the remainder ¢f the controlled foreign
corperation provides a predominant contribution. If neither a branch
nor the remainder of a controlled foreign corporation independently
satisfies paragraph (a) {¢)(ii) or (iii) of this section and neither a
branch nor the remainder of the contrelled foreign corporation
provides a predeminant amount of the controlled foreign corporation‘s
contribution to the manufacture of an 1item of personal property, but
the contrclled foreign corporation as a whole makes a substantial
contribution to the manufacture of Lhat property within the meaning
of paragraph {a) (4) (iv) of this section, then for purposes of
applying paragraph (b) (1} (i} (k) or {ii} (b) of this section, the
location of manufacturing of that property will be that branch or
remainder of the contrcolled foreign corporation that provides a
contribution to the manufacture of the property and that is located
or organized in the jurisdiction that would, after applying paragraph
{b) (1) (i1} {b) of this section to such branch or (b){1) (i) (b) of thige
section to such remainder of the controlled foreign corperation,
impose the highest effective rate of tax on the income allocated to
such branch or such remainder of the contrelled foreign corporation
under that paragraph, if, under the laws of such country, the entire
income of the conitrolled foreign corporation were considered derived
by such corporation from sources within such country from doing
business through a permanent establishment therein, received in such
country, and allocable to such permanent establishment, and the
corperation were created or organized under the laws of, and managed
and controlled in, such country, See §1.954-3(b) {1) {ii} {c) {3) (F)
Example 4.

(f} Examples. The following examples illustrate the application of
this paragraph (b) (1) (ii) (¢} (3):

Example 1. Multiple branches that contribute to the manufacture of a
single product, only one branch that satisfies paragraph {a) (4) (i1}
or (a){4) (iii) of this section. (i) Facts. Fo is a controlled foreign
corporation organized in Country M. FS operates three branches,
Branch A, Branch B, and Branch ¢, located respectively in Country &,
Country B, and Country C. Branch A, Branch B, and Branch C esach
performs different manufacturing activities with raespect to the
manufacture of Product X. Branch A, through the activities of irsg
employees, designs Product X. Branch B, through the activities of its
employees, providsg quality control and oversight. Branch C, through
the activities of its employees, manufactures Product X (within the
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meaning of paragraph (a) (4) (1il) of this section) using the designs
of Branch A and under the oversight of the gquality control perscnnel
of Branch B. The activities of Branch A and B do not satisfy either
paragraph {aj (4} {ii) or {a) (4} (iii} of this section. Employees of FS
located in Country M purchase the raw materials uged in the
manufacture of Product X from a related person and contrel the
work-in-process and finished goods throughout the manufacturing
process. Employees of FS located in Country M also manage the risk of
loss from thne manufacture of Product X and the manufacturing profits
fyom the sales of Product X. Further, employees of F5 located in
Country M control logistics, select vendors and raw materials, and
oversee the coordination between the branches. Employees of FS
located in Country M sell Product X to unrelated persons for use,
consumption or disposition sutside of Country M. The sales income
from the sale of Product X is taxed in Country ¥ at an effective rate
of tax of 10%. Country C impcses an effective rate of tax of 20% on
sales income.

(ii) Result. Because only the activities of Branch C satiefy
paragraph {a) (4} (ii) or {(a) (4} (iii) of this section, paragraph

(kY {1} {ii) (b} of this section is applisd by considering only the
effective rate of tax that would apply in Country ¢. The effective
rates of tax in Country A and Country B are not considered, because
Branck A and Branch B do not satisfy either paragraph (a) {4) (1i) or
{a} {4} {iii) of this section. Because the effective rate of tax on the
sales income (10%) is less than 90% of, and at least 5 percentage
points less than, the effective rate of tax that would apply to such
income in the country in which Branch C is located (20%), the use of
Branch ¢ has substantially the same tax effect as if Branch C were a
wholly owned subsidiary corporation of F8. Therefore sales of Product
¥ by the remainder of FS are treated as sales on behalf of Branch C.
Pursuant to paragraph (b) (2){ii) (¢} (2] of this section, FS will only
qualify for the manufacturing exception under paragraph {a} (4) (iv) of
this section if FS successfully rebuts, to the satisfaction of the
Commissioner, the presumption that ¥§ does not provide a substantial
contribution to the manufacture of Product X, For this purpose, the
activities of FS include the activities of Branch & or Branch B if
either of those branches would not be treated as a geparate
corporation under paragraph (b} (1) {ii} (b) of this section, if that
paragraph were applied to each of Branch A and Branch B.

