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Gui dance Regardi ng Forei gn Base Conpany Sal es | ncone
ACENCY: I nternal Revenue Service (IRS), Treasury.

ACTI ON: Final and tenporary regul ati ons.

SUVMARY: Thi s docunent contains final and tenporary regul ati ons that
provi de gui dance relating to foreign base conpany sal es incone in
cases

I n which personal property sold by a controlled foreign corporation is
manuf act ur ed,

[[ Page 79335]]

produced, or constructed pursuant to a contract nmanufacturing
arrangenent or by one or nore branches of the controlled foreign
corporation. These regul ations nodify the foreign base conpany sal es

I ncone regul ations to address current business structures and
practices, particularly the growi ng i nportance of contract

manuf acturi ng and ot her manufacturing arrangenents. These regul ati ons,
in general, will affect controlled foreign corporations and their
United States sharehol ders. The text of the tenporary regul ations al so
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serves as the text of the proposed regulations set forth in the notice
of proposed rul emaking on this subject in the Proposed Rul es section

I n

this issue of the Federal Register.

DATES:. Effective Date. These regul ations are effective July 1, 20009.
Applicability Date. For dates of applicability, see Sec. 1.954-
3(c) and Sec. 1.954-3T(e). The final regulations shall apply to
taxabl e years of controlled foreign corporations beginning after June
30, 2009, and for taxable years of United States sharehol ders in which
or wth which such taxable years of the controlled foreign
corporations
end. The tenporary regul ations shall apply to taxable years of
controlled foreign corporations beginning after June 30, 2009, and for
taxabl e years of United States shareholders in which or with which
such
t axabl e years of the controlled foreign corporations end.

FOR FURTHER | NFORMATI ON CONTACT: Ethan Atticks, (202) 622-3840 (not a
toll-free nunber).

SUPPLEMENTARY | NFORVMATI ON:
Backgr ound

On February 28, 2008, the IRS and the Treasury Depart nent
publ i shed
In the Federal Register proposed regul ati ons (REG 124590-07, 2008-16
| RB 801, 73 FR 10716, as corrected at 73 FR 20201), which provided
proposed anendnents to Sec. 1.954-3, addressing the treatnent of
contract manufacturing arrangenents under the foreign base conpany
sales inconme (FBCSI) rules. Witten comments were received in response
to the notice of proposed rul emaki ng, and a public hearing on the
proposed regul ations was held on July 29, 2008.

Section 954(d) (1) defines FBCSI to nean incone derived by a
controlled foreign corporation (CFC) in connection with: (1) The
purchase of personal property froma related person and its sale to
any
person, (2) the sale of personal property to any person on behalf of a
rel ated person, (3) the purchase of personal property from any person
and its sale to a related person or (4) the purchase of personal
property fromany person on behalf of a related person, provided (in
all these cases) that the property is manufactured, produced, grown or
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extracted outside of the CFC s country of organization and is sold for
use, consunption or disposition outside of such country.

The existing regulations further define FBCSI and the applicable
exceptions from FBSClI, including the exceptions to the FBCSI rules for
personal property that is: (1) Manufactured, produced, constructed,
grown, or extracted within the CFC s country of organi zation (sane
country manufacture exception); (2) sold for use, consunption or
di sposition within the CFC s country of organi zation; and (3)
manuf act ured, produced, or constructed by the CFC (the manufacturing
exception). See Sec. 1.954-3(a)(2)-(4).

The existing regulations set forth certain tests to determ ne
whet her a CFC satisfies the manufacturing exception: The " substanti al
transformation test'' of Sec. 1.954-3(a)(4)(ii) and the " "substantive
test'' and safe harbor of Sec. 1.954-3(a)(4)(iii). For purposes of
this preanble, the requirenents of Sec. 1.954-3(a)(4)(ii) and 1.954-
3(a)(4)(iii) will be referred to collectively as the " physical
manufacturing test'' and the satisfaction of either test wll be
descri bed as " " physical nanufacturing.''

The proposed regul ations provide a third test for satisfying the
manuf act uri ng exception, which may apply when a CFC is involved in the
manuf act uri ng process but does not satisfy the physical manufacturing
test. In particular, the proposed regqulations provide that a CFC wi ||
satisfy the manufacturing exception if the facts and circunstances
evince that the CFC makes a substantial contribution through the
activities of its enployees to the manufacture, production, or
construction of personal property (substantial contribution test). The
proposed regul ations al so propose other nodifications to the existing
regul ations to address the treatnent of contract manufacturing
arrangenents under the FBCSI rules.

Witten comments were received in response to the notice of
proposed rul emaki ng, and a public hearing was held on July 29, 2008.
After consideration of all the coments, the proposed regul ati ons, as
revised by this Treasury decision, are adopted as final and tenporary
regul ati ons.

Summary of Comments and Expl anati on of Provisions

This Treasury decision contains final and tenporary regul ations
relating to FBCSI. The tenporary regul ations contained in this
Treasury
deci sion also serve as the text of proposed reqgqulations set forth in a
noti ce of proposed rul emaking on this subject in the Proposed Rul es
section in this issue of the Federal Register. The preanble to this
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Treasury decision will refer to the proposed regul ati ons published in
the Federal Register on February 28, 2008, as the proposed
regul ati ons.

The preanble will refer to the regul ations that are published

simul taneously as tenporary regulations in this Treasury deci sion and
as proposed regulations in this issue of the Federal Register as the
tenporary regul ati ons.

A. Substantial Contribution Test

The proposed regul ations provide that a CFC will satisfy the
substantial contribution test wwth respect to personal property only
i f
all the facts and circunstances evince that the CFC nakes a
subst anti al
contribution through the activities of its enployees to the
manuf act ur e
of the property. Prop. Reg. Sec. 1.954-3(a)(4)(iv)(b) includes a non-
exclusive list of activities (collectively, " “indicia of
manufacturing' ') to be considered in determ ning whether the CFC
satisfies the substantial contribution test with respect to the
manuf act ure, production, or construction of the personal property
(manuf acture of the personal property) under all the facts and
ci rcunst ances.
1. Ceneral Operation of Substantial Contribution Test

I n response to the proposed regul ati ons, conmentators requested
further el aboration of the general operation of the substanti al
contribution test. For exanple, commentators requested gui dance on the
anmount of activity perfornmed by a CFC s enpl oyees that would be
necessary to “satisfy'' each individual activity |isted anong the
I ndi cia of manufacturing. Several commentators requested
clarifications
t hat suggested they believed that a certain threshold of enpl oyee
activity was required before the activity would be considered in
determ ni ng whet her a CFC satisfied the substantial contribution test.
Comment at ors requested, for exanple, clarification as to whether the
““vendor selection'' activity is satisfied if the CFC provides a
contract manufacturer with an approved list of vendors but allows the
contract manufacturer to make the final determ nation regarding the
vendors to be used.

Comment at ors al so requested gui dance on how the indicia of
manuf act uri ng shoul d be weighed in relation to one anot her and whet her
performng a certain mnimumnunber of activities was required in
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or der
for

[[ Page 79336] ]

the substantial contribution test to be satisfied. Ohers asked that
the regul ati ons explain whether a CFC nust perform any particul ar
activity in all cases to satisfy the substantial contribution test
(for
exanpl e, whether a CFC nust al ways perform oversight and direction of
t he manufacturing process to satisfy the substantial contribution
test). Sonme commentators requested that the regul ations enphasi ze that
the inportance of each activity would vary by industry and by
t axpayer.
Comment ators al so requested that the regul ati ons nake clear that a CFC
need not performall of the indicia of manufacturing to establish a
substantial contribution, and that the weight given to activities
perfornmed by enpl oyees of the CFC will depend on the economc
significance of those activities to the business of the taxpayer with
respect to the product bei ng nmanufact ured.

Al t hough the proposed regul ations provide gui dance on nany of
t hese
I ssues, the IRS and the Treasury Departnent believe that additional
gui dance with respect to the application of the substanti al
contribution test is warranted in |ight of the comments received.
Consequently, Sec. 1.954-3(a)(4)(iv)(c) is added to the final
regul ations to provide further clarification on the application of the
substantial contribution test. First, Sec. 1.954-3(a)(4)(iv)(c)
clarifies that all CFC enpl oyee functions contributing to the
manuf act ure of the personal property wll be considered in the
aggregat e when determ ni ng whet her a substantial contribution is nmade
to the manufacture of the personal property through the activities of
a
CFC s enpl oyees. Second, Sec. 1.954-3(a)(4)(iv)(c) clarifies that
there is no single activity that wll be accorded nore wei ght than any
other activity in every case or that will be required to be perforned
in all cases. Third, it clarifies that there is no m ninmumthreshol d
with respect to functions perforned by enpl oyees of a CFC before their
functions with respect to a given activity may be taken into account
as
part of the substantial contribution test. Therefore, all functions
performed by a CFC s enpl oyees are considered (and given appropriate
wei ght) under the substantial contribution test, even if the CFC s
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enpl oyees performonly sonme of the functions in connection with any
one

activity (for exanple, sonme, but not all, of the vendor selection)
consi dered under that test. The wei ght given to any functions
per f or med

by enpl oyees of the CFC with respect to any activity will be based on
the econom c significance of those functions to the manufacture,
production, or construction of the rel evant personal property.
Correspondi ng anendnents and additi onal exanpl es have been added to

t he

final regulations to illustrate further the application of the
substantial contribution test. See Sec. 1.954-3(a)(4)(iv)(d).

O her commentators sought clarification as to the extent to which
purely contractual assunptions of risk are considered in a substanti al
contribution analysis. The IRS and the Treasury Departnent believe
t hat
no further clarification in the final regulations is necessary to
address this point. Both the proposed and final regul ati ons provide
that only activities of the CFC s enpl oyees are considered in the
substantial contribution analysis and, consequently, purely
contractua
assunptions of risk are not considered in the substantial contribution
anal ysi s.

In addition, comentators requested that the regulations clarify
that nore than one person can provide a substantial contribution to
t he
manuf act uri ng process with respect to a given product. In response to
this coomment, the IRS and the Treasury Departnent anended the

regulations to clarify that a CFC wll not be precluded from making a
substantial contribution to the manufacture of the personal property
by

the fact that other persons also make a substantial contribution to
t he
manuf act ure, production, or construction of that property. Further,
Sec. 1.954-3(a)(4)(iv)(d) Exanple 9 is added to the final regul ations
toillustrate that nore than one person can provide a substanti al
contribution to the manufacture of the sanme property.
2. Indicia of Manufacturing

The IRS and the Treasury Departnent received numerous conments
with
respect to the specific activities listed in the proposed regul ation
that are considered in determ ning whether a CFC nakes a substanti al
contribution through its enployees to the manufacture, production, or
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construction of personal property.
a. Oversight and Direction of Manufacturing

Commentators requested that the IRS and the Treasury Depart nent
clarify certain issues related to the " “oversight and direction of the
activities or process'' pursuant to which personal property is
manuf act ured, produced, or constructed. Sonme commentators asked that
the regul ations provide that oversight and direction of the activities
or process pursuant to which personal property is manufactured,
produced, or constructed be a prerequisite for satisfying the
substantial contribution test. Other commentators requested that the
| RS and the Treasury Departnent clarify that in certain industries a
substantial contribution can be made by a CFC without its enpl oyees
engagi ng in significant oversight and direction of the activities or
process pursuant to which personal property is manufactured, produced,
or constructed. Sonme commentators focused on the fact that in an
exanple in the proposed regul ations the CFC was not treated as naking
a
substantial contribution to the manufacture of personal property when
the CFC did not " “regularly exercise'' oversight and direction with
respect to the contract manufacturer. See Prop. Reg. Sec. 1.954-
3(a)(4)(iv)(c) Exanple 1.

The i nportance of oversight and direction of the activities or
process pursuant to which personal property is manufactured, produced,
or constructed wll vary based on the facts and circunstances
associ ated wth the specific manufacture, production, or construction
at issue. The IRS and the Treasury Departnent acknow edge t hat
oversight and direction of the activities or process pursuant to which
personal property is manufactured, produced, or constructed is |likely
to be an inportant elenment in many, but not all, substanti al
contri bution anal yses. Thus, to address taxpayer comments, the
exanpl es
in the final regulations are anended to neke clear that oversight and
direction is not a prerequisite for satisfying the substanti al
contribution test and that in certain industries a substanti al
contribution could be nade by a CFC without its enpl oyees engaging in
oversight and direction of the activities or process pursuant to which
personal property is manufactured, produced, or constructed. Finally,
the exanples in the final regulations do not use the potentially
confusing reference to ""regularly'' exercising oversight.

b. Material Selection, Vendor Selection, and Control of the Raw
Materials, Work-in-process, and Fi ni shed Goods

Some commentators asked if other activities listed anong the

I ndi cia of manufacturing al so represented neans of exercising control
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of the raw materials, work-in-process and finished goods. The I RS and
the Treasury Departnent acknow edge that sone of the activities in the
I ndi cia of manufacturing may overlap with other activities in that
list. The final regulations require a substantial contribution to the
manuf act ure of the personal property through the activities of the
CFC s enpl oyees and not

[[ Page 79337]]

satisfaction of any specific activity in the indicia of manufacturing.
Therefore, the IRS and the Treasury Departnent determ ned that it was
not necessary to clarify whether any particular function m ght
reasonably be included under nore than one heading in the indicia of
manuf act uri ng. However, to provide further clarity, the final
regul ati ons group nmaterial selection, vendor selection, and control of
the raw materials, work-in-process, and finished goods as a single
activity in the indicia of manufacturing.

Comment at ors asked whet her the control of the raw materials, work-
I n-process, and finished goods refers to the CFC having the
contractua
right to take possession of the personal property, to have title to
t he
property, or to have economc risk of loss with respect to the
property. These commentators requested clarification regardi ng whet her
tax ownership of raw materials, work-in-process and finished goods is
required to have control of the raw materials, work-in-process, and
finished goods. In connection with this question, comentators al so
asked whether a CFC can satisfy the substantial contribution test when
the contract manufacturing arrangenent is buy-sell or
"“turnkey'' (that
I's, when the contract manufacturer purchases the raw materials).

Both the proposed and final regulations provide that only
activities of the CFC s enpl oyees are considered in the substanti al
contribution analysis. Thus, nere contractual rights, legal title, tax
ownershi p, or assunption of economc risk are not considered in the
substantial contribution analysis. To provide greater clarity, the
final regulations revise Prop. Reg. Sec. 1.954-3(a)(4)(iv)(a),
del eting the phrase " purchased by a controlled foreign corporation''
in the first sentence of Prop. Reg. Sec. 1.954-3(a)(4)(iv)(a) to
elimnate any inference that a CFC needs to own the raw naterials that
are used in the manufacturing process. In addition, exanples in the
final regulations clarify that buy-sell or turnkey contract
manuf act uri ng arrangenents may satisfy the substantial contribution
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test. See Sec. 1.954-3(a)(4)(iv)(d) Exanples 3 and 9.
c. Managenent of Manufacturing Profits and Managenent of Ri sk of Loss
Comment ators requested clarification regarding which functions
woul d qualify as ~ managenent of the manufacturing profits'' or
““managenent of the risk of loss.'' Some comrentators expressed
concerns regarding the term ~nmanagenent of the nanufacturing
profits.'' Other commentators suggested that it would add clarity if
" “managenent of the risk of loss'' were deleted fromProp. Reg. Sec.
1.954-3(a)(4)(iv)(b)(1) and included with " nanagenent of
manuf act uri ng

profits'' in a single itemin the indicia of manufacturing. Sone
coment at ors expressed concern that the term  "~managenent of the risk
of loss'' inplicitly excluded all other risk managenent functions. One

coment at or expressed the view that the indicia of manufacturing
shoul d
I ncl ude reference to managenent of enterprise risk, other than risks
pertaining exclusively to sales and nmarketing functions. Sone
coment at ors suggest ed that managenent of the manufacturing profits
m ght refer to such activities as the managenent of risks related to
the raw materials and the utilization of plant capacity, but others
thought it m ght enconpass the finance function of a conpany.

The I RS and the Treasury Departnent agree that further
clarification is needed as to the functions that are intended to be
i ncl uded within what was | abel ed "~ managenent of the nanufacturing
profits'' and " managenment of the risk of loss'' in the proposed
regul ations. The IRS and the Treasury Departnent intend that the
substantial contribution test recognize contributions made by a CFC s
enpl oyees to the manufacturing process through functions which help to
ensure that a plant is run in an economcally efficient manner, such
as
optim zation of plant capacity and reduction of waste (for exanple,
waste of raw materials). On the other hand, not all corporate
manageri al decisions are intended to be considered in the substanti al
contribution test, because many such decisions are not directly
rel at ed
to the manufacture of the personal property with respect to which the
substantial contribution analysis is being perforned. For exanple, the
| RS and the Treasury Departnent do not intend that corporate finance
deci sions be considered in the substantial contribution test.
Simlarly, the IRS and the Treasury Departnent do not intend that the
general managenent of enterprise risk be considered in the substanti al
contribution test.

