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country levies an income tax on only the in-
come derived from sources within such coun-
try, and all income derived in 1963 by the 
home office, branch B, and branch C, respec-
tively, is derived from sources within coun-
tries X, Y, and Z, respectively. The income 
and income taxes of A Corporation for 1963 
are as follows: 

X Country Y Country Z Country 

Income of: 
Home office .... $200,000 .................... ....................
Branch B ........ .................... $100,000 ....................
Branch C ........ .................... .................... $100,000 

Income tax ......... $100,000 $20,000 $20,000 
Effective rate of 

tax .................. 50% 20% 20% 

By applying subparagraph (1)(i) of this para-
graph and by treating branch B as though it 
were the only branch of A Corporation, 
branch B is treated as a separate wholly 
owned subsidiary corporation of A Corpora-
tion in determining foreign base company 
sales income of A Corporation for 1963, the 20 
percent rate of tax on the income of such 
branch being less than 90 percent of, and at 
least 5 percentage points less than, the 50 
percent rate of tax which would apply to the 
income of branch B under the laws of coun-
try X if, under the laws of such country, all 
the income of A Corporation for 1963 derived 
through the home office and branch B were 
derived from sources within country X. 
Moreover, by applying subparagraph (1)(i) of 
this paragraph and by treating branch C as 
though it were the only branch of A Corpora-
tion, branch C is treated as a separate whol-
ly owned subsidiary corporation of A Cor-
poration, the 20 percent rate of tax on the in-
come of such branch being less than 90 per-
cent of, and at least 5 percentage points less 
than, the 50 percent rate of tax which would 
apply to the income of branch C under the 
laws of country X if, under the laws of such 
country, all the income of A Corporation for 
1963 derived through the home office and 
branch C were derived from sources within 
country X. The income derived by branch B 
and branch C, respectively, each treated as a 
separate corporation, from the sale by or 
through each of them for use, consumption, 
or disposition outside country Y and country 
Z, respectively, is treated as income from 
the sale of personal property on behalf of A 
Corporation, a related person, and con-
stitutes foreign base company sales income 
for 1963. The home office of A Corporation, 
treated as a separate corporation, derives no 
foreign base company sales income for 1963 
since it produces the articles which are sold. 

Example 6 [Reserved] 
Example 7 [Reserved] 

(c) Effective/applicability date. Para-
graphs (a)(1)(i), (a)(1)(iii) Example 1, 
(a)(1)(iii) Example 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 begin-
ning after June 30, 2009, and for taxable 
years of United States shareholders in 
which or with which such taxable years 
of the controlled foreign corporations 
end. 

(d) Application of regulations to earlier 
taxable years. A taxpayer may choose to 
apply these regulations and the regula-
tions under § 1.954–3T retroactively 
with respect to its open taxable years. 
The taxpayer may so choose if and only 
if the taxpayer and all members of the 
taxpayer’s affiliated group (within the 
meaning of § 1504(a)) apply both these 
regulations and the regulations under 
§ 1.954–3T, in their entirety, to the ear-
liest taxable year of each controlled 
foreign corporation that ends with or 
within an open taxable year of the tax-
payer and to all subsequent taxable 
years of the taxpayer. 

[T.D. 6734, 29 FR 6392, May 15, 1964, as amend-
ed by T.D. 7545, 43 FR 32754, May 8, 1978; T.D. 
7893, 48 FR 22508, May 19, 1983; T.D. 7894, 48 
FR 22523, May 19, 1983; T.D. 9008, 67 FR 48025, 
July 23, 2002; T.D. 9438, 73 FR 79344, T.D. 9438, 
Dec. 29, 2008; 74 FR 11844, Mar. 20, 2009] 

§ 1.954–3T Foreign base company sales 
income (temporary). 

(a) Through (b)(1)(i)(b) [Reserved] For 
further guidance, see § 1.954–3(a) 
through (b)(1)(i)(b). 