Example 2. Multiple branches satisfy paragraph ({(a) {4} {ii) ox

(a) (4) {iii) of this section with respect to the game product sold by
the controlled foreign corporation. (i) Facts. Assume the same facts
as in Example 1, except for the following. In addition to the design
of Product X, Branch A also manufactures {(within the meaning of
paragraph {a) (4} (ii) of this section) a part of Product X. Branch C
rhen combines that part with other parts to complete Product X. The
activities of Branch C are sufficient te qualify as manufacturing
under paragraph {a} (4} (311} of thig section with respect to Product
¥. Country A imposes an effective rate of tax of 12% on sales income.

{11} Result. Because the activities of Branch A and Branch C satisty
the requirements of paragraph (a) (4) {ii) and {iii) of this section
respectively, paragraph (b) {1} {ii} (b) of this section is applied by
comparing the effective rate of tax imposed on the income from the
sales of Product X against the lowest effective rate of tax that
would apply to the sales income in either Country A or Country C if
paragraph (b) {1} (11} (b) of this section were applied geparately to
Branch A and Branch . The effective rate of tax in Country B is not
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considered because Branch B does not satisfy either paragraph

(aj {4) {ii) or {a) (4} {(iii) of this section. Because the effective rate
of tax on the sales income of FS from the sale cof Product X {10%) is
not less than 90% of, and at least 5 percentage points less than, the
effective rate of tax that would apply to such income in the country
in which Branch A is located {12%;, neither Branch A nor Branch C is
rreated as a separate corporation and sales of Product X by the
remainder of the controlled foreign corporation are nct treated as
made on behalf of any branch.

Example 3. Predominant contribution by employees located in the
country of organization cof the controlled foreign corperation,
traveling employees, paragraph {a){4}{iii) of this section satisfied
by an unrelated contract manufacturer. (i)} Facts. F$, a controlled
foreign corporation organized in Country M, purchases raw materials
from a related person. The raw materials are then manufactured {under
the principles of paragraph {a) {4){iii} of this section) intc Product
¥ by CM, an unrelated corporaticn located in Country C that performs
the physical conversion pursuant to a contract manufacturing
arrangement. Employees of FS§ located in Country M selli Product X to
unrelated persons for use, vonsumption or disposition ocutside of
Country M. Emplovees of FS located in Country M engage in design,
testing, quality control and oversight with respect to the
manufacture of Preoduct X. Employees of FS located in Country M also
direct the use of intellectual property used in the manufacture of
Product X from Country M. At all times, employees of FS located in
Country M control the raw material, work-in-process and finished
goods. Emplovees of FS located in Country M also control logistics,
select vendors, and manage the risk of loss from the manufacture of
Product ¥ and the manufacturing profits from Product ¥. Quality
control and oversight of the manufacturing process is conducted by
employees of FS who are employed in country M but who regularly
travel to Country C. Branch A, located in Country A, is the only
branch of FS. Design work with respect to Product X conducted by
Branch A is supplemental to the bulk of the design work, which is
done by employees of F3 located in Country M. FS as a whole
{including Branch A) provides a substantial contribution to the
manufacture of Product X within the wmeaning of paragraph {a) (4} {(iv)
of this section.

{ii} Result. FS qualifies for the exception to foreign base company
sales income contained in paragraph {(a) {4} of this section with
respect to income from the sale of Product X because FS satisfies the
vest contained in paragraph {a) (4} {iv} of this section by providing a
substantial contridbution through the activities of its employees to
the manufacture of Product X. The fact that emplioyees of FS travel to
the location of CM to perform scme of the activities considered in
determining whether a controlled forelgn corporation makes a
substantial contribution through the activities of its employees to
the manufacturing of an item of personal property does not prevent
activities of such employees while located in Country M from being
considered in determining the applicability of paragraph (a} {4} (iv}
of this gection to FS. In addition, paragraph (b} of this section
does not apply to treat a branch of FS as having substantially the
same tax effect as if the branch were a wholly owned subsidiary
corporation, because FS8, as opposed to Branch A, provides the
predominant contribution with respect to Product X.