The IRS and the Treasury Departnent concluded that the term
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" “managenent of the manufacturing costs or capacities'' nore
accurately
reflects the type of functions originally contenplated by " managenent
of the manufacturing profits'' in the proposed regulations and is al so
related to the types of functions contenplated by the " managenent of
the risk of loss.'' Accordingly, the activity | abeled " managenent of
the manufacturing profits'' in the proposed regulations is replaced in
the final regulations with an activity entitled "~ managenent of
manuf acturing costs or capacities.'' Further, the final regul ations
I nclude a parenthetical list of functions (that is, managing the risk
of loss, cost reduction or efficiency initiatives associated with the
manuf act uri ng process, demand pl anni ng, production scheduling, or
hedgi ng raw material costs) to el aborate on the neaning of the
activity.
d. Control of Logistics

Comment at ors asked for clarification regarding the scope of
| ogi stical functions that will contribute towards a substanti al
contribution by a CFC. This activity is intended to include, for
exanple, arranging for delivery of raw materials to a contract
manuf acturer, but to exclude, for exanple, delivery of finished goods
to a custoner. The final regulations provide further clarity on this
I ssue by revising the activity to read "~ control of manufacturing
related | ogistics."'
e. Direction of the Devel opnent, Protection, and Use of Trade Secrets,
Technol ogy, Product Design, and Design Specifications, and O her
Intell ectual Property Used in Manufacturing the Product

Commentators noted that the " “and'' in the description of this
activity in the proposed regulations could be read to nean that
directing the " “devel opnment, protection, and use'' of intellectual
property are all required for this activity to be considered in the
substantial contribution analysis. Commentators requested that these
activities be stated in the disjunctive. The IRS and the Treasury
Depart ment adopted this conment, replacing "and'' with ~“or'' in the
final regulations. This clarification is consistent with providing
t hat
all functions perforned by a CFC s enpl oyees are consi dered (and given
appropriate wei ght) under the substantial contribution test. Thus, the
CFC s enpl oyees' activities are considered regardl ess of whether the
CFC s enpl oyees performall or only sone of the functions listed in
any
enunerated itemin the indicia of manufacturing.

The term “protection'' is also deleted fromthe final
regul ati ons.
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The IRS and the Treasury Departnent were concerned that absent this
clarification the final regulations could be read to provide that

| egal

work performed by a CFC s in-house | egal staff was consi dered under

t he

substantial contribution test, including in cases where, for exanple,
litigation success could be heavily correlated to

[[ Page 79338]]

profitability or business failure with respect to a product. Further,
the IRS and the Treasury Departnent nodified the description of the
activity in the final regulations to clarify that devel oping, or
directing the use or devel opnent of, trade secrets, technol ogy, or
other intellectual property, are considered under the substanti al
contribution test, but only when activities of this nature are
undertaken for the purpose of the manufacture of the personal property.

Comment at ors asked whether the intellectual property referred to
in
Prop. Reg. Sec. 1.954-3(a)(4)(iv)(b)(9) included marketing
I ntangi bl es. The activity as described in both the proposed and fi nal
regul ations is with respect to intellectual property used in the
manuf act ure of the personal property. Thus, devel oping, or directing
the use or devel opnent of, marketing intangibles is not intended to be
considered in the substantial contribution test.
3. Anti-abuse Rul e and Safe Harbor

The IRS and the Treasury Departnent requested comments on whet her
the substantial contribution test should include an anti-abuse rule
and
safe harbor. In particular, comments were requested as to whether it
woul d be appropriate to add an anti-abuse rule to prevent a CFC from
satisfying the substantial contribution test in cases in which a
significant portion of the direct or indirect contributions to the
manuf act ure of personal property provided collectively by the CFC and
any related U S. persons are provided by one or nore related U. S.
persons. Commentators reconmended that in determ ning whether a CFC
makes a substantial contribution it should not be rel evant whet her
ot her persons (whether U S. or foreign, related or unrel ated)
contribute to the manufacturing process. The IRS and the Treasury
Departnent agree with commentators that the substantial contribution
test should focus on whether the activities of the CFC itself are
substantial w thout conparing those activities to those of other
persons. Thus, the final requlations do not adopt such a rule.
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Exanpl es

in the final regulations also illustrate that the contri butions of

ot her persons to the manufacture of a product are not relevant to the
anal ysis of whether a CFC nakes a substantial contribution to the
manuf act uri ng process. See Sec. 1.954-3(a)(4)(iv)(d) Exanples 6, 7,
and 9.

The IRS and the Treasury Departnent al so requested conments as to
whet her one or nore safe harbors should be added to the substanti al
contribution test of the proposed regul ati ons. Sone commentators
suggested that a CFC that contributes at | east twenty percent of the
costs of manufacturing personal property should be deened to have
substantially contributed to its manufacture. OQther commentators
suggested that a safe harbor was only appropriate if it were made
cl ear
that such a safe harbor would not function as a m ni num standard and
woul d be fl exible enough to accommodate nultiple industries. Many
ot her
comentators recommended that the IRS and the Treasury Departnent not
adopt a safe harbor. The IRS and the Treasury Departnent concl uded
t hat
no safe harbor could fairly apply across the range of industries
potentially subject to Sec. 1.954-3, and therefore no safe harbor is
provided in the final regul ations.

4. Definition of Enployee

The IRS and the Treasury Departnent requested comments as to
whet her the requirenent in the proposed regul ations that the
activities
of the CFC be perfornmed by its enpl oyees should take into account
commer ci al arrangenents where individuals perform ng services for the
CFC while not on its payroll are nevertheless controll ed by enpl oyees
of the CFC. Commentators requested that the regul ati ons expand the
definition of the term "enployee'' to include various comercial or
econom ¢ arrangenents where individuals who performservices for a CFC
under the CFC s direction and control are not necessarily the CFC s
enpl oyees under |ocal law. In particular, commentators suggested that
the term  "enployee'' could be defined for purposes of the substanti al
contribution test using section 3121(d)(2). Oher conmmentators asked
that the term "enpl oyee'' be defined nore broadly to include anyone
in
an agency relationship with a CFC

The IRS and the Treasury Departnent agree that clarification of
t he
term “enployee'' will pronote nore effective application of these
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regul ations. The IRS and the Treasury Departnent al so agree that
activities perfornmed by certain non-payroll workers shoul d be
considered in determ ning whether the CFC provides a substanti al
contribution through " "its enployees.'' However, the IRS and the
Treasury Departnent concluded that it would be inappropriate to
br oaden
the definition of enployee to include anyone in an agency relationship
with a CFC, because it could create unintended branch rule issues for
taxpayers (for exanple, as a result of enployees of a contract
manuf act urer being treated as enpl oyees of the CFC under such a
definition). Thus, the final reqgulations provide that the term
enpl oyee
nmeans any i ndividual who, under Sec. 31.3121(d)-1(c), has the status
of an enployee for U S. Federal tax purposes. This definition of the
term " enployee'' may enconpass certain seconded workers, part-tine
wor kers, workers on the payroll of a related enpl oynent conpany whose
activities are directed and controlled by CFC enpl oyees, and
contractors, so long as those individuals are deened to be enpl oyees
of
the CFC under Sec. 31.3121(d)-1(c). Consistent with comrentators’
request, this definition of the termenployee may result in an
I ndi vidual being treated as an enployee of two or nore entities
si mul t aneousl y.
5. Product G ouping

Comment at ors requested that the determ nation of whether a CFC
provi des a substantial contribution to the manufacture of the personal
property be nmade on the basis of a group or line of related products
rather than on a product-by-product basis. The IRS and the Treasury
Departnment believe that the substantial contribution test nust be net
wth respect to each product. Wether manufactured goods are separate
products or a single product for this purpose is determ ned by
reference to the distinctions or |ack thereof nmade by the CFCin its
busi ness operations and in its books and records, rather than by
reference to a third party's definition of a product or an industry
product classification system such as the Standard I ndustri al
Cl assification Code. The IRS and the Treasury Departnent recognize
t hat
sone activities taken into account under the substantial contribution
test are not perfornmed wth respect to each individual unit of a
particul ar product manufactured under a contract manufacturing
arrangenent. Section 1.954-3(a)(4)(iv)(d) Exanple 11 has been added to
the final regulations to address these coments.
6. Treatnent of Partnerships
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Comment at ors requested that the regul ations adopt principles to
determi ne when the enpl oyees of a partnership should be treated as
enpl oyees of the CFC for purposes of determ ni ng whether the CFC s
relative economc interest in the partnership should be relevant in
determi ni ng whet her the CFC satisfies the substantial contribution
test. The IRS and the Treasury Departnent concluded that this issue
was
beyond the scope of this regulatory project. However, the IRS and the
Treasury Departnent continue to study this issue and wel cone comments.

[[ Page 79339]]

7. Rebuttable Presunption

The proposed regul ations provide a rebuttable presunption that the
CFC does not satisfy the substantial contribution test when the
activities of a branch of the CFC satisfy the physical nmanufacturing
test. The presunption can only be rebutted if the taxpayer can prove
to
the satisfaction of the Comm ssioner that the CFC satisfied the
substantial contribution test. Commentators suggested that
satisfaction
of the physical manufacturing test and satisfaction of the substanti al
contribution test should be treated equally under the regul ati ons.
Comment ators al so expressed the view that the standard required to
rebut the presunption was either too subjective, inposed an inproperly
hi gh standard, or both. They recommended that if a rebuttable
presunption was retained, the standard required to rebut the
presunption should be clear and convi nci ng evi dence.

In response to the coments received, the IRS and the Treasury
Departnent reconsidered the ability to examne a CFC s claimthat it
substantially contributes to the manufacture of the personal property
when the activities of its branch satisfy the physical manufacturing
test. Upon further study, the IRS and the Treasury Depart nent
concl uded
that the substantial contribution test can be adm nistered w thout the
benefit of a rebuttable presunption that a CFC does not satisfy the
substantial contribution test when the activities of a branch of the
CFC satisfy the physical manufacturing test. Thus, these final and
tenporary regul ati ons do not contain a rebuttable presunption. The IRS
and the Treasury Departnent took into account the request for parity
of
treatnent with respect to satisfaction of the physical manufacturing
test and the substantial contribution test in reaching this
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concl usi on,
as well as wth respect to other aspects of the tenporary regul ations,
as discussed further in Parts C and D of this preanble.
8. Docunentation

Sonme comment ators requested gui dance on how t axpayers should
docunent their activities for application of the substanti al
contribution test. Because the necessary docunentation will vary by
I ndustry and by taxpayer, the IRS and the Treasury Departnent believe
that creating general rules of docunentation would prove inpracticable
and woul d not allow for enough flexibility in application of the
substantial contribution test. Accordingly, the final regulations do
not i nclude docunentation rules.
9. Automated Manufacturing

Several coments were received concerning Prop. Reg. Sec. 1.954-
3(a)(4)(iv)(c) Exanple 4. In Exanple 4, a CFC owns software and
net wor k
systens that renotely and automatically (w thout human invol venent)
order raw materials for use by the contract manufacturer, take
cust oner
orders and route themto the contract manufacturer, and perform
quality
control. Although the CFC has a small nunber of conputer technicians
nonitoring the software and network systens, the software and network
systens were devel oped by enpl oyees of DP, the CFC s donestic parent
corporation. Those DP enpl oyees supervise the CFC s conputer
techni cians, evaluate the results of the automated manufacturing
busi ness, make ongoi ng operational decisions related to the
per f or mance
of the manufacturing process, redesign and update the products and the
manuf act uri ng process, and develop all of the upgrades and patches for
the software and network systens owned by the CFC. The exanpl e
concl udes that the CFC does not provide a substantial contribution to
t he manufacture of Product X

Comment at ors expressed concern that Prop. Reg. Sec. 1.954-
3(a)(4)(iv)(c) Exanple 4 did not recognize the inportance of automated
manuf act uring i n nodern business practices. These comment at ors not ed
t hat manufacturing processes are increasingly autonmated and expl ai ned
that in sone high technol ogy industries, automated manufacturing
processes are the only way to nmanufacture and test the quality of
certain products. In such industries, commentators noted that human
I nvol venent in various parts of the manufacturing process could be
count er productive. Sonme commentators were concerned that Prop. Reg.
Sec. 1.954-3(a)(4)(iv)(c) Exanple 4 penalized such autonated
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manuf act uri ng processes under the substantial contribution test.

The IRS and the Treasury Departnent agree that a CFC nay provide a
substantial contribution to a |argely autonmated manufacturing process
through its enployees. Section 1.954-3(a)(4)(iv)(d) Exanple 5 contains
the sane facts as Prop. Reg. Sec. 1.954-3(a)(4)(iv)(c) Exanple 4.
Under those particular facts, substantial operational responsibilities
and deci si on maki ng by humans are required for the manufacturing
process; however, they are not perforned by the CFC. To provide
addi ti onal guidance, the final regul ations include an additi onal
exanple, Sec. 1.954-3(a)(4)(iv)(d) Exanple 6, which illustrates that
a
CFC whose enpl oyees perform nost of the functions that DP' s enpl oyees
performin Sec. 1.954-3(a)(4)(iv)(d) Exanple 5 nakes a substanti al
contribution to the manufacturing process. This result applies even
t hough DP's enpl oyees al so contribute to the manufacturing process.
Section 1.954-3(a)(4)(iv)(d) Exanple 7 further illustrates that the
CFC
can nmake a substantial contribution through the activities of its
enpl oyees regardl ess of whether the software and network systens were
purchased by the CFC. These exanples illustrate that the eval uation of
whet her a CFC nakes a substantial contribution through its enpl oyees
S
det ermi ned based on whet her industry-sufficient substanti al
contribution activities are conducted by enpl oyees of the CFC

B. The " "Its'' Argunent

The proposed regul ations clarify that for purposes of determ ning
FBCSI a CFC qualifies for the manufacturing exception only if the CFC,
acting through its enpl oyees, manufactured, produced, or constructed
the rel evant personal property within the neani ng of Sec. 1.954-
3(a)(4)(i). In response to the proposed reqgul ati ons, sone conmentators
mai nt ai ned that a CFC need not satisfy the physical manufacturing test
or the substantial contribution test to exclude a sale from FBCSI as
| ong as the personal property sold is not the sane as the property
originally purchased by the CFC

The IRS and the Treasury Departnent believe, as described in the
preanble to the proposed regqul ations, that this position, comonly
referred to as the " "its'' argunent, is contrary to existing |law, and
represents an incorrect reading of section 954(d)(1). The fi nal
regul ati ons accordingly maintain the rules provided in the proposed
regul ati ons regardi ng when personal property sold by a CFC wll be
considered to be other than the property purchased by the CFC
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C. Sane Country Manufacture Exception

Comment at ors requested that the regulations incorporate the
substantial contribution test in the sane country manufacture
exception. The IRS and the Treasury Departnent generally agree wth
commentators that if the substantial contribution test is sufficient
to
constitute the manufacture of the personal property where a CFC
substantially contributes to the manufacture, production, or
construction of that property, then it

[[ Page 79340]]

shoul d be equally sufficient if those activities are perforned by a
rel ated person (as defined in section 954(d)(3)) in the CFC s country
of organi zation. However, the IRS and the Treasury Depart nent

concl uded

that the sanme country manufacture exception would be difficult to
adm ni ster and enforce in the case of a substantial contribution
performed by an unrelated third party. Conmmentators suggested that

t hese concerns could be aneliorated if taxpayers were required to
mai nt ai n docunentation wth respect to a third party's substanti al
contribution. The IRS and the Treasury Departnent do not believe a
docunent ati on requirenment adequately addresses these concerns because
the RS may be unable to audit the third party to verify if those
substantial contribution activities in fact took place. Therefore, the
final regulations provide that the sanme country manufacture exception
Is available to taxpayers in cases when a rel ated person provides a
substantial contribution to the manufacture of the personal property
in

the CFC s country of organi zation. The final regulations also retain
the rule provided in the proposed regul ati ons nodifying the
application

of the principles of Sec. 1.954-3(a)(4)(ii) and (a)(4)(iii) to

refl ect

that the personal property manufactured, produced, or constructed in
the country of organization of the selling corporation under the
principles of Sec. 1.954-3(a)(4)(ii) and (a)(4)(iii) wll qualify for
the sane country exception regardl ess of whose enpl oyees engage in
gual i fying manufacturing activities in that country.

D. Branch Rul e
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In addition to the anmendnents to Sec. 1.954-3(a), the proposed
regul ati ons al so proposed anendnents to the rules of Sec. 1.954-3(b)
dealing with the application of the FBCSI rules to CFCs with branches
or simlar establishnents (the branch rule), particularly the rules
dealing with manufacturing branches. For the remai nder of this
preanble, the word "~ "branch'' wll be used to refer to a "~ "branch or
simlar establishnment."'’

1. Branch Definition

Some commentators requested that the regul ati ons define the term
““branch'' for purposes of the branch rule. These commentators
suggested various definitions for the IRS and the Treasury Depart nent
to consider. Comrentators suggested, for instance, that a branch be
defined as a permanent establishnent, as a business activity in a
jurisdiction outside a CFC s country of organi zation that has separate
books and records, or as a trade or business outside a CFC s country
of
organi zation. Commentators pointed to precedents in the section 367
and
987 reqgul ations. Alternatively, sone comentators requested that the
regul ati ons nmake clear that a de mnims anount of activity outside of
a CFC s country of organization (for exanple, traveling enpl oyees)
does
not constitute a branch. O her commentators warned that requiring too
high a |l evel of activity outside of a CFC s country of organization
before a CFC was treated as having a ~"branch'' would make it possible
for a CFC organized in a lower-tax jurisdiction to contribute
substantially to manufacturing activities in a higher-tax jurisdiction
wi t hout causing the CFC to operate through a branch. Still other
coment at ors suggested that courts have concluded that the IRS and the
Treasury Departnment |ack the regulatory authority to determ ne what
constitutes a branch, and they may only address the consequences
flowm ng fromthe existence of a branch.