(c) Use of more than one branch. If a 
controlled foreign corporation carries 
on purchasing or selling activities by 
or through more than one branch or 
similar establishment located outside 
the country under the laws of which 
such corporation is created or orga-
nized, then § 1.954–3(b)(1)(i)(b) shall be 
applied separately to the income de-
rived by each such branch or similar 
establishment (by treating such pur-
chasing or selling branch or similar es-
tablishment as if it were the only 
branch or similar establishment of the 
controlled foreign corporation and as if 
any such other branches or similar es-
tablishments were separate corpora-
tions) in determining whether the use 
of such branch or similar establish-
ment has substantially the same tax 
effect as if such branch or similar es-
tablishment were a wholly owned sub-
sidiary corporation of the controlled 

VerDate Mar<15>2010 16:23 Apr 26, 2011 Jkt 223093 PO 00000 Frm 00332 Fmt 8010 Sfmt 8010 Q:\26\26V10 ofr150 PsN: PC150



323 

Internal Revenue Service, Treasury § 1.954–3T 

foreign corporation. See paragraph 
(b)(1)(ii)(c)(1) of this section for rules 
applicable to a controlled foreign cor-
poration that carries on purchase or 
sales activities by or through one or 
more branches or similar establish-
ments in addition to carrying on manu-
facturing activities by or through one 
or more branches or similar establish-
ments. 

(ii) Manufacturing branch—(a) In gen-
eral. If a controlled foreign corporation 
carries on manufacturing, producing, 
constructing, growing, or extracting 
activities by or through a branch or 
similar establishment located outside 
the country under the laws of which 
such corporation is created or orga-
nized and the use of the branch or simi-
lar establishment for such activities 
with respect to personal property pur-
chased or sold by or through the re-
mainder of the controlled foreign cor-
poration has substantially the same 
tax effect as if the branch or similar es-
tablishment were a wholly owned sub-
sidiary corporation of such controlled 
foreign corporation, the branch or 
similar establishment and the remain-
der of the controlled foreign corpora-
tion will be treated as separate cor-
porations for purposes of determining 
foreign base company sales income of 
such corporation. See section 954(d)(2). 
The provisions of this paragraph 
(b)(1)(ii) and § 1.954–3(b)(1)(ii)(b) will 
apply only if the controlled foreign 
corporation (including any branches or 
similar establishments of such con-
trolled foreign corporation) manufac-
tures, produces, or constructs such per-
sonal property within the meaning of 
§ 1.954–3(a)(4)(i), or carries on growing 
or extracting activities with respect to 
such personal property. 

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

(c) Use of more than one branch—(1) 
Use of one or more sales or purchase 
branches in addition to a manufacturing 
branch. If, with respect to personal 
property manufactured, produced, con-
structed, grown, or extracted by or 
through a branch or similar establish-
ment located outside the country 
under the laws of which the controlled 
foreign corporation is created or orga-
nized, purchasing or selling activities 
are carried on by or through more than 

one branch or similar establishment, or 
by or through one or more branches or 
similar establishments located outside 
such country, of such corporation, then 
§ 1.954–3(b)(1)(ii)(b) shall be applied sep-
arately to the income derived by each 
such purchasing or selling branch or 
similar establishment (by treating 
such purchasing or selling branch or 
similar establishment as though it 
alone were the remainder of the con-
trolled foreign corporation) for pur-
poses of determining whether the use 
of such manufacturing, producing, con-
structing, growing, or extracting 
branch or similar establishment has 
substantially the same tax effect as if 
such branch or similar establishment 
were a wholly owned subsidiary cor-
poration of the controlled foreign cor-
poration. If this rule applies, the sales 
or purchase branch rules contained in 
paragraph (b)(1)(i)(c) of this section and 
§ 1.954–3(b)(1)(i) do not apply. The appli-
cation of this paragraph (b)(1)(ii)(c)(1) 
is illustrated by the following example: 

Example. All activities of controlled foreign 
corporation conducted through sales branches 
and manufacturing branch. (i) Facts. FS, a 
controlled foreign corporation organized 
under the laws of country M, operates three 
branches. Branch A, located in country A, 
manufactures Product X under the principles 
of § 1.954–3(a)(4)(i). Branch B, located in 
Country B, sells Product X manufactured by 
Branch A to customers for use outside of 
Country B. Branch C, located in Country C 
sells Product X manufactured by Branch A 
to customers for use outside of Country C. 
FS does not conduct any manufacturing or 
selling activities apart from the activities of 
Branches A, B and C. Country M imposes an 
effective rate of tax on sales income of 0%. 
Country A imposes an effective rate of tax 
on sales income of 20%. Country B imposes 
an effective rate of tax on sales income of 
20%. Country C imposes an effective rate of 
tax on sales income of 18%. 