Example 4. Multiple branches perform manufacturing activities, no
branch makes a predominant contribution, paragraph {(a) (4} {iii) of
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this section is satisfied by an unrelated contract manufacturer. (i)
Facts. FS, a controlled foreign corporation organized in Country M,
purchases raw wmaterials from a related person. The raw materials are
then manufactured (under the principles of paragraph (2} {4){(iii) of
this section) into Product X by CM, an unrelated corporation located
in Country ¢ that performs the physical conversion pursuant to a
contract manufacturing arrangement. Employees of FS located in
Country M sell Product X to unrelated persons for use, consumption or
disposition outside of Country M. F8 has two branches, Branch A and
Branch B, located in Country A and Country B respectively. FS
{including Branch A and Branch B) makes a substantial contribution
within the meaning of paragraph {a! {4} {iv) of this section with
respect to the manufacture of Product X. Branch A, through the
activities of its employees, designs Product X. Branch B, through the
activities of its emplovees, provides guality control and oversight
of the manufacturing process. At all times, FS controls the raw
materials, work-in-process and the finished Product X through
employees located in Country M. F§S also manages the risk of loss
related to the manufacture of Product X and the manufacturing profits
from the sales of Product X through employees located in Country M.
¥urther, employees of F§ located in Country M control logistics,
select vendors, and oversee the coordination between the branches.
Country M imposes an effective rate of tax on sales income of 10%.
Country A imposss an effective rate of tax on sales inceme of 20% and
Country B imposes an effective rate of tax on sales income of 24%.

(ii) Result. Based on the facts, neither the remainder cf FS (through
activities of its employees in Country M)}, nor Branch A, nor Branch
B, provide a predominant amount of the controlled foreign
corporation’'s substantial contribution to the manufacture of Product
¥. FS, Branch A, and Branch B each provide a contribution through the
activities of their employees to the manufacture of Product X.
accordingly, paragraph (b) (1) (ii) (b) of this section is applied by
comparing the effective rate of tax imposed on the income from the
sales of Product X against the effective rate of tax that would apply
to the sales income in Branch B, which is located in the jurisdiction
that would impose the highest effective rate of tax on the sales
income {24%). Because the effective rate of tax imposed on the sales
income by Country M (10%) is less than %0% of, and at least 5
percentage points less than, the effective rate of tax that would
apply to such income in Country B (24%) the remainder of FS is
treated as selling on behalf of Branch B. Further, for purpcses of
determining whether the remainder of FS gqualifies for any exception
from foreign base company sales inceme, applying paragraph

(p) (2} {1ii) {a) of this section, the remainder of FS includes any
branch of FS that would not, after the application of paragraph

{b) (1) {ii) (b} of thig section to such branch, be treated as a
separate corporation. In this case, the effective rate of tax imposed
on the sales income by Country M (10%) is less than 90% cf, and at
least 5 percentage points less than, the effective rate of tax that
would apply to such income in Country A {(20%). Therefore, for
purposes of determining foreign base company sales income, the
remainder of FS does not include the activities of Branch A. The
remaindey of FS does not ¢gualify for the manufacturing exception from
foreign base company sales income contained in paragraph (a) (&) {iv]
of this section. Because Product X is sold for use, consumption, or
disposition cutside of Country M, the income from the sale of Product
¥ is foreign base company sales income.