The IRS and the Treasury Departnent determ ned that defining a
branch was beyond the scope of this regulatory project. However, the
tenporary regulations retain an exanple simlar to Prop. Reg. Sec.
1.954-3(b) (1) (ii)(c)(3)(f) Exanple 3, which illustrates that enpl oyees
of a CFC that travel to a contract manufacturer's | ocation outside the
CFC s country of organi zati on do not necessarily give rise to a branch
in that |ocation. See Sec. 1.954-3T(b)(1)(ii)(c)(3)(v) Exanple 6. See
also Part D.3.b of this preanble.

2. Determ nation of Hypothetical Effective Tax Rate
Comment ators requested that the regulations clarify that the tax
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rate disparity tests contained in Sec. Sec. 1.954-3(b)(1)(i)(b) and
(b)(1)(ii)(b) take into account incentive tax rates and other simlar
foreign tax relief available to a CFC in cal cul ati ng the hypot heti cal
effective tax rate of tax.

The IRS and the Treasury Departnent recogni ze that the tax rate
di sparity tests should take into account the actual tax rate paid with
respect to the sales incone by the selling branch or renai nder and the
hypot heti cal effective tax rate that would be paid by the
manuf act uri ng
branch (or remai nder) on that sales incone under the |laws of the
country in which the manufacturing branch is |located (or, in the case
of a remai nder, the country of organization of the CFC) if it were
derived fromsources within that country. Thus, the IRS and the
Treasury Departnent agree that unifornmy available tax incentives are
to be considered in determ ning the hypothetical effective tax rate to
be used in applying the tax rate disparity tests. In contrast, if a
sales affiliate in the country of manufacturing can theoretically
receive certain tax relief by taking certain actions, for exanple, by
applying for special treatnent pursuant to a ruling process, but the
t axpayer has not affirmatively obtained such tax relief for the
manuf act uri ng branch (or remainder), then the hypothetical effective
tax rate that would be paid by the manufacturing branch (or renmainder)
were it to derive the sales incone should be the effective tax rate
that would be applicable in that jurisdiction wthout such tax relief.
The IRS and the Treasury Departnent believe that no change to the text
of the existing regulations is necessary to address these points.
However, Sec. 1.954-3T(b)(4) Exanple (8) is included in the tenporary
regul ations to illustrate that uniformy applicable incentive tax
rates
are taken into account in determ ning the hypothetical effective tax
rate.

The IRS and the Treasury Departnent concluded that other questions
and requests in this area, including further clarification of the
nmet hodol ogy for cal cul ati on of hypothetical tax rates, and for changes
to the assunptions used in applying the tax rate disparity tests and
determ ni ng the hypothetical effective tax rate, are beyond the scope
of this regulatory project. However, the IRS and the Treasury
Departnent continue to study these questions and wel cone comments.
3. Multiple Manufacturing Branch Rul es
a. Determ nation of the Location of Manufacturing

Under Prop. Reg. Sec. 1.954-3(b)(1)(ii)(c)(3), the relevant tax
rate disparity test is applied by giving satisfaction of the physical
manuf acturi ng test precedence over satisfaction of the substanti al
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contribution test when nultiple branches, or one or nore branches and
the remai nder of the CFC, perform manufacturing activities with
respect

to the sanme item of personal property. If nore than one branch (or one
or nore branches and the remai nder of the CFC) each independently
satisfies the physical manufacturing test, then the branch or the
remai nder of the CFC | ocated or organized in the jurisdiction that
woul d i npose the | owest effective rate of tax is treated as the

| ocation of manufacturing, producing, or constructing of the personal
property for purposes of applying the tax rate disparity test (lowest-
of-all-rates rule). If only one branch (or only the remai nder of a
CFO)

I ndependently satisfies the physical manufacturing test, then that

[[ Page 79341]]

branch (or remainder) is treated as the | ocation of manufacturing,
produci ng, or constructing of the personal property (location of
manuf act uring) for purposes of the tax rate disparity test.

| f none of the branches or the remai nder of the CFC i ndependently
satisfies the physical manufacturing test, but the CFC as a whol e
satisfies the substantial contribution test, then the |ocation of
manuf act uri ng under the proposed regulations is the |ocation of the
branch or the remai nder of the CFC that provides the predom nant
anmount
of the CFC s substantial contribution to the manufacture of the
personal property (predom nant place rule). If a predom nant anount of
the CFC s contribution to the manufacture of the personal property is
not provided by any one |location, then the | ocation of manufacturing
for purposes of applying the manufacturing branch tax rate disparity
test under the proposed regulations is that place (either the
remai nder
of the CFC or one of its branches) where manufacturing activity wth
respect to that property is perfornmed and which would i npose the
hi ghest effective rate of tax (highest-of-all-rates rule) when
appl yi ng
either Sec. 1.954-3(b)(1)(i)(b) or (b)(1)(ii)(b).

The IRS and the Treasury Departnent received nmultiple comments
conparing and contrasting the highest- and | owest-of-all-rates rules.
For exanpl e, comentators asked why the |owest-of-all-rates rule
shoul d
apply when nore than one branch (or one or nore branches and the
remai nder of the CFC) independently satisfy the physical manufacturing
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test, whereas the highest-of-all-rates rule should apply when none of
the branches or the remai nder of the CFC i ndependently satisfies the
physi cal manufacturing test but the CFC as a whole satisfies the
substantial contribution test. Commentators suggested that
satisfaction

of the physical manufacturing test and the substantial contribution
test should be treated equally under the regqulations, and therefore
suggested having the sane rule in both circunstances. These

coment ators proposed a |lowest-of-all-rates rule or the use of a

wei ghted average of the tax rate of each branch or remainder of the
CFC

I n both instances.

The IRS and the Treasury Departnent generally agreed with these
comments. The IRS and the Treasury Departnent adopted taxpayers'
coment that the sane rule should apply consistently when a branch (or
remai nder) independently satisfies Sec. 1.954-3(a)(4)(i), regardl ess
of whether it satisfies the physical nmanufacturing test or the
substantial contribution test. Therefore the rules set forth in the
proposed regul ations are nodified in the tenporary regulations to
provide that the lowest-of-all-rates rule will apply whenever a branch
(or remai nder) independently satisfies Sec. 1.954-3(a)(4)(ii), (iii),
or (iv). However, providing parity of treatnent for satisfaction of
t he
physi cal manufacturing test and the substantial contribution test in
respect of the lowest-of-all-rates rule is not sufficient to determne
the location of manufacturing in cases where a CFC satisfies the
substantial contribution test, yet no branch (or renai nder)

I ndependently satisfies Sec. 1.954-3(a)(4)(iv).

Comment at ors questi oned how to treat branches maki ng contri butions
to the manufacture of the personal property through the activities of
enpl oyees when no branch independently satisfies Sec. 1.954-
3(a)(4)(iv). Some conmmentators expressed concern that it would be
difficult to conpare the relative contributions of various |ocations
to
determ ne which branch or remai nder of the CFC nade a predom nant
contri bution under the predom nant place rule. O her commentators
request ed greater guidance regardi ng the neani ng of predom nant
contri bution. Many comrent ators suggested that the hi ghest-of-all-
rates
rule in the proposed regulations could lead to arbitrary results when
no predom nant contributor could be identified.

The IRS and the Treasury Departnent generally agreed with these
coments. Consequently, the tenporary regul ations revise the rules for

http://edocket.access.gpo.gov/2008/E8-30727.htm (21 of 67)12/30/2008 9:46:14 AM



FR Doc E8-30727

determ ning the | ocation of manufacture of the personal property when
nore than one branch (or one or nore branches and the renai nder)
contributes to the manufacture of the personal property but no branch
(or remai nder) independently satisfies the physical manufacturing test
or the substantial contribution test. The revised rules are based on
the principle that the branch rule should apply in situations where
purchase or sale activities with respect to the personal property are
separated from manufacturing activities conducted by the CFC such that
a denonstrably greater anobunt of manufacturing activity with respect
to

that property occurs in jurisdictions wwth tax rate disparity relative
to the sales or purchase branch (or, in the case of a purchasing or
selling remai nder, the denonstrably greater anmount of manufacturing
activity with respect to the personal property occurs in jurisdictions
wth tax rate disparity relative to the purchasing or selling

remai nder) .

Under the tenporary regulations, if a denonstrably greater anount
of manufacturing activity with respect to the personal property occurs
in jurisdictions without tax rate disparity relative to the sales or
purchase branch, the | ocation of the sales or purchase branch wll be
deened to be the location of manufacture of the personal property. In
that case, the purchase or sales activities with respect to the
property purchased or sold by or through the sales or purchase branch
of the CFC wll not, for purposes of determ ning FBCSI in connection
with the sale of that property, be deened to have substantially the
sane tax effect as if a branch were a wholly owned subsi di ary
corporation of the CFC. Ot herw se, the location of manufacture of the
personal property will be deened to be the location of a manufacturing
branch (or remainder) that has tax rate disparity relative to the
sal es
or purchase branch. In that case, the purchase or sales activities
with
respect to the property purchased or sold by or through the sales or

purchase branch of the CFC will be deened to have substantially the
sane tax effect as if a branch were a wholly owned subsi di ary
corporation of the CFC, and that branch will be treated as a separate

corporation for purposes of applying the regul ati ons.

The tenporary regul ations apply anal ogous rules in the case of
purchase or sales activity being conducted through the jurisdiction
under the laws of which the CFC is organized. In such cases, however,

t he anal ysis focuses on whether the denonstrably greater anount of
manuf acturing activity with respect to the personal property occurs in
jurisdictions that do or do not have tax rate disparity relative to
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t he
jurisdiction under the |aws of which the CFC is organized. The
tenporary regul ati ons incorporate exanples under Sec. 1.954-
3T(b) (1) (ii)(c)(3)(v) to illustrate the application of these rules.
b. Location of Activities

The proposed regul ations provide that for purposes of the nmultiple
manuf act uri ng branch rules the location of any activity with respect
to
t he manufacture of the personal property is where the CFC s enpl oyees
engage in such activity. Commentators suggested that in sone cases the
proposed regulations left it unclear, for purposes of determ ning the
| ocation of manufacturing, which jurisdiction was accorded credit for
activities performed by an enpl oyee who is traveling tenporarily to a
foreign jurisdiction. Sonme commentators suggested that the |ocation of
activity rule should be renoved or that the regul ati ons should

[[ Page 79342]]

clarify that, for instance, the activities of enployees of a CFC based
in the jurisdiction under the | aws of which the CFC is organi zed, even
while traveling outside the CFC s country of organi zati on, woul d
generally be credited toward establishing that the jurisdiction under
the laws of which the CFC is organi zed provided a predom nant anount
of

a CFC s substantial contribution. The IRS and the Treasury Depart nent
believe the text of Sec. 1.954-3T(b)(1)(ii)(c)(3)(iv) makes cl ear

t hat

when an enpl oyee travels to performactivities, those activities are
credited to the location in which the activities are conducted if
there

Is a branch or remainder of the CFC in that jurisdiction. Section
1.954-3T(b)(1)(ii)(c)(3)(v) provides exanples to further clarify this
result.

O her comment ators asked which | ocation was accorded credit, if
any, for activities perforned by traveling enployees of the CFC while
| ocated in a country in which there is no branch or renai nder of the
CFC. The tenporary regul ati ons provide that the | ocati on of any
manuf acturing activity is where the enpl oyees of the CFC performthat
activity. Thus, the activities of enployees while traveling to a
country where the CFC does not maintain a branch or renmai nder are not
credited to the branch or remai nder where the traveling enpl oyees are
regul arly enpl oyed for purposes of determning the | ocation of
manuf act ure of the personal property under the branch rule. Such
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activities, however, can be taken into account for purposes of
satisfying the manufacturing exception and the substanti al
contribution
test. See Sec. 1.954-3T(b)(1)(ii)(c)(3)(v) Exanple 6.
c. Carifying Application of the Rule for Determ ning the Renai nder of
the CFC When Activities Are Perfornmed in Miultiple Locations

Prop Reg. Sec. 1.954-3(b)(2)(i1i)(a) provides that when treating
the location of sales or purchase incone as a separate corporation for
pur poses of determ ning whether FBCSI is realized, that separate
corporation wll exclude any branch or the renmai nder of the CFC that
woul d be treated as a separate corporation, if the hypothetical tax
rate inposed by the jurisdiction of each such branch or the renai nder
of the CFC were separately tested against the effective rate of tax
I nposed on the sales or purchase incone under the relevant tax rate
disparity test. Commentators suggested that the application of this
rule for determning the remai nder of the CFC when activities are
preformed in nultiple |locations is unclear. To clarify, the |anguage
fromthe proposed regulations is revised in the tenporary regul ati ons
to describe what is included in the remai nder, rather than what is
excluded fromthe remai nder, for purposes of determ ning whether there
Is FBCSI, after it is determned that a manufacturing branch should
receive treatnent as a separate corporation for purposes of applying
the regulations. See Sec. 1.954-3T(b)(2)(ii)(a).

As with the rule provided in the proposed regulations, this rule
IS
I ntended to provide that the activities of all branch | ocations (or,
in
the case of a remainder, the activities in the jurisdiction under the
| aws of which the CFC is organi zed) that do not have tax rate
di sparity
relative to the sales or purchase branch location (or, in the case of
a
purchasing or selling remainder, the jurisdiction under the | aws of
which the CFC is organi zed) may be taken into account together with
t he
activities of the sales or purchase branch (or, in the case of a
purchasing or selling remainder, activities of the remai nder of the
CFC
in the jurisdiction under the |aws of which the CFC is organi zed) for
pur poses of applying the separate corporation analysis required under
the regul ati ons and determ ni ng whether the sales incone of the sales
or purchase branch (or remainder) is FBCSI. Such determ nation w |
depend on whether the substantial contribution test is satisfied by
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t he
conbi ned activities of the sales or purchase branch (or renai nder) and
the other | ocations aggregated with the sales or purchase branch (or
remai nder) .
4. Coordination of Sales and Manufacturing Branch Rul es

Comment at ors request ed gui dance on how the sal es or purchase
branch
rules interact wwth the manufacturing branch rules. The current
manuf acturi ng branch rules contenplate the exi stence of a sales or
purchase branch and a manufacturing branch. The rules provide that in
such an instance the sales or purchase branch is treated as the
remai nder of the CFC for purposes of applying the tax rate disparity
test. However, the sales or purchase branch rules of Sec. 1.954-
3(b)(1) (i) of the existing regulations do not indicate that those
rul es
do not apply in cases where the manufacturing branch rules are
appl i ed.
Comment at ors were concerned that the manufacturing branch rul es woul d
be applied in addition to, rather than in lieu of, the sales or
purchase branch rul es.

The IRS and the Treasury Departnent agree that if one or nore
sal es
or purchase branches are used in addition to a manufacturing branch
and
Sec. 1.954-3T(b)(1)(ii)(c)(1) (use of one or nore sales or purchases
branches in addition to a manufacturing branch) is applied wth
respect
to inconme fromthe sale of an item of personal property, then the
sal es
or purchasing branch rules do not also apply to determ ne whether that
i ncone is FBCSI. Therefore, the tenporary regulations clarify this
point. See Sec. 1.954-3(b)(1)(i)(c).
5. Unrelated to Unrelated Transacti ons

Comment at ors suggested that there was uncertainty as to whether a
substantial contribution to the manufacture, production, or
construction of personal property by a CFC could cause the CFC to earn
FBCSI in cases where, in the absence of the substantial contribution
test, sone taxpayers had taken the position that they were outside the
scope of the FBCSI rules. Sone commentators expressed concern that
transactions that are not currently subject to the existing
regul ati ons
may becone subject to the regulations as a result of the interaction
of
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the substantial contribution test and the manufacturing branch rule.
O her comment ators suggested nore generally that it was unclear if the
substantial contribution test mght create a branch through which a
CFC
carries on activities in a contract manufacturer's jurisdiction.
Comment at ors suggested that taxpayers should be exenpted fromthe
branch consequences of the regulations by providing that the
manuf acturing branch rule only apply if the CFC was relying on the
manuf act uri ng exception for purposes of section 954(d)(1), or
alternatively that the substantial contribution test should be
el ective. In this context, commentators noted that placing a CFC s
substantial contribution activities, which are perforned outside the
country where the sales activities are perforned, in a separately
I ncorporated entity could prevent the CFC from having a branch that is
subject to the manufacturing branch rule as a result of such
activities.

The IRS and the Treasury Departnent agree that taxpayers nmay be
subject to the FBCSI rules as a result of CFC enpl oyees perform ng
I ndicia of manufacturing activities through a branch outside the
country of organi zation of a CFC. The IRS and the Treasury Depart nent
believe this result is clear in the proposed regul ati ons, and
t herefore
no nodifications are nmade to the text of the tenporary regulations to
clarify further this result. The IRS and the Treasury Departnent note
that many commentators criticized the proposed regul ations for draw ng
I nappropriate distinctions between satisfaction of the

[[ Page 79343]]

physi cal manufacturing test and satisfaction of the substanti al
contribution test, and argued that updating the nmanufacturing
exception
In the context of nobdern business enterprise nodels required treating
wi th equal inportance and wei ght physical manufacturing and activities
satisfying the substantial contribution test. The IRS and the Treasury
Departnent adopted this coment in both the final regulations and the
tenporary regul ati ons and, accordingly, did not incorporate in the
tenporary regul ati ons an exception regarding activities perforned
t hrough a branch | ocated outside the country of organization of a CFC
for cases in which, in the absence of the substantial contribution
test, sonme taxpayers had taken the position that they were outside the
scope of the FBCSI rules.