(ii) Result. Pursuant to this paragraph 
(b)(1)(ii)(c)(1), § 1.954–3(b)(1)(ii)(b) is applied to 
the sales income derived by Branch B by 
treating Branch B as though it alone were 
the remainder of the controlled foreign cor-
poration. The use of Branch B does not have 
the same tax effect as if Branch B were a 
wholly owned subsidiary of FS because the 
tax rate applicable to the income allocated 
to Branch B under § 1.954–3(b)(1)(ii)(b) (20%) is 
not less than 90 percent of, and at least 5 per-
centage points less than, the effective rate of 
tax which would apply to such income under 
the laws of Country A (20%), the country in 
which Branch A is located. Section 1.954– 
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3(b)(1)(ii)(b) is applied separately to the sales 
income derived by Branch C by treating 
Branch C as though it alone were the re-
mainder of the controlled foreign corpora-
tion. The use of Branch C does not have the 
same tax effect as if Branch C were a wholly 
owned subsidiary of FS because the tax rate 
applicable to the income allocated to Branch 
C under § 1.954–3(b)(1)(ii)(b) (18%) is not less 
than 90 percent of, and at least 5 percentage 
points less than, the effective rate of tax 
which would apply to such income 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 rules under 
paragraph (b)(1)(i)(c) of this section and 
§ 1.954–3(b)(1)(i) for determining whether a 
sales or purchase branch is treated as a sepa-
rate corporation from the remainder of the 
controlled foreign corporation do not apply. 

(2) Use of more than one branch to 
manufacture, produce, construct, grow, or 
extract separate items of personal prop-
erty. If a controlled foreign corporation 
carries on manufacturing, producing, 
constructing, growing, or extracting 
activities with respect to separate 
items of personal property by or 
through more than one branch or simi-
lar establishment located outside the 
country under the laws of which such 
corporation is created or organized, 
then paragraph (b)(1)(ii)(c) of this sec-
tion and § 1.954–3(b)(1)(ii)(b) will be ap-
plied separately to each such branch or 
similar establishment (by treating 
such manufacturing branch or similar 
establishment as if it were the only 
such branch or similar establishment 
of the controlled foreign corporation 
and as if any other such branches or 
similar establishments were separate 
corporations) for purposes of deter-
mining whether the use of such branch 
or similar establishment has substan-
tially the same tax effect as if such 
branch or similar establishment were a 
wholly owned subsidiary corporation of 
the controlled foreign corporation. The 
application of this paragraph 
(b)(1)(ii)(c)(2) is illustrated by the fol-
lowing example: 

Example. Multiple branches that satisfy 
§ 1.954–3(a)(4)(i). (i) Facts. FS is a controlled 
foreign corporation organized in Country M. 
FS operates two branches, Branch A and 
Branch B located in Country A and Country 
B, respectively. Branch A and Branch B each 
manufacture separate items of personal 
property (Product X and Product Y, respec-
tively) within the meaning of § 1.954– 
3(a)(4)(ii) or (iii). Raw materials used in the 

manufacture of Product X and Product Y are 
purchased by FS from an unrelated person. 
FS engages in activities in Country M to sell 
Product X and Product Y to a related person 
for use, disposition or consumption outside 
of Country M. Employees of FS located in 
Country M perform only sales functions. The 
effective rate of tax imposed in Country M 
on the income from the sales of Product X 
and Product Y is 10%. Country A imposes an 
effective rate of tax on sales income of 20%. 
Country B imposes an effective rate of tax on 
sales income of 12%. 

(ii) Result. Pursuant to this paragraph 
(b)(1)(ii)(c)(2), § 1.954–3(b)(1)(ii)(b) is applied 
separately to Branch A and Branch B with 
respect to the sales income of FS attrib-
utable to Product X (manufactured by 
Branch A) and Product Y (manufactured by 
Branch B). Because the effective rate of tax 
on FS’s sales income from the sale of Prod-
uct X in Country M (10%) is less than 90% of, 
and at least 5 percentage points less than, 
the effective rate of tax that would apply to 
such income in the country in which Branch 
A is located (20%), the use of Branch A to 
manufacture Product X has substantially 
the same tax effect as if Branch A were a 
wholly owned subsidiary corporation of FS. 
Because the effective rate of tax on FS’s 
sales income from the sale of Product Y in 
Country M (10%) is not less than 90% of, and 
at least 5 percentage points less than, the ef-
fective rate of tax that would apply to such 
income in the country in which Branch B is 
located (12%), the use of Branch B to manu-
facture Product Y does not have substan-
tially the same tax effect as if Branch B were 
a wholly owned subsidiary corporation of FS. 
Consequently, only Branch A is treated as a 
separate corporation apart from the remain-
der of FS for purposes of determining foreign 
base company sales income from the sales of 
Product X. 