Example 5. Multiple branches contribute to the manufacture cof a
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single product, one branch sells the product, the remainder of the
controlled foreign corporation does not participate. (i} Facts., F8 is
a controlled foreign corporation crganized in Country M, a country
that imposes a 0% effective rate of tax on sales income. FS operates
two branches, Branch A and Branch B, located respectively in Country
A, a country that imposes a 30% effective rate of tax on income, and
Country B, a country that lmpocses a 0% effective rate of tax on
inceome. Branch A and Branch B esach perform different activities with
respect to the manufacture of Product X. Branch &, through the
activities of a large number of its employees working at a state of
the art facility, expends significant time and rescurces to design a
sophisticated product, Product X. Branch B, through the activities of
its employees, purchases raw materials from a related person and
contracts with CM, an unrelated c¢orporation located in Country C, to
manufacture Product X. The raw materials are then manufactured (under
the principles of paragraph {a} {4){iii} ¢f this section) into Product
¥ by CM. Branch A, through the activities of its employees, directs
the uge of intellectual property it developed, including product
degsigns, to provide quality contrel and oversight to CM with respect
tc the manufacture of Product %. Branch B controls the raw materials,
work in process, and the finished Product X. Branch B manages the
risk of loss with respect to Product X throughout the manufacturing
process. Branch B alsc controls logisticg and selects vendors in
connection with Product X. Branch B then sells Product ¥ te unrelated
persons for use, consumption or disposition cutside of Country M, FS
{including Branch A and Branch B} provides a substantial contribution
within the meaning of paragraph (a) {4} {iv} of this section with
respect to the manufacture of Product X. FS dees not provide a
contribution to the manufacture of Product X through employees
located in Country M.

(11} Result. Based on the facts, neither Branch A nor Branch B
provides the predominant amcunt of ¥FS's contribution to the
manufacture of Product X. Further, Branch A and Branch B each provide
a contribution through the activities of its employees to the
manufacture of Product X. Accordingly, paragraph (b){1) (ii) (b} of
this section is applied by comparing the effective rate of tax
imposed on the income from the sales of Product X against the
effective rate of tax that would apply to the sales income in Branch
A&, which is located in the jurisdiction that would impose the highest
effective rate of tax on the sales income (30%). Because the
effective rate of tax in Country B with respect to the sales income
{0%) ig less than 90% of, and at least % percentage pocints less than,
the effective rate of tax that would apply to such income in Country
A {30%}), the seller, Branch B, is treated as selling on behalf of
Rranch A, which is treated as the remainder of FS pursuani to
paragraph {b} (1) {ii} (¢} of thig section. PFurther, for purposes of
determining whether the remainder of FS gualifies for any exception
from foreign base company sales income, Branch B, treated as the
remainder of F3, includes any branch or remainder of FS that would
not, after the application of paragraph (k) (1} {ii}) (b} of this secticn
to such branch or (b} (1} {i} (b} of this secticn to such remainder of
FS, be treated as a separate corporation. In this case, the effective
rate of tax {0%} is less than 90% of, and at least & percentage
points less than, the effective rate of tax that would apply to such
income in Country A {30%), but not country M (0%} . Therefore, for
purposes of determining foreign base company sales income, Branch B,
treated as the remainder of 78, does not include the activities of
Branch A, but does include the activities of the rewmainder of 7S
located in Country M. However, since the remainder of FS in Country M
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doeg not perform any activities related to the manufacture cof Preoduct
X, the inclusion of the remainder of FS deoes nob gualify Branch B for
any exception from foreign base company sales income. Since the
location of manufacturing of Product X is considered to be the
location of Branch A rather than Branch B, Branch B, treated ag the
remainder cof FE, does not gualify for the manufacturing exception
from foreign basge company sales incomg contained in paragraph (aj (4)
of this section. Since the sale of Product ¥ is for use, consumption,
or disposition cutside of Country B, the income from the sale of
Product X is foreign base company sales income.

Example 6. Multiple branches contribute to the wanufacture of a
single product, the selling branch is located in the higher tax
jurisdiction, the remainder of the contrelled foreign corporation
doeg not participate. {i} Facts. Assume the same facts as in Example
5 except that Branch B rather than Branch A is located in the
Jurigsdiction that would impose the higher effective rate of tax on
income from the sales of Product X.