One commentator noted that while there are strong policy reasons
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for the substantial contribution test and the branch rules to apply in
the case of ~“unrelated to unrelated' ' transactions, the IRS and the
Treasury Departnent should consider a special delayed effective date
to

al l ow taxpayers in this position tine to restructure their operations
in light of the regulations. The comrentator argued that such

t axpayers

had been outside the scope of the FBCSI rules prior to these
regul ati ons and shoul d be provided reasonable tine to restructure. For
a discussion of the effective date of the final and tenporary
regul ati ons, see Part F of this preanble.

6. Branch Rul e Exanpl es

Comment at ors expressed concern that the facts of Prop. Reg. Sec.
1.954-3(b) (1) (ii)(c)(3)(f) Exanple 4 ascribed nost substanti al
contribution activities to the remai nder, but determ ned that the
remai nder had not nmet the substantial contribution test. In the
exanpl e, the remai nder perforns seven activities listed in the indicia
of manufacturing of the proposed regul ati ons, whereas Branch A
perforns
only one activity (design) and Branch B perforns only two activities.
The exanple was intended to show that in a CFC s particul ar industry,
the weight accorded to the activities performed by each branch can be
conpar abl e, even though a different nunber of activities occur in
different |ocations, because the econom c significance of the
activities conducted in each |ocation is conparable. However, the IRS
and the Treasury Departnent recogni ze that the exanple nmay have caused
confusion for taxpayers. Therefore, the allocation of activities in
Exanple 4 of Prop. Reg. Sec. 1.954-3(b)(1)(ii)(c)(3)(f) has been
revised in Sec. 1.954-3T(b)(1)(ii)(c)(3)(v) Exanple 3. Nbreover,
Exanples 4, 5, and 6 of Prop. Reg. Sec. 1.954-3(b)(1)(ii)(c)(3)(f)
have been restructured in the tenporary regul ati ons to be consi stent
Wth the revisions to the branch rules.

Commentators al so noted that Exanple 4 and Exanple 5 of Prop. Reg.
Sec. 1.954-3(b)(21)(ii)(c)(3)(f) suggest that incone other than sales
or purchasing incone may be FBCSI. These exanples are anended in the
tenporary regul ations to be consistent with section 954(d)(2), which
provi des that incone attributable to the carrying on of purchase or
sales activities by a branch may be FBCSI.

Commentators requested that the IRS and the Treasury Depart nent
add
an exanple to the regulations to illustrate how the substanti al
contribution test and the branch rules operate in cases involving
mul ti pl e manufacturi ng branches and nultiple sales branches. The

http://edocket.access.gpo.gov/2008/E8-30727.htm (27 of 67)12/30/2008 9:46:14 AM



FR Doc E8-30727

tenporary regul ati ons include such an exanple. See Sec. 1.954-
3T(b) (1) (ii)(c)(3)(v) Exanple 5.

The tenporary regulations also include an exanple illustrating the
operation of the location of manufacture rules under Sec. 1.954-
3T(b)(1)(ii)(c)(3) and the application of the substantial contribution
test when a tested manufacturing |ocation has been determ ned to have
tax rate disparity wwth a tested sales |ocation. See Sec. 1.954-
3T(b)(4) Exanple (9). Exanple (9) illustrates that a tested sales
| ocation can satisfy the substantial contribution test for purposes of
determ ning FBCSI once it has been determ ned that a tested
manuf acturing | ocation should be treated as a separate corporation for
pur poses of determ ning FBCSI. Although a branch that has tax rate
disparity with the tested sales location is the tested nmanufacturing
| ocation, Exanple (9) concludes that the CFC does not have FBCSI from
the sale of the personal property because, after applying the
aggregation rules of Sec. 1.954-3T(b)(2)(ii)(a), the tested sal es
| ocation satisfies Sec. 1.954-3(a)(4)(iv).

E. Conform ng Amendnents

Sections 1.954-3(a)(1)(i) and (c) of the existing regulations
contain cross-references to forei gn base conpany shi pping i ncone under
Sec. 1.954-6. Section 954 was anended by Public Law 108-357 in 2004,
and foreign base conpany shi pping i ncone was renoved as a separate
category of foreign base conpany incone. The final regulations are
anmended by deleting both references to forei gn base conpany shi ppi ng
I ncone to reflect the 2004 anendnent to section 954.

Section 1.954-3(a)(1)(i) of the existing regul ations defines
““related person'' and " “unrel ated person'' by an obsol ete cross
reference to Sec. 1.954-1(e). The final regulations are anended to
define " "related person'' and " “unrelated person'' with reference to
Sec. 1.954-1(f).

F. Effective Date

Several comentators requested that the new regul ati ons provi de
for
a del ayed effective date to all ow taxpayers to inplenent supply chain
and structural changes that may be required to satisfy the substanti al
contribution test and the branch rules. The IRS and the Treasury
Departnment agree that a del ayed effective date is appropriate for
t axpayers whose structures require nodification to accommodate the new
regul ati ons. Accordingly, these final and tenporary regul ations wl|
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apply to taxable years of CFCs begi nning after June 30, 2009, and for
taxabl e years of United States shareholders in which or with which
such

taxabl e years of the CFCs end. Thus, the final and tenporary

regul ations will becone applicable January 1, 2010, for CFCs whose
taxabl e year is the calendar year. The tenporary regulations wl|
expire on or before Decenber 23, 2011. In addition, a taxpayer nay
choose to apply these final and tenporary regul ations retroactively
Wi th respect to its open taxable years. The taxpayer may so choose if
and only if the taxpayer and all nenbers of the taxpayer's affiliated
group apply both the final and tenporary regul ations, in their
entirety, to the earliest taxable year of each controlled foreign
corporation that ends with or within an open taxable year of the
taxpayer and to all subsequent taxable years. A taxpayer that chose,
prior to Decenber 24, 2008, to apply Prop. Reg. Sec. 1.954-3 (73 FR
10716 as corrected at 73 FR 20201) in its entirety to all of the

t axpayer's open taxable years in which or wwth which a taxabl e year of
a controlled foreign corporation of the taxpayer ended, nmay continue
to

apply Prop. Reg. Sec. 1.954-3 (73 FR 10716 as corrected at 73 FR
20201) inits entirety with respect to all of the taxpayer's open
taxabl e years that begin prior to July 1, 2009.

Speci al Anal yses

It has been determ ned that this Treasury decision is not a
significant regulatory action as defined in Executive Order 12866.
Therefore, a regulatory assessnent is not required. It has al so been
determ ned that section 553(b) of the Adm nistrative Procedure Act (5
U.S.C. chapter 5) does not apply to these regul ati ons and because the
regul ati ons do not inpose a collection

[[ Page 79344]]

of information on snmall entities, the Regulatory Flexibility Act (5
U.S.C. chapter 6) does not apply. Pursuant to section 7805(f) of the
Code, the notice of proposed rul emaki ng that preceded these final and
tenporary regul ati ons was submtted to the Chief Counsel for Advocacy
of the Small Business Adm nistration for comrent on its inpact on
smal

busi ness.

Drafting Information
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The princi pal author of these regulations is Ethan Atticks of the
O fice of Associate Chief Counsel (International). However, other
personnel fromthe IRS and the Treasury Departnent participated in
t heir devel opnent.

Li st of Subjects in 26 CFR Part 1
| ncome Taxes, Reporting and recordkeepi ng requirenents.
Adoption of Anmendnents to the Regul ations

0
Accordingly, 26 CFR part 1 is anended as fol |l ows:

PART 1--1 NCOVE TAXES

0

Paragraph 1. The authority citation for 26 CFR part 1 continues to
read

in part as follows:

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

0

Par. 2. Section 1.954-3 is anmended by:

0

1. Revising paragraphs (a)(1)(i), (a)(1)(iii) Exanples 1 and 2, (a)
(2),

(a)(4) (i), (a)(4)(ii), (a)(4)(iii), (a)(6)(i), and (c).

0

2. Addi ng paragraphs (a)(4)(iv) and (d).
0
3. Renoving and reserving paragraphs (b)(1)(i)(c), (b)(1)(ii)(a),
(b)) (1) (ii)(e), (b)(2)(i)(b), (b)(2)(i)(d), (b)(2)(ii)(a),
(b)(2)(ii)(b), (b)(2)(ii)(e) and (b)(4) Exanple (3).

The additions and revisions read as fol |l ows:

Sec. 1.954-3 Foreign base conpany sal es incone.

(a) * * *

http://edocket.access.gpo.gov/2008/E8-30727.htm (30 of 67)12/30/2008 9:46:14 AM



FR Doc E8-30727

(1) In general--(i) CGeneral rules. Foreign base conpany sal es
I ncone of a controlled foreign corporation shall, except as provided
in
paragraphs (a)(2), (a)(3) and (a)(4) of this section, consist of gross
I ncone (whether in the formof profits, conm ssions, fees or
ot herw se)
derived in connection with the purchase of personal property froma
related person and its sale to any person, the sale of personal
property to any person on behalf of a related person, the purchase of
personal property fromany person and its sale to a related person, or
t he purchase of personal property from any person on behalf of a
rel ated person. See section 954(d)(1). For purposes of the preceding
sentence, except as provided in paragraphs (a)(2) and (a)(4) of this
section, personal property sold by a controlled foreign corporation
wi Il be considered to be the sane property that was purchased by the
controlled foreign corporation regardl ess of whether the personal
property is sold in the sane formin which it was purchased, in a
different formthan the formin which it was purchased, or as a
conponent part of a manufactured product. This section shall apply to
the purchase and/or sale of personal property, whether or not such
property was purchased and/or sold in the ordinary course of trade or
busi ness, except that incone derived in connection with the sale of
tangi bl e personal property will not be considered to be foreign base
conpany sales incone if such property is sold to a person that is not
a
rel ated person, as defined in Sec. 1.954-1(f), after substantial use
has been made of the property by the controlled foreign corporation in
its trade or business. This section shall not apply to the excess of
gai ns over | osses from sal es or exchanges of securities or from
futures
transactions, to the extent such excess gains are includible in

foreign
per sonal hol di ng conpany i ncone of the controlled foreign corporation
under Sec. 1.954-2; nor shall it apply to the sale of the controlled

foreign corporation's property (other than its stock in trade or other
property of a kind which would properly be included in its inventory

i f

on hand at the close of the taxable year, or property held primarily
for sale to custoners in the ordinary course of its business) if
substantially all the property of such corporation is sold pursuant to
the discontinuation of the trade or business previously carried on by
such corporation. The term "any person'' as used in this paragraph
(a)(1)(i) includes a related person as defined in Sec. 1.954-1(f).
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* * * * *

(iii) * * *

Exanple 1. Controlled foreign corporation A, incorporated under
the aws of foreign country X, is a wholly owned subsidiary of
donestic corporation M Corporation A purchases from M Corporation,
a related person, articles manufactured in the United States and
sells the articles to P, an unrel ated person, for delivery and use
in foreign country Y. G oss incone of A Corporation derived fromthe
purchase and sal e of the personal property is foreign base conpany
sal es incone.

Exanple 2. Corporation Ain Exanple 1 also purchases fromP, an
unrel ated person, articles manufactured in country Y and sells the
articles to foreign corporation B, a related person, for use in
foreign country Z. G oss incone of A Corporation derived fromthe
purchase and sale of the personal property is foreign base conpany
sal es incone.

* * * * *

(2) Property manufactured, produced, constructed, grown, or
extracted wthin the country in which the controlled foreign
corporation is created or organi zed. Foreign base conpany sal es i ncone
does not include incone derived in connection with the purchase and
sal e of personal property (or purchase or sale of personal property on
behal f of a related person) in a transaction described in paragraph
(a)(1l) of this section if the property is manufactured, produced,
constructed, grown, or extracted in the country under the | aws of
whi ch
the controlled foreign corporation which purchases and sells the
property (or acts on behalf of a related person) is created or
organi zed. See section 954(d)(1)(A). The principles set forth in
paragraphs (a)(4)(ii) and (a)(4)(iii) of this section apply under this
paragraph (a)(2) in determ ning what constitutes the manufacture,
production, or construction of personal property, excluding the
requi renment set forth in paragraph (a)(4)(i) of this section that the
provi sions of paragraphs (a)(4)(ii) and (a)(4)(iii) of this section
may
only be satisfied through the activities of enployees of the
corporation manufacturing, producing, or constructing the personal
property. The principles of paragraph (a)(4)(iv) of this section apply
under this paragraph (a)(2) in determ ning what constitutes the
manuf act ure, production, or construction of personal property but only
when the personal property is manufactured, produced, or constructed
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by

a person related to the controlled foreign corporation wthin the
meani ng of Sec. 1.954-1(f). The application of this paragraph (a)(2)
may be illustrated by the foll ow ng exanpl es:

(4) Property manufactured, produced, or constructed by the
controlled foreign corporation--(i) In general. Foreign base conpany
sal es i ncone does not include incone of a controlled foreign
corporation derived in connection wth the sale of personal property
manuf act ured, produced, or constructed by such corporation. A
controlled foreign corporation wll have manufactured, produced, or
constructed personal property which the corporation sells only if such
corporation satisfies the provisions of paragraph (a)(4)(ii),
(a)(4)(iii), or (a)(4)(iv) of this section through the activities of
Its enpl oyees (as defined in Sec. 31.3121(d)-1(c) of this chapter)
W th respect to such property.

[[ Page 79345]]

A controlled foreign corporation will not be treated as having
manuf act ured, produced, or constructed personal property which the
corporation sells nerely because the property is sold in a different
formthan the formin which it was purchased. For rules of
apportionnent in determ ning foreign base conpany sal es i ncone derived
fromthe sale of personal property purchased and used as a conponent
part of property which is not manufactured, produced, or constructed,
see paragraph (a)(5) of this section.

(ii) Substantial transformation of property. If personal property
purchased by a foreign corporation is substantially transfornmed by
such
foreign corporation prior to sale, the property sold by the selling
corporation is manufactured, produced, or constructed by such selling
corporation. The application of this paragraph (a)(4)(ii) may be
illustrated by the foll om ng exanpl es:

* * % * *

(ii1) Manufacture of a product when purchased conponents
constitute
part of the property sold. |If purchased property is used as a
conmponent
part of personal property which is sold, the sale of the property wll
be treated as the sale of a manufactured product, rather than the sale
of conponent parts, if the assenbly or conversion of the conponent
parts into the final product by the selling corporation involves
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activities that are substantial in nature and generally considered to
constitute the manufacture, production, or construction of property.
Wthout limting this substantive test, which is dependent on the
facts

and circunstances of each case, the operations of the selling
corporation in connection wwth the use of the purchased property as a
conponent part of the personal property which is sold will be
considered to constitute the manufacture of a product if in connection
W th such property conversion costs (direct |abor and factory burden)
of such corporation account for 20 percent or nore of the total cost
of

goods sold. In no event, however, w | packagi ng, repackagi ng,

| abel i ng, or mnor assenbly operations constitute the manufacture,
production, or construction of property for purposes of section
954(d)(1). The application of this paragraph (a)(4)(iii) my be
illustrated by the foll owm ng exanpl es:

* * * * *

(iv) Substantial contribution to manufacturing of personal
property--(a) In general. If an item of personal property would be
consi dered manuf actured, produced, or constructed (under the
princi pl es
of paragraph (a)(4)(ii) or (a)(4)(iii) of this section) prior to sale
by the controlled foreign corporation had all of the manufacturing,
produci ng, and constructing activities undertaken with respect to that
property prior to sale been undertaken by the controlled foreign
corporation through the activities of its enployees, then this
paragraph (a)(4)(iv) applies. If this paragraph (a)(4)(iv) applies and
If the facts and circunstances evince that the controlled foreign
corporation nakes a substantial contribution through the activities of
Its enpl oyees to the manufacture, production, or construction of the
personal property sold, then the personal property sold by the
controlled foreign corporation is manufactured, produced, or
constructed by such controlled foreign corporation.

(b) Activities. The determ nation of whether a controlled foreign
corporation nakes a substantial contribution through the activities of
Its enpl oyees to the manufacture, production, or construction of the
personal property sold involves, but will not necessarily be limted
to, consideration of the follow ng activities:

(1) Oversight and direction of the activities or process pursuant
to which the property is manufactured, produced, or constructed (under
the principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this section).

(2) Activities that are considered in, but that are insufficient
to
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satisfy, the tests provided in paragraphs (a)(4)(ii) and (a)(4)(iii)
of
this section.

(3) Material selection, vendor selection, or control of the raw
materials, work-in-process or finished goods.

(4) Managenent of manufacturing costs or capacities (for exanple,
managi ng the risk of | oss, cost reduction or efficiency initiatives
associated with the manufacturing process, demand planni ng, production
schedul i ng, or hedging raw nmaterial costs).

(5) Control of manufacturing related | ogistics.

(6) Quality control (for exanple, sanple testing or establishnent
of quality control standards).

(7) Devel oping, or directing the use or devel opnent of, product
desi gn and design specifications, as well as trade secrets,

t echnol ogy,
or other intellectual property for the purpose of manufacturing,
produci ng, or constructing the personal property.

(c) Application of substantial contribution test. When considering
whet her a controlled foreign corporation makes a substanti al
contribution to the manufacture, production, or construction of the
personal property, the performance of any activity in paragraph
(a)(4)(iv)(b) of this section will be taken into account. The
performance or |ack of performance of any particular activity in
paragraph (a)(4)(iv)(b) of this section, or of a particular nunber of
activities in (a)(4)(iv)(b) of this section, is not determnative. The
wei ght accorded to the performance of any quantum of any activity
(whet her or not specified in paragraph (a)(4)(iv)(b) of this section)
will vary wwth the facts and circunstances of the particul ar busi ness.
See paragraph (a)(4)(iv)(d) Exanples 8, 10 and 11 of this section. In
determ ni ng whether the activities of the controlled foreign
corporation constitute a substantial contribution, there is no m ninmm
performance threshold before an activity can be considered. The fact
t hat ot her persons nmake a substantial contribution to the manufacture,
production, or construction of the personal property prior to sale
does
not preclude the controlled foreign corporation from nmaking a
substantial contribution to the manufacture, construction, or
production of that property through the activities of its enpl oyees.
See paragraph (a)(4)(iv)(d) Exanple 9 of this section.

(d) Exanples. The rules of this paragraph (a)(4)(iv) are
Illustrated by the foll owm ng exanpl es:

Exanple 1. No substantial contribution to manufacturing. (i)
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Facts. FS, a controlled foreign corporation, purchases raw materials
froma related person. The raw nmaterials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this section)
into Product X by CM an unrel ated corporation, pursuant to a
contract manufacturing arrangenent. CM physically perforns the
substantial transformation, assenbly, or conversion outside of FS's
country of organi zation. Product X is sold by FS for use outside of
FS's country of organization. Under the terns of the contract, FS
retains the right to control the raw materials, work-in-process, and
finished goods, and the right to oversee and direct the activities
or process pursuant to which Product X is manufactured by CM FS
owns the intellectual property used in the manufacturing process.
However, FS does not exercise, through its enpl oyees, its powers to
control the raw materials, work-in-process, or finished goods, and
FS does not exercise its powers of oversight and direction.
Li kewi se, FS does not, through its enpl oyees, develop or direct the
use or devel opnent of the intellectual property for the purpose of
manuf act uri ng Product X

(ii1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or

(a)(4)(iii)
[[ Page 79346] ]

of this section with respect to Product X Therefore, this paragraph
(a)(4)(iv) applies. FS does not satisfy the test under this
paragraph (a)(4)(iv) because it does not nake a substanti al
contribution through the activities of its enployees to the

manuf acture of Product X. Mere contractual rights to control
materials, contractual rights to oversee and direct the

manuf acturing activities or process pursuant to which the property

I s manuf actured, and ownership of intellectual property are not
sufficient to satisfy this paragraph (a)(4)(iv). Therefore, under
the facts and circunstances of the business, FS is not considered to
have manufactured Product X under paragraph (a)(4)(i) of this

secti on.

Exanpl e 2. Substantial contribution to manufacturing. (i) Facts.
Assunme the sanme facts as in Exanple 1, except for the follow ng. FS,
through its enpl oyees, engages in product design and quality control
and controls manufacturing related |ogistics. Enployees of FS
exercise the right to oversee and direct the activities of CMin the
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manuf act ure of Product X

(ii) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Under the facts and circunstances
of the business, FS satisfies the test under this paragraph
(a)(4)(iv) because it nakes a substantial contribution through the
activities of its enployees to the manufacture of Product X
Therefore, FS is considered to have manufactured Product X under
paragraph (a)(4)(i) of this section. The anal ysis and concl usi on
woul d be the sane if CMwere related to FS because the rel ationship
between CMand FS is irrelevant for purposes of applying paragraph
(a)(4) of this section.

Exanple 3. Raw materials procured by contract manufacturer. (i)
Facts. FS, a controlled foreign corporation, enters into a contract
wth CMto manufacture (under the principles of paragraph (a)(4)(ii)
or (a)(4)(iii) of this section) Product X. CM physically perforns
the substantial transfornmation, assenbly, or conversion required to
manuf act ure Product X outside of FS s country of organization.
Product X is sold by FS for use outside of FS's country of
organi zati on. Enpl oyees of FS select the materials that will be used
to manufacture Product X. FS does not own the materials or work-in-
process during the manufacturing process. FS, through its enpl oyees,
exerci ses oversight and direction of the manufacturing process and
provi des quality control. FS manages the manufacturing costs and
capacities wth respect to Product X by managi ng the risk of |oss
and engagi ng i n demand pl anning and producti on schedul i ng.

(ii) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Under the facts and circunstances
of the business, FS satisfies the test under this paragraph
(a)(4)(iv) because it nakes a substantial contribution through the
activities of its enployees to the manufacture of Product X
Therefore, FS is considered to have manufactured Product X under
paragraph (a)(4)(i) of this section.

Exanpl e 4. Physical conversion by enpl oyees of a person ot her
than the contract manufacturer. (i) Facts. FS, a controlled foreign
corporation organized in Country M purchases raw materials froma
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rel ated person. The raw materials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this section)
into Product X by CM an unrel ated corporation, pursuant to a
contract manufacturing arrangenent. CM physically perforns the
substantial transfornation, assenbly, or conversion required to
manuf act ure Product X outside of FS' s country of organization.
Product X is sold by FS for use outside of FS s country of

organi zation. CM contracts with another corporation for its

enpl oyees in order to operate CM s manufacturing plant and
transform assenble, or convert the raw materials into Product X
Apart fromthe physical performance of the substanti al
transformati on, assenbly, or conversion of the raw materials into
Product X, enployees of FS performall of the other manufacturing
activities required in connection with the manufacture of Product X
(for exanple, oversight and direction of the manufacturing process;
vendor selection; control of raw materials, work-in-process, and
finished goods; control of manufacturing related | ogistics; and
quality control).

(ii1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Under the facts and circunstances
of the business, FS satisfies the test under this paragraph
(a)(4)(iv) because it nmakes a substantial contribution through the
activities of its enployees to the manufacture of Product X
Therefore, FS is considered to have manufactured Product X under
paragraph (a)(4)(i) of this section.

Exanpl e 5. Aut omat ed manufacturing supervi sed by another person.
(i) Facts. FS, a controlled foreign corporation, purchases raw
materials froma related person. The raw materials are nmanufactured
(under the principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) into Product X by CM an unrel ated corporation selected by
FS, pursuant to a contract manufacturing arrangenent. CM physically
perfornms the substantial transformation, assenbly, or conversion
outside of FS's country of organization. Product X is sold by FSto
related and unrel ated persons for use outside of FS s country of
organi zation. At all tinmes, FS retains ownership of the raw
materials, work-in-process, and finished goods. FS retains the right
to oversee and direct the activities or process pursuant to which
Product X is manufactured by CM but does not exercise, through its
enpl oyees, its powers of oversight and direction. FS is the owner of
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sophi sticated software and network systens that renotely and
automatically (w thout human invol venent) take orders, route themto
CM order raw materials, and performquality control. FS has a small
nunber of conputer technicians who nonitor the software and network
systens to ensure that they are running snoothly and apply any
necessary patches or fixes. The software and network systens were
devel oped by enpl oyees of DP, the U S. corporate parent of FS. DP's
enpl oyees supervi se the conputer technicians, evaluate the results
of the automated manufacturing business, and nake ongoi ng
oper ational decisions, including decisions related to acceptable
performance of the manufacturing process, stoppages of that process,
and decisions related to product and manufacturing process design.
DP' s enpl oyees develop and provide to FS all of the upgrades to the
sof tware and network systens. DP al so has enpl oyees who direct and
control other aspects of the manufacturing process such as vendor
and material selection, managenent of the manufacturing costs and
capacities, and the selection of CM The need for DP' s enpl oyees to
direct the activities of the FS enpl oyees and otherw se contribute
to the manufacturing process evinces that substantial operational
responsibilities and decision nmaking are required to be exercised by
parties other than CMin order to manufacture Product X

(ii) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Under the facts and circunstance
of the business, 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 enployees to the manufacture of
Product X. Mere ownership of materials and intellectual property
along with contractual rights to exercise powers of direction and
control are not sufficient to satisfy this paragraph (a)(4)(iv). The
enpl oyees of FS do not performthe anount of activity necessary to
constitute a substantial contribution. FSis not considered to have
manuf act ured Product X under paragraph (a)(4)(i) of this section.

Exanpl e 6. Aut omat ed manufacturing supervised by FS. (i) Facts.
Assunme the sanme facts as in Exanple 5, except for the follow ng. FS,
through its enpl oyees, engages in the activities undertaken by DP' s
enpl oyees in Exanple 5. DP's enployees also contribute to product
and manuf acturing process design, and provide support and oversi ght
to FS in connection with functions perforned by FS through its
enpl oyees.
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(ii1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have

[[ Page 79347]]

satisfied the manufacturing exception contained in paragraph
(a)(4)(ii) or (a)(4)(iii) of this section with respect to Product X
Therefore, this paragraph (a)(4)(iv) applies. Under the facts and

ci rcunstances of the business, FS satisfies the test under this
paragraph (a)(4)(iv) because it nmakes a substantial contribution
through the activities of its enployees to the manufacture of
Product X. This determ nation does not require a conpari son between
the activities of FS and the activities of DP. Selection of the
contract manufacturer, even though not specifically identified in
paragraph (a)(4)(iv)(b) of this section, is considered under
paragraph (a)(4)(iv)(c) of this section in determ ning whether FS
makes a substantial contribution to the manufacture of Product X
through its enployees. FS is considered to have manufactured Product
X under paragraph (a)(4)(i) of this section.

Exanpl e 7. Aut omat ed nmanufacturing supervised by FS with
purchased intellectual property. (i) Facts. Assune the sane facts as
i n Exanple 6, except for the follow ng. The software and network
systens, and the upgrades to those systens, were purchased by FS
rat her than devel oped by enpl oyees of FS.

(ii) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. The |ack of performance of
sof tware and network system devel opnent activities is not
determ native under the facts and circunstances of the business.
Therefore, FS satisfies the test under this paragraph (a)(4)(iv)
because it nakes a substantial contribution through the activities
of its enployees to the manufacture of Product X. This determ nation
does not require a conparison between the activities of FS and the
activities of DP. FS is considered to have manufactured Product X
under paragraph (a)(4)(i) of this section.

Exanpl e 8. Manufacture without intellectual property. (i) Facts.
FS, a controlled foreign corporation, purchases raw materials froma
rel ated person. The raw materials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this section)
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into Product X by CM an unrel ated corporation, pursuant to a
contract manufacturing arrangenent. CM physically perforns the
substantial transfornmation, assenbly, or conversion outside of FS's
country of organi zation. Product X is sold by FS for use outside of
FS's country of organization. At all times, FS controls the raw
materials, work-in-process, and finished goods. FS controls the
manuf acturing related | ogi stics, nmanages the manufacturing costs and
capacities, and provides quality control with respect to CM s
manuf act uri ng process and product. No intellectual property of
significant value is required to manufacture Product X. FS does not
own any intellectual property underlying Product X, or hold an

excl usive or non-exclusive right to manufacture Product X

(i1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Because use of intellectual
property plays little or no role in the manufacture of Product X, it
Is irrelevant to the substantial contribution anal ysis under
paragraph (a)(4)(iv) of this section. Under the facts and
ci rcunstances of the business, FS satisfies the test under this
paragraph (a)(4)(iv) because it nmakes a substantial contribution
through the activities of its enployees to the manufacture of
Product X. Therefore, FS is considered to have manufactured Product
X under paragraph (a)(4)(i) of this section.

Exanpl e 9. Substantial contribution by nore than one CFC. (i)
Facts. FS1 and FS2, unrelated controlled foreign corporations,
contract with CM an unrel ated corporation, to manufacture (under
the principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) Product X. CM physically perfornms the substanti al
transformati on, assenbly, or conversion required to manufacture
Product X outside of FS1's and FS2's respective countries of
organi zation. Neither FS1 nor FS2 owns the materials or work-in-
process during the manufacturing process. Product X is sold by FS1
and FS2 to persons related to FS1 and FS2, respectively, for
di sposition outside of FS1's and FS2's respective countries of
organi zation. FS1, through its enpl oyees, designs Product X FS1
directs the use of the product design and design specifications, and
other intellectual property, for the purpose of nmanufacturing
Product X. Enpl oyees of FS1 al so select the materials that wll be
used to manufacture Product X, and the vendors that provide those
materials. FS2, through its enpl oyees, designs the process for
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manuf act uri ng Product X. FS2, through its enpl oyees, manages the
manuf act uri ng costs and capacities with respect to Product X FS1
and FS2 each provide quality control and oversight and direction of
CM s manufacturing activities with respect to different aspects of
t he manufacture of Product X

(ii) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS1 or FS2
through the activities of their enployees, FS1 or FS2 woul d have
satisfied the manufacturing exception contained in paragraph
(a)(4)(ii) or (a)(4)(iii) of this section with respect to Product X
Therefore, this paragraph (a)(4)(iv) applies. The fact that other
persons nmake a substantial contribution to the manufacture of
personal property does not preclude a controlled foreign corporation
from maki ng a substantial contribution to the manufacture of
personal property through the activities of its enployees. In the
anal ysis of whether FS1 or FS2 make a substantial contribution to
t he manufacture of Product X, each conpany takes into account its
I ndi vidual activities, including those of providing quality control
and oversight and direction of the manufacture of Product X 1In
addition, no threshold |level of activity is required, including with
respect to providing quality control or oversight and direction of
the activities or process pursuant to which Product X is
manuf act ured, before FS1 and FS2 can take into account their
respective activities. Under the facts and circunstances of the
busi ness, both FS1 and FS2 satisfy the test under this paragraph
(a)(4)(iv) because each independently makes a substanti al
contribution through the activities of its enployees to the
manuf act ure of Product X Therefore, FS1 and FS2 are each consi dered
to have manufactured Product X under paragraph (a)(4)(i) of this
section.

Exanpl e 10. Manufacture of products designed by CFC. (i) Facts.
FS, a controlled foreign corporation, purchases raw materials froma
rel ated person. The raw materials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii) of this section)
into Product X by CM an unrel ated corporation, pursuant to a
contract manufacturing arrangenent. CM physically perforns the
substantial transfornmation, assenbly, or conversion outside of FS's
country of organi zation. Product X is sold by FS for use outside of
FS's country of organization. Products in the X industry are
di stingui shed (and vary widely in value) based on the raw materials
used to nake the product and the product design. FS designs the
product and selects the materials that CMwi ||l use to manufacture
Product X. FS al so manages the manufacturing costs and capacities.
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Product X can be manufactured fromthe raw materials to FS s design
specifications wthout significant oversight and direction, quality
control, or control of manufacturing related | ogistics. The
activities nost relevant to the substantial contribution anal ysis
under these facts are material selection, product design and
managenent of the manufacturing costs and capaciti es.

(i1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
this paragraph (a)(4)(iv) applies. Under the facts and circunstances
of the business, FS makes a substantial contribution through the
activities of its enployees to the manufacture of Product X FS
satisfies the test under this paragraph (a)(4)(iv) because it makes
a substantial contribution through the activities of its enpl oyees
to the manufacture of Product X Therefore, FS is considered to have
manuf act ured Product X under paragraph (a)(4)(i) of this section.

Exanple 11. Direction and oversight of manufacturing and quality
control through periodic visits. (i) Facts. FS, a controlled foreign
corporation, purchases raw nmaterials froma related person. The raw
materi als are manufactured (under the principles of paragraph
(a)(4)(ii) or (a)(4)(iii) of this section) into Product X by CM an
unrel ated corporation, pursuant to a contract manufacturing
arrangenent. CM physically perforns the substantial transformation,
assenbly, or conversion outside of FS' s country of organi zati on.
Product X is sold by FS for use outside of FS s country of
organi zation. FS controls the raw material, work-in-process, and
fini shed goods, manages the nmanufacturing costs and

[[ Page 79348]]

capacities, and provides oversight and direction of the manufacture
of Product X. Enployees of FS visit CMs manufacturing facility for
one week each quarter and performquality control tests on a random
sanple of the units of Product X produced during the week. In the X
I ndustry, quarterly visits to a manufacturing facility by qualified
persons are sufficient to control the quality of manufacturing.

(i1) Result. If the manufacturing activities undertaken with
respect to Product X prior to sale were undertaken by FS through the
activities of its enployees, FS would have satisfied the
manuf act uri ng exception contained in paragraph (a)(4)(ii) or
(a)(4)(iii) of this section with respect to Product X Therefore,
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this paragraph (a)(4)(iv) applies. Under the facts and circunstances
of the business, FS satisfies the test under this paragraph
(a)(4)(iv) with respect to Product X because it nakes a substanti al
contribution through the activities of its enployees to the

manuf acture of Product X. Therefore, FS is considered to have
manuf act ured Product X under paragraph (a)(4)(i) of this section.

*x * % * *

(6) Special rule applicable to distributive share of partnership
I ncome--(i) In general. To determ ne the extent to which a controll ed
foreign corporation's distributive share of any item of gross incone
of
a partnership woul d have been foreign base conpany sales incone if
received by it directly, under Sec. 1.952-1(g), the property sold
wi | |
be considered to be manufactured, produced, or constructed by the
controlled foreign corporation, within the neani ng of paragraph
(a)(4) (i) of this section, only if the manufacturing exception of
paragraph (a)(4)(i) of this section would have applied to exclude the
I ncone fromforeign base conpany sales incone if the controlled
foreign
corporation had earned the incone directly, determ ned by taking into
account only the activities of the enployees of, and property owned
by,
t he partnership.

(b)***

(1)***

(i)***

(c) [Reserved]. For further guidance, see Sec. 1.954-
3T(b) (1) (i) (c).