{ii) Result. Based on the facts, neither Branch A nor Branch B
provides the predominant amount of FS's contribution to the
manufacture of Product X. Since Branch B is located in the
Jurisdiction that would impose the higher effective rate of tax on
income from the sale of Product X, Branch B is considered to be the
location of manufacturing of Preoduct X for purposes of applying
paragraph (b} of this section. Because all of the income from the
gsale of Product X is already taxed in Country B, the use of Branch B
is not treated as having substantially the same tax effect as if
Branch B were a wholly owned subsidiary corporation of FS, and
therefore Branch B and the remainder of FS are not treated as
separate corporations under paragraph (b) {31} {ii){a) of this section
for purpeses of determining foreign kase company sales income.

{b} Activities treated as performed on pehalf of the remainder of
corporation. With respect to purchasing or selling activities
performed by or through the branch or similar establishment, such
purchasing or selling activities will--

(1} With respect to perscnal property manufactured, produced,
constructed, grown, or extracted by the remainder of the controlled
foreign corporation (or any branch treated as the remainder of the
controlled foreign corporation); or

{2} With respect to perscnal property {cther than property described
in paragraph (b} (2} {3i){b} {1} cf this section} purchased or scld, oxr
purchased and sold, by the remainder of the controclled foreign
corporation (or any branch treated as the remainder of the controllied
foreign corporation}, be treated as performed on behalf of the
remainder of the contreclled foreign corporation.

{111 * * #
{a} Treatment as separate corporaticons. * * % For purposes of
applying the rules of this paragraph (b} {(2){ii}, a branch or similar

establishment of a controlled foreign corporation treated as a
separate corporation purchasing or selling on behalf of the remainder
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of the controlled foreign corporation under paragraph {(b) (2) (ii) (b}
of this section, or the remainder of the contrclled foreign
corporation treated as a separate corporation purchasing or selling
on behalf of a branch or similar establishment of the controlled
foreign corporation under paragraph (b} (2){ii){c) of this section,
willi exclude any other branch or similar establishment or remainder
ct the controlled foreign corporation that would be treated as a
separate corporation (apart from the branch or similar establishment
of a contrelled foreign corporation that is treated as a separate
purchasing or selling corporation under paragraph (b} (2) {ii) (b} of
this section or the vemainder of the controlled foreign coyporation
that is treated as a separate purchasing or selling corporation under
paragraph (b) (2) (ii) {c) of thig section) if the effective rate of tax
imposed on the income of the purchasing or selling branch or similar
establishment. or purchasing or selling remainder of the controlled
foreign corporation, were tested against the effective rate of tax
that would apply to such income if it were earned in the jurisdiction
of such other branch or similar establishment or the remainder of the
controlled foreign corporation under §1.954-3(b) (1) (i) (b} or (ii) (b)
cf this section.

() Activities treated as performed on behalf of the remainder of
corporation.

With respect to purchasing or selling activities performed by or
through the branch or similar establishment, such purchasing or
selling activities will--

{X} With respect to personal property manufactured, produced,
constructed, grown, or extracted by the remainder of the controlled
foreign corporation (or any branch treated as the remainder of the
controlled foreiygn corporation); or

(2} With respect to personal property {other than property described
in paragraph (b) (2){ii) (b} {1) of this section) purchased or sold, or
purchased and sold, by the remainder of the controlied foreign
corporation {or any branch treated as the remainder of the controlled
foreign corporation), be treated as performed on behalf of the
remainder of the controlled foreign corporation.

{c) Treatment of the use of a manufacturing branch by a controlled
foreign corporation--{1) Activities treated as performed on behalf of
branch. * * *

(2} Presumption where a controlled foreign corporation claims to
satisfy the substantial contribution test and its own branch
satisfies the physical manufacturing test. If a branch or similar
egtablishment is considered to manufacture, produce, or construct an
item of personal property under paragraph (a)} (4){ii) or {a) (4) {(1id)
of this section, the remainder of the controlied foreign corporation
{or any branch treated as the remainder of the controlled foreign
corporation}! will be presumed not to manufacture, produce, or
construct that same item of personal property undexr paragraph

(a} (4} (iv) of this section (even if it would have otherwise satisfied
paragraph (aj (4) {iv}] of this section with respect to such propertyl .
However, 1f a controlled foreign corporation demonstrates, to the
satisfaction of the Commissioner, that the remainder of the
conitroiled foreign corperation (or any branch treated as the
remainder of the ¢entrolled foreign corporation) makes a substantial
contribution teo the wmanufacture of that item of personal property

file://C:\Documents%20and%20Settings\Public\My%20Documents\E8-03557. html 2/27/2008