(ii)***

(a) [Reserved]. For further guidance, see Sec. 1.954-

3T(b) (1) (i1)(a).

* * * * *

(c) [Reserved]. For further guidance, see Sec. 1.954-

3T(b) (1) (ii)(c).

(2) * * *

(|) * % %

(b) [Reserved]. For further guidance, see Sec. 1.954-
3T(b) (2) (i) (b).

*x * % % *

(d) [Reserved]. For further guidance, see Sec. 1.954-
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3T(b) (2) (i) (d).

(||) * *x %

(a) [Reserved]. For further guidance, see Sec. 1.954-
3T(b)(2)(ii)(a).

(b) [Reserved]. For further guidance, see Sec. 1.954-

3T(b) (2) (i) (b).

*x * % * *

(e) [Reserved]. For further guidance, see Sec. 1.954-
fT&bZ(f)&ii)(e).

(4) * * *

Exanple (3). [Reserved]. For further guidance, see Sec. 1.954-
3T(b)(4) Example (3).

(c) Effective/applicability date. Paragraphs (a)(1)(i), (a)(1)
(iii)
Exanple 1, (a)(1)(iii) Exanple 2, (a)(2), (a)(4)(i), (a)(4)(ii),
(a)(4)(iii), (a)(4)(iv) and (a)(6)(i) shall apply to taxable years of
controlled foreign corporations beginning after June 30, 2009, and for
taxabl e years of United States shareholders in which or with which
such
t axabl e years of the controlled foreign corporations end.

(d) Application of regulations to earlier taxable years. A
t axpayer
may choose to apply these regul ations and the regul ati ons under Sec.
1.954-3T retroactively with respect to its open taxable years. The
t axpayer may so choose if and only if the taxpayer and all nenbers of
the taxpayer's affiliated group (wthin the neaning of Sec. 1504(a))
apply both these regulations and the regul ati ons under Sec. 1.954-3T,
in their entirety, to the earliest taxable year of each controlled
foreign corporation that ends with or wthin an open taxable year of
the taxpayer and to all subsequent taxable years of the taxpayer.

0
Par. 3. Section 1.954-3T is added to read as foll ows:

Sec. 1.954-3T Foreign base conpany sales incone (tenporary).
(a) Through (b)(1)(i)(b) [Reserved]. For further guidance, see

Sec. 1.954-3(a) through (b)(1)(i)(b).
(c) Use of nore than one branch. If a controlled foreign
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corporation carries on purchasing or selling activities by or through
nmore than one branch or simlar establishnment |ocated outside the
country under the laws of which such corporation is created or

organi zed, then Sec. 1.954-3(b)(1)(i)(b) shall be applied separately
to the inconme derived by each such branch or simlar establishment (by
treating such purchasing or selling branch or simlar establishnent as
If it were the only branch or simlar establishnent of the controlled
foreign corporation and as if any such other branches or simlar
establ i shnents were separate corporations) in determ ning whether the
use of such branch or simlar establishnment has substantially the sane
tax effect as if such branch or simlar establishnent were a wholly
owned subsidiary corporation of the controlled foreign corporation.
See

paragraph (b)(1)(ii)(c)(1) of this section for rules applicable to a
controlled foreign corporation that carries on purchase or sales
activities by or through one or nore branches or simlar
establ i shnents

in addition to carrying on manufacturing activities by or through one
or nore branches or simlar establishnents.

(i1i1) Manufacturing branch--(a) In general. If a controlled foreign
corporation carries on manufacturing, producing, constructing,
gr ow ng,

or extracting activities by or through a branch or simlar
establ i shnent | ocated outside the country under the | aws of which such
corporation is created or organi zed and the use of the branch or
simlar establishnment for such activities with respect to personal
property purchased or sold by or through the renmai nder of the
controlled foreign corporation has substantially the sane tax effect
as
I f the branch or simlar establishnment were a wholly owned subsidiary
corporation of such controlled foreign corporation, the branch or
simlar establishnment and the remai nder of the controlled foreign
corporation wll be treated as separate corporations for purposes of
determ ni ng forei gn base conpany sal es inconme of such corporation. See
section 954(d)(2). The provisions of this paragraph (b)(1)(ii) and
Sec. 1.954-3(b)(21)(ii)(b) wll apply only if the controlled foreign
corporation (including any branches or simlar establishnents of such
controlled foreign corporation) manufactures, produces, or constructs
such personal property within the neaning of Sec. 1.954-3(a)(4)(i),
or
carries on growi ng or extracting activities wth respect to such
personal property.

(b) [Reserved]. For further guidance, see Sec. 1.954-
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3(b) (1) (ii)(b).

(c) Use of nore than one branch--(1) Use of one or nore sales or
purchase branches in addition to a manufacturing branch. If, with
respect to personal property manufactured, produced, constructed,
grown, or extracted by or through a branch or simlar establishnent
| ocat ed outside the country under the |aws of which the controlled
foreign corporation is created or organi zed, purchasing or selling
activities are carried on by or through nore than one branch or
simlar
establ i shnent, or by or through one or nore branches or simlar
establ i shnents | ocated outside such country, of such corporation, then
Sec. 1.954-3(b)(1)(ii)(b)

[[ Page 79349]]

shall be applied separately to the inconme derived by each such
purchasing or selling branch or simlar establishnment (by treating
such

purchasing or selling branch or simlar establishnment as though it

al one were the remai nder of the controlled foreign corporation) for
pur poses of determ ning whether the use of such nmanufacturing,
produci ng, constructing, grow ng, or extracting branch or simlar
establ i shnent has substantially the sane tax effect as if such branch
or simlar establishnment were a wholly owned subsidiary corporation of
the controlled foreign corporation. If this rule applies, the sales or
purchase branch rules contained in paragraph (b)(1)(i)(c) of this
section and Sec. 1.954-3(b)(1)(i) do not apply. The application of
this paragraph (b)(1)(ii)(c)(1) is illustrated by the foll ow ng
exanpl e:

Exanple. Al activities of controlled foreign corporation
conducted through sal es branches and manufacturing branch. (i)
Facts. FS, a controlled foreign corporation organi zed under the | aws
of country M operates three branches. Branch A, |ocated in country
A, manufactures Product X under the principles of Sec. 1.954-
3(a)(4)(i). Branch B, located in Country B, sells Product X
manuf actured by Branch A to custoners for use outside of Country B.
Branch C, located in Country C sells Product X manufactured by
Branch A to custoners for use outside of Country C. FS does not
conduct any manufacturing or selling activities apart fromthe
activities of Branches A, B and C. Country M inposes an effective
rate of tax on sales inconme of 0% Country A inposes an effective
rate of tax on sales incone of 20% Country B inposes an effective

http://edocket.access.gpo.gov/2008/E8-30727.htm (47 of 67)12/30/2008 9:46:14 AM



FR Doc E8-30727

rate of tax on sales inconme of 20% Country C inposes an effective
rate of tax on sales incone of 18%

(ii) Result. Pursuant to this paragraph (b)(1)(ii)(c)(1), Sec.
1.954-3(b)(1)(ii)(b) is applied to the sales incone derived by
Branch B by treating Branch B as though it al one were the renmai nder
of the controlled foreign corporation. The use of Branch B does not
have the sane tax effect as if Branch B were a whol |y owned
subsi diary of FS because the tax rate applicable to the incone
allocated to Branch B under Sec. 1.954-3(b)(1)(ii)(b) (20% is not
| ess than 90 percent of, and at | east 5 percentage points |ess than,
the effective rate of tax which would apply to such inconme under the
| aws of Country A (20%, the country in which Branch Ais |ocated.
Section 1.954-3(b)(1)(ii)(b) is applied separately to the sal es
I ncone derived by Branch C by treating Branch C as though it al one
were the remai nder of the controlled foreign corporation. The use of
Branch C does not have the sane tax effect as if Branch C were a
whol |y owned subsidiary of FS because the tax rate applicable to the
i ncone allocated to Branch C under Sec. 1.954-3(b)(21)(ii)(b) (18%
Is not less than 90 percent of, and at |east 5 percentage points
| ess than, the effective rate of tax which would apply to such
I ncone under the laws of Country A (20%, the country in which
Branch A is located. Pursuant to this paragraph (b)(1)(ii)(c)(1),
the rul es under paragraph (b)(1)(i)(c) of this section and Sec.
1.954-3(b) (1) (i) for determ ni ng whether a sales or purchase branch
Is treated as a separate corporation fromthe renai nder of the
controlled foreign corporation do not apply.

(2) Use of nore than one branch to manufacture, produce,
construct,
grow, or extract separate itens of personal property. |If a controlled
foreign corporation carries on manufacturing, producing, constructing,
growi ng, or extracting activities with respect to separate itens of
personal property by or through nore than one branch or simlar
establ i shnent | ocated outside the country under the | aws of which such
corporation is created or organi zed, then paragraph (b)(1)(ii)(c) of
this section and Sec. 1.954-3(b)(1)(ii)(b) wll be applied separately
to each such branch or simlar establishnment (by treating such
manuf act uring branch or simlar establishnent as if it were the only
such branch or simlar establishnment of the controlled foreign
corporation and as if any other such branches or simlar
establ i shnents
were separate corporations) for purposes of determ ning whether the
use
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of such branch or simlar establishnent has substantially the sane tax
effect as if such branch or simlar establishnent were a wholly owned
subsi diary corporation of the controlled foreign corporation. The
application of this paragraph (b)(1)(ii)(c)(2) is illustrated by the
fol l owi ng exanpl e:

Exanple. Miultiple branches that satisfy Sec. 1.954-3(a)(4)(i).
(i) Facts. FSis a controlled foreign corporation organi zed in
Country M FS operates two branches, Branch A and Branch B | ocat ed
in Country A and Country B, respectively. Branch A and Branch B each
manuf acture separate itens of personal property (Product X and
Product Y, respectively) within the neaning of Sec. 1.954-
3(a)(4)(ii) or (iii). Raw materials used in the nmanufacture of
Product X and Product Y are purchased by FS from an unrel at ed
person. FS engages in activities in Country Mto sell Product X and
Product Y to a related person for use, disposition or consunption
out side of Country M Enpl oyees of FS |ocated in Country M perform
only sales functions. The effective rate inposed in Country Mon the
I ncone fromthe sales of Product X and Product Y is 10% Country A
I nposes an effective rate of tax on sales incone of 20% Country B
I nposes an effective rate of tax on sales inconme of 12%

(ii) Result. Pursuant to this paragraph (b)(1)(ii)(c)(2), Sec.
1.954-3(b) (1) (ii)(b) is applied separately to Branch A and Branch B
wth respect to the sales inconme of FS attributable to Product X
(manuf actured by Branch A) and Product Y (manufactured by Branch B).
Because the effective rate of tax on FS's sales incone fromthe sale
of Product X in Country M (10% is |less than 90% of, and at |east 5
percentage points less than, the effective rate of tax that woul d
apply to such inconme in the country in which Branch Ais |ocated
(209, the use of Branch A to manufacture Product X has
substantially the sane tax effect as if Branch A were a wholly owned
subsi diary corporation of FS. Because the effective rate of tax on
FS's sales incone fromthe sale of Product Y in Country M (10% is
not | ess than 90% of, and at |east 5 percentage points |ess than,
the effective rate of tax that would apply to such incone in the
country in which Branch B is located (129, the use of Branch B to
manuf act ure Product Y does not have substantially the sane tax
effect as if Branch B were a wholly owned subsidiary corporation of
FS. Consequently, only Branch Ais treated as a separate corporation
apart fromthe remai nder of FS for purposes of determ ning foreign
base conpany sales incone fromthe sal es of Product X

(3) Use of nore than one manufacturing branch, or one or nore
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manuf act uri ng branches and the remai nder of the controlled foreign
corporation, to manufacture, produce, or construct the sane item of
personal property--(i) In general. This paragraph (b)(1)(ii)(c)(3)
applies to determne the | ocation of manufacture, production, or
construction of personal property for purposes of applying Sec. 1.954-
3(b)(1)(i)(b) or (b)(1)(ii)(b) where nore than one branch (or simlar
establishnent) of a controlled foreign corporation, or one or nore
branches (or simlar establishnents) of a controlled foreign
corporation and the remai nder of the controlled foreign corporation,
each engage i n manufacturing, producing, or constructing activities
Wi th respect to the sane item of personal property which is then sold
by the controlled foreign corporation. The | ocation of manufacture,
production, or construction is determ ned under paragraph

(DD (ii)(c)(3)(ii) of this section if one or nore branches (or
simlar establishnents), or the remainder of the controlled foreign
corporation, independently satisfies Sec. 1.954-3(a)(4)(i) wth
respect to an item of personal property. The |ocation of manufacture,
production, or construction is determ ned under paragraph
(b)(1)(ii)(c)(3)(iii) of this section if none of the branches (or
simlar establishnments), or the remainder of the controlled foreign
corporation, independently satisfies Sec. 1.954-3(a)(4)(i) wth
respect to an item of personal property, but the controlled foreign
corporation as a whole nakes a substantial contribution to the
manuf act ure, production or construction of that property within the
nmeani ng of Sec. 1.954-3(a)(4)(iv). For purposes of this paragraph
(b)(1)(ii)(c)(3), the location of any activity with respect to the
manuf act ure, production, or construction of an item

[[ Page 79350]]

of personal property is determ ned under paragraph (b)(1)(ii)(c)(3)
(iv)
of this section. For purposes of this paragraph (b)(1)(ii)(c)(3), if
mul ti ple branches (or simlar establishnents) are located in a single
jurisdiction, then the activities of those branches will be aggregated
for purposes of determ ning whether a branch or renai nder of the
controlled foreign corporation satisfies Sec. 1.954-3(a)(4)(i).

(ii) Manufacture, production, or construction in one or nore
| ocations. If only one branch (or simlar establishnent), or only the
remai nder of a controlled foreign corporation, independently satisfies
Sec. 1.954-3(a)(4)(i) wth respect to an item of personal property,
then that branch (or simlar establishnment) or the renai nder of the
controlled foreign corporation wll be the |ocation of manufacture,
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production, or construction of that property for purposes of applying
Sec. 1.954-3(b)(1)(i)(b) or (b)(1)(ii)(b) to the inconme fromthe sale
of that property. See paragraph (b)(1)(ii)(c)(3)(v) Exanple 1 of this
section. If nore than one branch (or simlar establishnment), or one or
nore branches (or simlar establishnments) and the remai nder of the
controlled foreign corporation, each independently satisfy Sec. 1.954-
3(a)(4)(i) wth respect to an item of personal property, then the

| ocation of manufacture, production, or construction of that property
for purposes of applying Sec. 1.954-3(b)(21)(i)(b) or (b)(1)(ii)(b)
will be the location of that branch (or simlar establishnment) or the
jurisdiction under the |aws of which the remainder of the controlled
foreign corporation is organi zed that satisfies Sec. 1.954-3(a)(4) (i)
and that would, after applying Sec. 1.954-3(b)(1)(ii)(b) to such
branch (or simlar establishnment) or Sec. 1.954-3(b)(1)(i)(b) to the
remai nder of the controlled foreign corporation, inpose the |owest
effective rate of tax on the incone allocated to such branch or the
remai nder of the controlled foreign corporation under such section
(that is, either Sec. 1.954-3(b)(1)(i)(b) or (b)(21)(ii)(b)). See
paragraph (b)(1)(ii)(c)(3)(v) Exanple 2 of this section.

(i1i1) No location independently satisfies manufacturing test. If
none of the branches (or simlar establishnents) or the remainder of
the controlled foreign corporation independently satisfies Sec. 1.954-
3(a)(4)(i) wth respect to an item of personal property but the
controlled foreign corporation as a whole nakes a substanti al
contribution to the manufacture, production, or construction of that
property within the neaning of Sec. 1.954-3(a)(4)(iv), then for
pur poses of applying Sec. 1.954-3(b)(21)(i)(b) or (b)(1)(ii)(b), the
| ocation of manufacture, production, or construction with respect to
that property will be the " "tested manufacturing location'' unless the
"“tested sales location'' provides a denonstrably greater contribution
to the manufacture, production, or construction of the property. The
tested manufacturing location is the location of any branch (or
simlar
establ i shnment) or remai nder of the controlled foreign corporation that
contributes to the manufacture, production, or construction of the
personal property, if any, and that would, after applying Sec. 1.954-
3(b)(1)(iit)(b) to such branch (or simlar establishnment) or Sec.
1.954-3(b)(1)(i)(b) to the renmai nder of the controlled foreign
corporation, be treated as a separate corporation and woul d i npose the
| onest effective rate of tax on the incone allocated to such branch
(or
simlar establishnment) or to the remainder of the controlled foreign
corporation under such section (that is, either Sec. 1.954-
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3(b)(1)(ii)(b) or (b)(1)(i)(b)). The tested sales location is the
| ocation where the branch (or simlar establishnent) or the renmai nder
of the controlled foreign corporation purchases or sells the personal
property. For purposes of this paragraph (b)(1)(ii)(c)(3)(iii), the
contribution to the manufacture, production, or construction of the
personal property by the tested sales location will be deened to
I nclude the activities of any branch (or simlar establishnent) or
remai nder of the controlled foreign corporation that would not be
treated as a corporation separate fromthe tested sales |ocation after
the application of Sec. 1.954-3(b)(1)(ii)(b) or (b)(1)(i)(b). For
pur poses of this paragraph (b)(1)(ii)(c)(3)(iii), the contribution of
the tested manufacturing |location to the manufacture, production, or
construction of the personal property will be deened to include any
activities of any branch (or simlar establishnment) or remai nder of
t he
controlled foreign corporation that would be treated as a corporation
separate fromthe tested sales |ocation after the application of Sec.
1.954-3(b) (1) (ii)(b) or (b)(1)(i)(b). Whether the tested sal es
| ocati on
provi des a denonstrably greater contribution to the manufacture,
production, or construction of the personal property is determ ned by
wei ghing the relative contributions to the manufacture, production, or
construction of that property by the tested sales |ocation and the
tested manufacturing | ocation under the facts and circunstances test
provided in Sec. 1.954-3(a)(4)(iv). See paragraph (b)(1)(ii)(c)(3)(v)
Exanples 4, 5, and 6 of this section. If the tested sales |ocation
provi des a denonstrably greater contribution to the manufacture,
production, or construction of the personal property than the tested
manufacturing location or if there is no tested manufacturing
| ocati on,
then the tested sales location is the | ocation of manufacture,
production, or construction of that property and the rul es of
par agr aph
(b)(1)(ii)(a) of this section and Sec. 1.954-3(b)(1)(i)(a) wll not
apply with respect to the sales incone related to that property and
t he
use of the purchasing or selling branch (or simlar establishnment) or
the purchasing or selling remainder will not result in a branch being
treated as a separate corporation for purposes of paragraph (b)(2)(ii)
of this section or Sec. 1.954-3(b)(2)(ii).