Page 31 0t 33

within the meaning of paragraph {a) (4){iv} of this section, then the
remainder of the controlled foreign corporation {or any branch
treated as the remainder of the controllied foreign corporation}, if
treated as a separate corporation apart from its manufacturing branch
under paragraph (b} (2} (ii) {(a} of this section, will be ccnsidered to
manufacture, produce, or construct that item of personal property
under parvagraph {(a) (47 (iv} of this section. The application of this
pavagraph (b} (2} {ii}{c} {2} may be illustrated by the following
examples:

Example 1. Manufacturing branch, paragraph (b} {1} (ii} (b} satisfied.
{i} Facts. FS, a controlled foreign corporation organized in Country
¥, a country that imposes a 0% effective rate of tax con sales income,
purchases raw materials from a related person. FS has one branch,
Branch A, organized in Country A, & country that imposes a 30%
effective rvate of tax on gales income. The raw materials are
manufactured {(within the meaning of paragraph {a} {4} (iii} of this
section) into Product X by Branch A. FS sells Product X for use,
consumption, or disposition outside of Country M. Absent the
application of paragraph (b} {2} (ii}{c} (2} of this secticn, the
remainder of FS would alsc be considered a manufacturer of Product X
under paragraph {a) {4} {(iv) of this section. F$ proves to the
satisfaction of the Commissioner that the remainder of FS makes a
subgtantial contribution to the manufacture of Product X,

(ii) Result. Since the effective rate of tax (0%) imposed on the
sales income is legs than 90% of, and at least 5 percentage points
less than, the effective rate of tax that would apply to such income
in the jurisdiction of Branch A (30%), the seller, the remainder of
FS is treated as a separate corporation selling on behalf of Branch
A. The remainder of F§ (not including Branch A) does not sabisfy
paragraph {a) {4} (ii) or (a)(4) (iii}) of this section with respect to
Product X, If the manufacturing activities undertaken with respect to
Product X between the time the raw materials were purchased and the
time Product X was sold were undertaken by the remainder of FS (not
including Branch A} through the activities of its employees, the
remainder of F$ would have satisfied the manufacturing exception
contained in paragraph (a) {4){iiil) of this section with respect to
Product X. Therefore, paragraph {(a}{4){iv) of this section applies.
Because FS has successfully rebutted the presumption of paragraph
{b) {2y {11} (c} {2) of this section by proving tc the satisfaction of
the Commissicner that the remainder of FS makes a substantial
contribution to the manufacture (within the weaning of paragraph
(a} (4} {iv) of this section} of Product X, it gualifies for the
exception in paragraph (a) (4) {(iv}) of this section with respect to
Product X. Therefore income from the sale cof Product X, when treated
as sold by the remainder of FS on behalf of Branch A, is not
determined to be foreign base company sales income.

Example 2. Manufacturing branch, paragraph (b} (1) {ii){b) is not
satisfied. (i) Facts. Assume the same facts as in Example 1, except
that Branch A is located in CTountry B, a country that imposes a 3%
rate of tax on sales income.

{ii} Result. Pavagraph (b} {1){ii} (b} of this section is not
satisfied, because the effective rate cf tax imposed on the sales
income in Country M (0%) is not less than 90% of, and at least 5
percentage points less than, the effective rate of tax that would
apply to such income in the jurisdiction of Branch A (3%). Therefore,
Branch A is not treated as a separate corporation for purposes of
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determining foreign base company sales income, F8 qualifies for the
mamufacturing exception in paragraph (a){4) of this section because
F$ (including Branch A} satisfies paragraph {a} {4} {iii) of this
section with respect to income from the sales of Product X.

 k x k %

{e} Compariscn with ordinary treatment. With the exception of cases
in which a controlled foreign corporation seeks to rely on paragraph
{a} (¢) (iv} of this section and ig unsuccessful in rebutting the
presumption created by paragraph (b} (2} (ii}{c} (2} of this section,
income derived by a branch or similar establishment, or by the
remainder of the controlled foreign corporation, will not be
determined to be foreign base company sales income under paragraph
(b} of this section 1f the income would net be so considered if it
were derived by a separate controlled foreign corporation under like
circumstances.