(iv) Location of activity. For purposes of paragraph
(b)(1)(ii)(c)(3) of this section, the location of any activity wth
respect to the manufacture, production, or construction of an item of
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personal property is the | ocation where the enpl oyees of the
control |l ed
foreign corporation performsuch activity. For exanple, the |ocation
of
any activity concerning intellectual property is determ ned based on
wher e enpl oyees of the controlled foreign corporation devel op, or
di rect the use or devel opnent of, the intellectual property, not on
t he
formal assignnment of that intellectual property.

(v) Exanples. The follow ng exanples illustrate the application of
this paragraph (b)(1)(ii)(c)(3):

Exanple 1. Miultiple branches contribute to the manufacture of a
single product, only one branch satisfies Sec. 1.954-3(a)(4)(i).
(i) Facts. FSis a controlled foreign corporation organi zed in
Country M FS operates three branches, Branch A, Branch B, and
Branch C, | ocated respectively in Country A Country B, and Country
C. Branch A, Branch B, and Branch C each perforns different
manufacturing activities with respect to the manufacture of Product
X. Branch A, through the activities of enployees of FS located in
Country A, designs Product X. Branch B, through the activities of
enpl oyees of FS |located in Country B, provides quality control and
oversi ght and direction. Branch C, through the activities of
enpl oyees of FS |located in Country C, manufactures Product X (within
the neaning of Sec. 1.954-3(a)(4)(ii) or (a)(4)(iii)) using the
desi gns devel oped by Branch A and under the oversight of the quality
control personnel of Branch B. The activities of Branch A and Branch
B do not independently satisfy Sec. 1.954-3(a)(4)(i). Enployees of
FS | ocated in Country M purchase the raw materials used in the
manuf acture of Product X froma related person and control the work-
I n-process and finished goods throughout the manufacturing process.
Enpl oyees of FS located in Country M al so manage the manufacturing
costs and

[[ Page 79351]]

capacities related to Product X Further, enployees of FS located in
Country M oversee the coordi nation between the branches. Enpl oyees
of FS located in Country Msell Product X to unrelated persons for
use outside of Country M The sales incone fromthe sale of Product
Xis taxed in Country Mat an effective rate of tax of 10% Country
C inposes an effective rate of tax of 20% on sal es i ncone.

(i1) Result. Country Cis the location of manufacture for
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pur poses of applying Sec. 1.954-3(b)(1)(ii)(b) because only the
activities of Branch C independently satisfy Sec. 1.954-3(a)(4)(i).
The use of Branch C has substantially the sane tax effect as if
Branch C were a wholly owned subsidiary corporation of FS because
the effective rate of tax on the sales incone (10% is |less than 90%
of, and at | east 5 percentage points |less than, the effective rate

of tax that would apply to such inconme in the country in which
Branch Cis located (20% . Therefore, sales of Product X by the

remai nder of FS are treated as sales on behalf of Branch C. In

determ ni ng whether the remainder of FS wll qualify for the
manuf act uri ng exception under Sec. 1.954-3(a)(4)(iv), the
activities of FSw il include the activities of Branch A or Branch

B, respectively, if each of those branches would not be treated as a
separate corporation under Sec. 1.954-3(b)(1)(ii)(b), if that

par agraph were applied i ndependently to each of Branch A and Branch
B. See paragraph (b)(2)(ii)(a) of this section.

Exanple 2. Multiple branches satisfy Sec. 1.954-3(a)(4)(i) with
respect to the sane product sold by the controlled foreign
corporation. (i) Facts. Assune the sane facts as in Exanple 1,
except for the followng. In addition to the design of Product X
Branch A also perfornms in Country A other manufacturing activities,
I ncluding those ascribed to FS in Exanple 1, that are sufficient to
qgual i fy as manufacturing under Sec. 1.954-3(a)(4)(iv) wth respect
to Product X. Country A inposes an effective rate of tax of 12% on
sal es incone.

(ii) Result. Branch A and Branch C through their activities each
I ndependently satisfy the requirenents of Sec. 1.954-3(a)(4)(i).
Therefore, Sec. 1.954-3(b)(1)(ii)(b) is applied by conparing the
effective rate of tax inposed on the incone fromthe sal es of
Product X against the | owest effective rate of tax that woul d apply
to the sales incone in either Country A or Country Cif Sec. 1.954-
3(b)(1)(ii)(b) were applied separately to Branch A and Branch C.
Country A inposes the |ower effective rate of tax, and therefore,
Branch Ais treated as the |location of manufacture for purposes of
applying Sec. 1.954-3(b)(1)(ii)(b). The effective rate of tax in
Country B is not considered because Branch B does not satisfy Sec.
1.954-3(a)(4)(i). Neither Branch A nor Branch Cis treated as a
separate corporation because the effective rate of tax on the sal es
I ncone of FS fromthe sale of Product X (109 is not |less than 90%
of, and at | east 5 percentage points |l ess than, the effective rate
of tax that would apply to such inconme in the country in which
Branch Ais located (12% . Sales of Product X by the remai nder of
the controlled foreign corporation are not treated as nade on behal f
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of any branch.

Exanple 3. Determning the |ocation of manufacture when
manuf acturing activities performed by nultiple branches and no
branch i ndependently satisfies Sec. 1.954-3(a)(4)(i). (i) Facts.
FS, a controlled foreign corporation organized in Country M
purchases raw materials froma related person. The raw materials are
manuf act ured (under the principles of Sec. 1.954-3(a)(4)(ii) or
(a)(4)(iii)) into Product X by CM an unrel ated corporation,
pursuant to a contract manufacturing arrangenent. CM physically
perfornms the substantial transformation, assenbly, or conversion of
the raw materials in Country C. FS has two branches, Branch A and
Branch B, located in Country A and Country B respectively. Branch A,
through the activities of enployees of FS located in Country A,
desi gns Product X. Branch B, through the activities of enployees of
FS | ocated in Country B, controls manufacturing related |ogistics,
provi des oversight and direction during the manufacturing process,
and controls the raw materials and work-in-process. FS nmanages the
manuf act uring costs and capacities related to the manufacture of
Product X through enpl oyees located in Country M Further, enpl oyees
of FS located in Country M oversee the coordination between the
branches. Enpl oyees of FS |ocated in Country Malso sell Product X
to unrel ated persons for use outside of Country M Country M i nposes
an effective rate of tax on sales incone of 10% Country A inposes
an effective rate of tax on sales incone of 20% and Country B
I nposes an effective rate of tax on sales incone of 24% Neither the
remai nder of FS, nor any branch of FS independently satisfies Sec.
1.954-3(a)(4)(i). However, under the facts and circunstances of the
busi ness, FS as a whol e provides a substantial contribution to the
manuf act ure of Product X within the neaning of Sec. 1.954-
3(a)(4)(iv).

(ii) Result. Based on the facts, neither the remai nder of FS
(through the activities of its enployees in Country M nor any
branch of FS independently satisfies Sec. 1.954-3(a)(4)(i) wth
respect to Product X, but FS, as a whole, provides a substanti al
contribution through the activities of its enployees to the
manuf act ure of Product X. The remai nder of FS, Branch A, and Branch
B each provides a contribution through the activities of enpl oyees
to the manufacture of Product X Therefore, FS nust determ ne the
| ocati on of manufacture under paragraph (b)(1)(ii)(c)(3)(iii) of
this section The tested sales location is Country M because the
remai nder of FS perforns the selling activities with respect to
Product X. The location of Branch Ais the tested nmanufacturing
| ocati on because the effective rate of tax inposed on FS s sal es
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I ncome by Country M (10% is |less than 90% of, and at |east 5
percentage points less than, the effective rate of tax that woul d
apply to such incone in Country A (20%, and Country A has the
| onest effective rate of tax anong the manufacturing branches that
woul d, after applying Sec. 1.954-3(b)(1)(ii)(b), be treated as a
separate corporation. The activities of Branch B wll be included in
the contribution of Branch A for purposes of determ ning the
| ocation of manufacture of Product X because the effective rate of
tax i nmposed on the sales incone by Country M (10% is |ess than 90%
of, and at | east 5 percentage points |less than, the effective rate
of tax that would apply to such incone in Country B (24% . Under the
facts and circunstances of the business, the activities of the
remai nder of FS would not provide a denonstrably greater
contribution to the manufacture of Product X than the activities of
Branch A and Branch B, considered together. Therefore, the |ocation
of manufacture is Country A, the location of Branch A

Exanpl e 4. Manufacturing activities perforned by multiple
branches, no branch independently satisfies Sec. 1.954-3(a)(4)(i),
selling activities perfornmed by renmai nder of the controlled foreign
corporation, remainder contribution includes branch manufacturing
activities. (i) Facts. The facts are the sanme as Exanple 3, except
that the effective rate of tax on sales incone in Country Bis 12%
In addition, under the facts of the particul ar business, the
activities of enployees of FS located in Country B and Country M if
consi dered together, would provide a denonstrably greater
contribution to the manufacture of Product X than the activities of
enpl oyees of FS |ocated in Country A

(ii1) Result. Based on the facts, neither the renmai nder of FS
(through activities of its enployees in Country M nor any branch of
FS i ndependently satisfies Sec. 1.954-3(a)(4)(i) wth respect to
Product X, but FS, as a whole, provides a substantial contribution
through the activities of its enployees to the manufacture of
Product X. The remai nder of FS, Branch A, and Branch B each provide
a contribution through the activities of their enployees to the
manuf acture of Product X. Therefore, FS nust determ ne the |ocation
of manufacture under paragraph (b)(21)(ii)(c)(3)(iii) of this
section. The tested sales location is Country M because the
remai nder of FS perforns the selling activities with respect to
Product X. The location of Branch Ais the tested manufacturing
| ocation because the effective rate of tax inposed on FS s sal es
I ncone by Country M (10% is |less than 90% of, and at |least 5
percentage points less than, the effective rate of tax that woul d
apply to such inconme in Country A (20%, and Branch Ais the only
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branch that would, after applying Sec. 1.954-3(b)(1)(ii)(b), be
treated as a separate corporation. The activities of Branch B wil|
be included in the contribution of the remai nder of FS for purposes
of determ ning the |ocation of manufacture of Product X because the
effective rate of tax inposed on the sales inconme by Country M (10%
Is not less than 90% of, and at | east 5 percentage points |ess than,
the effective rate of tax that would apply to such inconme in Country
B (12% . Under a facts and circunstances anal ysis, considered
together, the activities of Branch B and the renai nder of FS would
provi de a denonstrably greater contribution to the manufacture of
Product X than the activities of Branch A Therefore, the rules of
paragraph (b)(1)(ii)(a) of this section wll not apply and neither
Branch A nor Branch B will be treated as a separate corporation for
pur poses of paragraph (b)(2)(ii) of this section and Sec. 1.954-
3(b)(2)(ii).

Exanple 5. Manufacturing activities perfornmed by nultiple
branches, no branch independently satisfies Sec. 1.954-3(a)(4)(i),
selling activities perfornmed by renai nder of

[[ Page 79352]]

the controlled foreign corporation and a sales branch. (i) Facts.
The facts are the sane as Exanple 3, except that selling activities
are al so perfornmed by Branch Din Country D, and Country D inposes a
16% effective rate of tax on sales incone. In addition, under the
facts and circunstances of the business, the activities of enployees
of FS located in Country A and Country M considered together, would
provi de a denonstrably greater contribution to the manufacture of
Product X than the activities of enployees of FS located in Country
B.

(i1) Result. Based on the facts, neither the remai nder of FS nor
any branch of FS independently satisfies Sec. 1.954-3(a)(4)(i) wth
respect to Product X, but FS, as a whole, provides a substanti al
contribution through the activities of its enployees to the
manuf acture of Product X. The remai nder of FS, Branch A and Branch
B each provide a contribution through the activities of their
enpl oyees to the manufacture of Product X Therefore, FS nust
determ ne the | ocation of manufacture under paragraph
() (D (ii)(c)(3)(iii) of this section. Further, pursuant to
paragraph (b)(1)(ii)(c)(1) of this section, paragraph
(D) (D(ii)(c)(3)(iii) of this section nust be applied separately to
the sales incone derived by the remai nder of FS and Branch D
respectively. The results with respect to the remainder of FSin
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this Exanple 6 are the sane as in Exanple 3. However, paragraph
(D)D) (ii)(c)(3)(iii) of this section nust also be applied wth
respect to Branch D because Branch D perforns selling activities
wth respect to Product X. Thus, for purposes of that sal es incone,
the location of Branch Dis the tested sales |location. The | ocation
of Branch Bis the tested manufacturing | ocation because the
effective rate of tax inposed on the Branch D s sal es incone by
Country D (16% is less than 90% of, and at | east 5 percentage
points less than, the effective rate of tax that would apply to such
i nconme in Country B (24%, and Branch B is the only branch that
woul d, after applying Sec. 1.954-3(b)(1)(ii)(b), be treated as a
separate corporation. The manufacturing activities perfornmed in
Country M by the remai nder of FS and the manufacturing activities
performed in Country A by Branch A wll be included in Branch D's
contribution to the manufacture of Product X for purposes of
determ ning the | ocation of manufacture of Product X with respect to
Branch D s sal es incone because the effective rate of tax inposed on
the sales inconme by Country D (169 is not |ess than 90% of, and at
| east 5 percentage points |ess than, the effective rate of tax that
woul d apply to such incone in Country M (10% and Country A (20%.
Under the facts and circunstances of the business, the activities of
Branch D, Branch A, and the remai nder of FS, considered together,
woul d provi de a denonstrably greater contribution to the nmanufacture
of Product X than the activities of Branch B. Therefore, the rules
of paragraph (b)(1)(ii)(a) of this section will not apply to Branch
D and neither Branch A nor Branch Dw Il be treated as a separate
corporation for purposes of paragraph (b)(2)(ii) of this section and
Sec. 1.954-3(b)(2)(ii).

Exanple 6. Determ ning the |location of manufacture when
enpl oyees of remai nder of controlled foreign corporation travel to
| ocation of unrelated contract manufacturer to perform manufacturing
activities. (i) Facts. FS, a controlled foreign corporation
organi zed in Country M purchases raw materials froma related
person. The raw materials are manufactured (under the principles of
Sec. 1.954-3(a)(4)(ii) or (a)(4)(iii)) into Product X by CM an
unrel ated corporation, pursuant to a contract manufacturing
arrangenent. CM physically perforns the substantial transformation,
assenbly, or conversion of the raw materials in Country C. Enpl oyees
of FS located in Country Msell Product X to unrelated persons for
use outside of Country M Enpl oyees of FS located in Country M
engage i n product design, nmanage the manufacturing costs and
capacities wth respect to Product X, and direct the use of
i ntell ectual property for the purpose of manufacturing Product X
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Quality control and oversight and direction of the manufacturing
process are conducted in Country C by enpl oyees of FS who are

enpl oyed in Country M but who regularly travel to Country C. Branch
A, located in Country A is the only branch of FS. Product design

Wi th respect to Product X conducted by enpl oyees of FS located in
Country A is supplenental to the bulk of the design work, which is
done by enpl oyees of FS |ocated in Country M At all tines,

enpl oyees of Branch A control the raw materials, work-in-process and
fini shed goods. Enpl oyees of FS located in Country A also control
manuf acturing related | ogistics wth respect to Product X Country M
I nposes an effective rate of tax on sales incone of 10% Country A

I nposes an effective rate of tax on sales incone of 20% Neither the
remai nder of FS nor Branch A independently satisfies Sec. 1.954-
3(a)(4)(i). However, under the facts and circunstance of the

busi ness, FS as a whole (including Branch A) provides a substanti al
contribution to the manufacture of Product X within the neani ng of
Sec. 1.954-3(a)(4)(iv).

(ii1) Result. Based on the facts, neither the renai nder of FS nor
Branch A independently satisfies Sec. 1.954-3(a)(4)(i) with respect
to Product X, but FS, as a whole, provides a substanti al
contribution through the activities of its enployees to the
manuf act ure of Product X. The remai nder of FS and Branch A each
provide a contribution through the activities of enployees to the
manuf act ure of Product X Therefore, FS nust determ ne the | ocation
of manufacture under paragraph (b)(21)(ii)(c)(3)(iii) of this
section. The tested sales location is Country M because the
remai nder of FS perforns the selling activities with respect to
Product X. The tested manufacturing |ocation is the |ocation of
Branch A because the effective rate of tax inposed on the remai nder
of FS's sales incone by Country M (10% is |less than 90% of, and at
| east 5 percentage points |ess than, the effective rate of tax that
woul d apply to such incone in Country A (20%, and Branch Ais the
only branch that would, after applying Sec. 1.954-3(b)(21)(ii)(b),
be treated as a separate corporation. Although the activities of
traveling enpl oyees are considered in determ ning whether FS, as a
whol e, nmakes a substantial contribution to the manufacture of
Product X under Sec. 1.954-3(a)(4)(iv), the activities of the
enpl oyees of FS that are perfornmed in Country C are not taken into
consideration in determ ning whether Country M the jurisdiction
under the laws of which FS is organized, is the |ocation of
manuf act ure under paragraph (b)(1)(ii)(c)(3)(iii) of this section.
Activities of enployees perforned outside the jurisdiction in which
the controlled foreign corporation is organi zed and outside a
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| ocation in which the controlled foreign corporation maintains a
branch or simlar establishnment, are not considered in determning
the | ocation of manufacture. Under the facts and circunstances of

t he business, the activities of enployees of FS perforned in Country
M do not provide a denonstrably greater contribution to the
manuf act ure of Product X than the activities of enployees of FS
performed in Country A Therefore, the | ocation of nmanufacture is
Country A, the location of Branch A

(4) Use of nore than one branch to manufacture, produce,
construct,
grow, or extract separate itens of personal property. For purposes of
paragraphs (b)(1)(ii)(c)(2) and (b)(1)(ii)(c)(3) of this section, an
I tem of personal property refers to an individual unit of personal
property rather than a type or class of personal property.

(2) [Reserved]. For further guidance, see Sec. 1.954-3(b)(2).

(i) [Reserved]. For further guidance, see Sec. 1.954-3(b)(2)(i).

(a) Treatnent as separate corporations. [Reserved]. For further
gui dance, see Sec. 1.954-3(b)(2)(i)(a).

(b) Activities treated as perforned on behalf of the renai nder of
corporation. Wth respect to purchasing or selling activities
per fornmed
by or through the branch or simlar establishnent, such purchasing or
selling activities wll--

(1) Wth respect to personal property manufactured, produced, or
constructed by the remai nder of the controlled foreign corporation (or
any branch treated as the remai nder of the controlled foreign
corporation); or

(2) Wth respect to personal property (other than property
descri bed in paragraph (b)(2)(i)(b)(1) of this section) purchased or
sol d, or purchased and sold, by the renainder of the controll ed
foreign
corporation (or any branch treated as the remai nder of the controlled
foreign corporation), be treated on behalf of the remainder of the
controlled foreign corporation.

(c) [Reserved]. For further guidance, see Sec. 1.954-
3(b) (2) (i) (c).

(d) Determ nation of hypothetical tax. To the extent applicable,
the principles of Sec. 1.954-1(d)(2) shall be used in determ ning,
under paragraph (b)(1)(i) of this section and Sec. 1.954-3(b)(1) (i),
the effective rate of tax which would apply to the incone of the
branch
or simlar establishnment under the | aws of the
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country in which the controlled foreign corporation is created or
organi zed, or in determ ning, under paragraph (b)(1)(ii) of this
section and Sec. 1.954-3(b)(1)(ii), the effective rate of tax which
woul d apply to the inconme of the branch or simlar establishnment under
the laws of the country in which the manufacturing, producing,
constructing, growi ng, or extracting branch or simlar establishnent
S
| ocat ed.

(e) [Reserved]. For further guidance, see Sec. 1.954-
3(b)(2) (i) (e).

(ii1) [Reserved]. For further guidance, see Sec. 1.954-3(b)(2)(ii).

(a) Treatnent as separate corporations. The branch or simlar

establishnment will be treated as a wholly owned subsidiary corporation
of the controlled foreign corporation, and such branch or simlar
establishnment will be deened to be incorporated in the country in

whi ch

it is located. For purposes of applying the rules of this paragraph
(b)(2)(ii) and Sec. 1.954-3(b)(2)(ii), a branch or simlar
establ i shnent of a controlled foreign corporation treated as a
Separate

corporation purchasing or selling on behalf of the remainder of the
controlled foreign corporation under paragraph (b)(2)(ii)(b) of this
section, or the remainder of the controlled foreign corporation
treated

as a separate corporation purchasing or selling on behalf of a branch
or simlar establishnent of the controlled foreign corporation under
Sec. 1.954-3(b)(2)(ii)(c), wll include any other branch or simlar
establ i shnent or remainder of the controlled foreign corporation that
woul d not be treated as a separate corporation (apart fromthe branch
or simlar establishnent of a controlled foreign corporation that is
treated as perform ng purchasing or selling activities on behal f of

t he

remai nder of the controlled foreign corporation under paragraph
(b)(2)(ii)(b) of this section or the remainder of the controlled
foreign corporation that is treated as perform ng purchasing or
selling

activities on behalf of the branch or simlar establishnment under
Sec.

1.954-3(b)(2)(ii)(c)) if the effective rate of tax inposed on the

I nconme of the purchasing or selling branch or simlar establishnent,
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or
purchasing or selling remai nder of the controlled foreign corporation,
were tested under the principles of Sec. 1.954-3(b)(1)(i)(b) or
(b)(1)(ii)(b) against the effective rate of tax that would apply to
such incone if it were considered derived by such other branch or
simlar establishnment or the renmai nder of the controlled foreign

cor porati on.

(b) Activities treated as perforned on behalf of the renai nder of
corporation. Wth respect to purchasing or selling activities
per fornmed
by or through the branch or simlar establishnent, such purchasing or
selling activities wll--

(1) Wth respect to personal property manufactured, produced, or
constructed by the remai nder of the controlled foreign corporation (or
any branch treated as the remai nder of the controlled foreign
corporation); or

(2) Wth respect to personal property (other than property
descri bed in paragraph (b)(2)(ii)(b)(1) of this section) purchased or
sol d, or purchased and sold, by the renainder of the controlled
foreign
corporation (or any branch treated as the remai nder of the controlled
foreign corporation), be treated as perforned on behalf of the
remai nder of the controlled foreign corporation,

(c) and (d) [Reserved]. For further guidance, see Sec. 1.954-
3(b)(2)(ii)(c) and (d).

(e) Conparison with ordinary treatnent. |Incone derived by a branch
or simlar establishnent, or by the remai nder of the controlled
foreign
corporation, shall not be determned to be foreign base conpany sal es
I ncone under paragraph (b) of this section or Sec. 1.954-3(b) if the
I ncone would not be so considered if it were derived by a separate
controlled foreign corporation under |ike circunstances.

(f) [Reserved]. For further guidance, see Sec. 1.954-

3(b)(2) (11)(f).

(3) [Reserved]. For further guidance, see Sec. 1.954-3(b)(3).

(4) Illustrations. The application of this paragraph (b)(4) may be
Illustrated by the foll owm ng exanpl es:

Exanples (1) and (2). [Reserved]. For further gui dance, see Sec.
1.954-3(b)(4) Exanples (1) and (2).

Exanple (3). (i) Facts. Corporation E, a controlled foreign

corporation incorporated under the laws of foreign Country X, is a
whol |y owned subsidiary of Corporation D, also a controlled foreign
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corporation incorporated under the |aws of Country X. Corporation E
mai ntains Branch B in foreign Country Y. Both corporations use the
cal endar 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 Corporation D, a related
person, and the sale of the articles through Branch B to unrel ated
persons. One hundred percent of the articles sold through Branch B
are sold for use outside Country X and 90 percent are also sold for
use outside of Country Y. The incone of Corporation E derived by
Branch B from such transactions is taxed to Corporation E by Country
Xonly at the tinme Corporation E distributes such incone to
Corporation D and is taxed on the basis of what the tax (a 40
percent effective rate) would have been if the incone had been
derived in 1964 by Corporation E from sources within Country X from
doi ng busi ness through a permanent establishnent therein. Country Y
| evies an incone tax at an effective rate of 50 percent on incone
derived from sources within such country, but the income of Branch B
for 1964 is effectively taxed by Country Y at a 5 percent rate since
under the Iaws of such country, only 10 percent of Branch B' s incone
I's derived fromsources within such country. Corporation E nakes no
di stributions to Corporation D in 1964.

(ii) Result. In determning foreign base conpany sal es i ncone of
Corporation E for 1964, Branch B is treated as a separate whol |y
owned subsidiary corporation of Corporation E, the 5 percent rate of
tax being | ess than 90 percent of, and at |east 5 percentage points
| ess than the 40 percent rate. Incone derived by Branch B, treated
as a separate corporation, fromthe purchase froma rel ated person
(Corporation D), of personal property manufactured outside of
Country Y and sold for use, disposition, or consunption outside of
Country Y constitutes foreign base conpany sales incone. |f,

I nstead, Corporation D were unrelated to Corporation E, none of the
I ncone woul d be foreign base conpany sal es i ncone because
Corporation E would be purchasing fromand selling to unrel ated
persons and if Branch B were treated as a separate corporation it
woul d |'i kewi se be purchasing fromand selling to unrel ated persons.
Alternatively, if Corporation D were related to Corporation E, but
Branch B manufactured the articles prior to sale under the
principles of Sec. 1.954-3(a)(4)(iv), the inconme would not be
forei gn base conpany sal es incone because Branch B, treated as a
separate corporation, would qualify for the manufacturing exception
under Sec. 1.954-3(a)(4).

Exanpl es (4) through (7) [Reserved]. For further guidance, see
Sec. 1.954-3(b)(4) Exanples (4) through (7).
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Exanple (8). Uniformy applicable incentive tax rate in one
country. (i) Facts. FSis a controlled foreign corporation organi zed
in Country M FS operates one branch, Branch A, located in Country
A. Branch A manufactures Product X within the neani ng of Sec.
1.954-3(a)(4)(ii) or (a)(4)(ii1). Raw materials used in the
manuf act ure of Product X are purchased by FS from an unrel ated
person. FS engages in activities in Country Mto sell Product X to a
rel ated person for use outside of Country M Enpl oyees of FS | ocated
in Country Mperformonly sales functions. The effective rate
I nposed in Country Mon the incone fromthe sale of Product X is
10% Country A generally inposes an effective rate of tax on incone
of 20% but inposes a uniformy applicable incentive rate of tax of
10% on manufacturing incone and rel ated sal es i ncone.

(ii) Result. The use of Branch A to manufacture Product X does
not have substantially the sane tax effect as if Branch A were a
whol | y owned subsidiary corporation of FS because the effective rate
of tax on FS's sales incone fromthe sale of Product X in Country M
(109 is not less than 90% of, and at |east 5 percentage points |ess
than, the effective rate of tax that would apply to such incone in
the country in

[[ Page 79354]]

which Branch Ais |ocated (10% . Consequently, pursuant to Sec.
1.954-3(b)(1)(ii)(b), Branch Ais not treated as a separate
corporation apart fromthe remai nder of FS for purposes of
determ ni ng foreign base conpany sal es i ncone.

Exanple (9). Manufacturing activities performed by nultiple
branches, no branch independently satisfies Sec. 1.954-3(a)(4)(i),
selling activities perfornmed by remai nder of the controlled foreign
corporation, branch manufacturing activities included in renai nder
contribution. (i) Facts. FS, a controlled foreign corporation
organi zed in Country M has two branches, Branch A and Branch B,
| ocated in Country A and Country B respectively. FS purchases raw
materials froma related person. The raw naterials are nanufactured
(under the principles of Sec. 1.954-3(a)(4)(ii) or (a)(4)(iii))
into Product X by CM an unrel ated corporation, pursuant to a
contract manufacturing arrangenent. CM physically perforns the
substantial transfornation, assenbly, or conversion required to
manuf act ure Product X outside of FS' s country of organization. FS
manages the manufacturing costs and capacities with respect to the
manuf act ure of Product X through enpl oyees located in Country M
Further, enployees of FS |ocated in Country M oversee the
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coordi nati on between the branches. Branch A, through the activities
of enployees of FS |ocated in Country A, designs Product X, controls
manuf acturing related | ogistics, and controls the raw materi als and
wor k-i n-process during the manufacturing process. Branch B, through
the activities of enployees of FS located in Country B, provides
quality control and oversight and direction during the manufacturing
process. Enpl oyees of FS located in Country Msell Product X to
unrel ated persons for use outside of Country M Country M inposes an
effective rate of tax on sales income of 10% Country A inposes an
effective rate of tax on sales incone of 12% and Country B inposes
an effective rate of tax on sales incone of 24% None of the
remai nder of FS, Branch A, or Branch B i ndependently satisfies Sec.
1.954-3(a)(4)(i). However, under the facts and circunstances of the
busi ness, FS, as a whole, provides a substantial contribution to the
manuf act ure of Product X within the neaning of Sec. 1.954-
3(a)(4)(iv). Under the facts and circunstances of the business, the
activities of the remai nder of FS and Branch A, if consi dered
toget her, would not provide a denonstrably greater contribution to
t he manufacture of Product X than the activities of Branch B. Under
the facts and circunstances of the business, however, the activities
of the enpl oyees of the renmai nder of FS and Branch A, if considered
together, would constitute a substantial contribution to the
manuf act ure of Product X

(ii1) Result. Based on the facts, neither the renmainder of FS
(through activities of its enployees in Country M nor any branch of
FS i ndependently satisfies Sec. 1.954-3(a)(4)(i) wth respect to
Product X, but FS, as a whole, provides a substantial contribution
through the activities of its enployees to the manufacture of
Product X. The remai nder of FS, Branch A, and Branch B each provide
a contribution through the activities of enployees to the
manuf acture of Product X. Therefore, FS nust determ ne the |ocation
of manufacture under paragraph (b)(21)(ii)(c)(3)(iii) of this
section. The tested sales location is Country M because the
remai nder of FS perforns the selling activities with respect to
Product X. The location of Branch B is the tested manufacturing
| ocation because the effective rate of tax inposed on FS' s sal es
I ncome by Country M (10% is |less than 90% of, and at |least 5
percentage points less than, the effective rate of tax that woul d
apply to such incone in Country B (24%; and Branch B is the only
manuf act uri ng branch that would, after applying Sec. 1.954-
3(b)(1)(ii)(b), be treated as a separate corporation. The
manuf acturing activities performed in Country Awll be included in
the contribution of the remai nder of FS for purposes of determ ning
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the | ocation of manufacture of Product X because the effective rate
of tax inposed on the sales incone by Country M (10% is not |ess
than 90% of, and at | east 5 percentage points |ess than, the
effective rate of tax that would apply to such incone in Country A
(12% . Under the facts and circunstances of the business, the

manuf acturing activities of the remai nder of FS and Branch A,

consi dered together, would not provide a denonstrably greater
contribution to the manufacture of Product X than the activities of
Branch B. Therefore, the |ocation of manufacture is Country B, the
| ocation of Branch B. In determning that Country Bis the | ocation
of manufacture, it was determ ned that after applying Sec. 1.954-
3(b)(1)(iit)(b) Branch B would be treated as a separate corporation
under paragraph (b)(1)(ii)(a) of this section for purposes of
determ ning forei gn base conpany sales incone. To determ ne whet her
I ncone fromthe sale of Product X is foreign base conpany sal es

I ncone, the remainder of FS takes into account the activities of
Branch A because, under paragraph (b)(2)(ii)(a) of this section,
Branch A woul d not be treated as a separate corporation apart from
FS. The remai nder of FS is considered to have manufactured Product X
under Sec. 1.954-3(a)(4)(i) because the manufacturing activities of
the remai nder of FS and Branch A, considered together, would nake a
substantial contribution to the manufacture of Product X within the
nmeani ng of Sec. 1.954-3(a)(4)(iv). Therefore, incone derived from
the sale of Product X by the remainder of FS does not constitute
forei gn base conpany sal es i ncone.

(c) [Reserved]. For further guidance, see Sec. 1.954-3(c).

(d) [Reserved]. For further guidance, see Sec. 1.954-3(d).

(e) Effective/applicability date of tenporary regul ations.
Paragraphs (b) (1) (i)(c), (b)(1)(ii)(a), (b)(1)(ii)(c), (b)(2)(i)(b),
(b)(2)(ii)(a), (b)(2)(ii)(b), (b)(2)(ii)(e), and (b)(4) Exanple (3),
Exanple (8), and Exanple (9) of this section shall apply to taxable
years of controlled foreign corporations beginning after June 30,
2009,
and for taxable years of United States shareholders in which or with
whi ch such taxable years of the controlled foreign corporations end.

(f) Application of tenporary regulations to earlier taxable years.
For the application of these tenporary regulations retroactively with
respect to taxable years of controlled foreign corporations and to
open
taxabl e years of United States shareholders in which or with which
such
t axabl e years of the controlled foreign corporations end, see Sec.
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1.954-3(d).
(g) Expiration date. The applicability of this section expires on
or before Decenber 23, 2011.

Linda E. Stiff,

Deputy Conmm ssioner for Services and Enforcenent.
Approved: Decenber 18, 2008.

Eri c Sol onon,

Assi stant Secretary of the Treasury (Tax Policy).

[ FR Doc. E8-30727 Filed 12-24-08; 8:45 anm
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