* * ¥ k K
{4)***

Example 3. (i)} Facts. Corporation E, a controlled focreign corporation
incorporated under the laws of foreign Country X, is a wholly owned
subsidiary of Corporation D, also a controlled foreign corporation
incorporated under the laws of Country X. Corporation E maintaine
Branch B in foreign Country Y. Both corporations use the calendar
year as the taxable year. In 1964, Corporation E's sole activity,
carried on through Branch B, consists of the purchase of articles
manufactured in Country X by Corperaticn D, a relarted persen, and the
sale of the articlese through Branch B to unrelated persons. 100
percent of the articles sold through Branch B are sold for use
outside Country X and 90 psrcent are also sold for use ocutside of
Country Y. The income of Corporation B derived by Branch B from such
transactions is taxed to Corporation E by Country X cnly at the time
Corporation E distributes such income to Corporation D and is then
taxed on the basis of what the tax {a 40 percent effective rate)
would have been 1f the income had been derived in 1964 by Corporation
E from sources within Country X from doing business through a
permanent establishment therein. Country Y levies an income tax at an
effective rate of 50 percent on income derived from sources within
such Country, but the income of Branch B for 1984 is effectively
taxed by Country Y at a 5 percent rate since under the laws of such
country, only 10 percent of Branch B's income is derived from sources
within such country. Corporation E makes no distributions to
Corporation D in 1964,

(ii} Result. In determining foreign base company sales income of
Corporation E for 1964, Branch B is treated as a separate wholly
owned subsidiary corporation of Corporation E, the 5 percent rate of
tax being less than %0 percent of, and at least 5 percentage points
less than the 40 percent rate. Income derived by Branch B, treated as
a separate corporation, from the purchase from a related person
{Corporation D), of personal property manufactured cutside of Country
Y and soid for use, disposition, or consumption outside of Country Y
constitutes foreign base company sales income. If, instead,
Corporation U were unrelated to Corporation E, none of the income
would be foreign base company sales income because Corporation E
would be purchasing from and selling to unrelated persong and if
Branch B were treated as a separate corporation it would likewise be
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purchasing from and selling to unrelated persons. Alternatively, if
Corporation D were related to Corporation E, but Branch B
manufactured the articles prior to sale under the principles of
paragraph (a) (4} (iv) of this sectien in conjunction with the
manufacture of the articles (within the meaning cof paragraph
fal (4) {ii} or (a){4)(iii) of this section) by an unrelated contract
manufacturer, then the income would not be foreign base company sales
income because Branch B, treated as a separate corporation, would
gqualify for the manufacturing exception under paragraph (a) (4) (i) of
this section.

(a) Effective/applicability date. The second sentence of paragraph
faj (1} {1}, the second sentence of paragraph fa) (1) {iii} Example 1,
the first sentence of paragraph (a)(l)(iii} Example 2, the third
sentence of paragraph (a) (2}, paragraph {(a) {4) (i}, the first sentence
of paragraph (a){4)(ii}, the first sentence of paragraph (a) (4} {(iii),
paragraph {a) (4} (iv}, the last sentence of paragraph (a) (6}, the last
sentence of paragraph (b) (1} (ii) (a), paragrach (b} {1} {ii) (c)(2),
paragraph (b) {1} {ii} {c} (3), paragraph (b) (2} {i} (b}, the last sentence
of paragraph (b) (2){ii)(a), paragrapgh (b} (2) (ii) (b}, paragraph

(b} (2) {ii} (e} (2), paragraph (b} (2)(ii} (e}, and paragraph (b} (4}
Example 3 shall apply to taxable vears of controlled foreign
corporations beginning on or after the date these rules are published
as final regulations in the Federal Register, and for taxable Years
of United States shareholders in which or with which such taxable
yvears of the controlled foreign corporations end.

Linda ®. Stiff,

Deputy Commigsioner for Services and Enforcement.
54
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