(3) Use of more than one manufacturing 
branch, or one or more manufacturing 
branches and the remainder of the con-
trolled foreign corporation, to manufac-
ture, produce, or construct the same item 
of personal property—(i) In general. This 
paragraph (b)(1)(ii)(c)(3) applies to de-
termine the location of manufacture, 
production, or construction of personal 
property for purposes of applying 
§ 1.954–3(b)(1)(i)(b) or (b)(1)(ii)(b) where 
more than one branch (or similar es-
tablishment) of a controlled foreign 
corporation, or one or more branches 
(or similar establishments) of a con-
trolled foreign corporation and the re-
mainder of the controlled foreign cor-
poration, each engage in manufac-
turing, producing, or constructing ac-
tivities with respect to the same item 
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of personal property which is then sold 
by the controlled foreign corporation. 
This paragraph (b)(1)(ii)(c)(3) is applied 
separately with respect to the income 
derived by each purchasing or selling 
branch (or similar establishment) or 
purchasing or selling remainder of the 
controlled foreign corporation as pro-
vided under paragraphs (b)(1)(i) and 
(b)(1)(ii) of this section and §§ 1.954– 
3(b)(1)(i) and (b)(1)(ii). The location of 
manufacture, production, or construc-
tion is determined under paragraph 
(b)(1)(ii)(c)(3)(ii) of this section if one or 
more branches (or similar establish-
ments), or the remainder of the con-
trolled foreign corporation, independ-
ently satisfies § 1.954–3(a)(4)(i) with re-
spect to an item of personal property. 
The location of manufacture, produc-
tion, or construction is determined 
under paragraph (b)(1)(ii)(c)(3)(iii) of 
this section if none of the branches (or 
similar establishments), or the remain-
der of the controlled foreign corpora-
tion, independently satisfies § 1.954– 
3(a)(4)(i) with respect to an item of per-
sonal property, but the controlled for-
eign corporation as a whole makes a 
substantial contribution to the manu-
facture, production or construction of 
that property within the meaning of 
§ 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 manu-
facture, production, or construction of 
an item of personal property is deter-
mined under paragraph 
(b)(1)(ii)(c)(3)(iv) of this section. For 
purposes of this paragraph 
(b)(1)(ii)(c)(3), if multiple branches (or 
similar establishments) are located in 
a single jurisdiction, then the activi-
ties of those branches will be aggre-
gated for purposes of determining 
whether a branch or remainder of the 
controlled foreign corporation satisfies 
§ 1.954–3(a)(4)(i). 

(ii) Manufacture, production, or con-
struction in one or more locations. If only 
one branch (or similar establishment), 
or only the remainder of a controlled 
foreign corporation, independently sat-
isfies § 1.954–3(a)(4)(i) with respect to an 
item of personal property, then that 
branch (or similar establishment) or 
the remainder of the controlled foreign 
corporation will be the location of 
manufacture, production, or construc-

tion of that property for purposes of 
applying § 1.954–3(b)(1)(i)(b) or 
(b)(1)(ii)(b) to the income from the sale 
of that property. See paragraph 
(b)(1)(ii)(c)(3)(v) Example 1 of this sec-
tion. If more than one branch (or simi-
lar establishment), or one or more 
branches (or similar establishments) 
and the remainder of the controlled 
foreign corporation, each independ-
ently satisfy § 1.954–3(a)(4)(i) with re-
spect to an item of personal property, 
then the location of manufacture, pro-
duction, or construction of that prop-
erty for purposes of applying § 1.954– 
3(b)(1)(i)(b) or (b)(1)(ii)(b) will be the lo-
cation of that branch (or similar estab-
lishment) or the jurisdiction under the 
laws of which the remainder of the con-
trolled foreign corporation is organized 
that satisfies § 1.954–3(a)(4)(i) and that 
would, after applying § 1.954– 
3(b)(1)(ii)(b) to such branch (or similar 
establishment) or § 1.954–3(b)(1)(i)(b) to 
the remainder of the controlled foreign 
corporation, impose the lowest effec-
tive rate of tax on the income allocated 
to such branch or the remainder of the 
controlled foreign corporation under 
such section (that is, either § 1.954– 
3(b)(1)(i)(b) or (b)(1)(ii)(b)). See para-
graph (b)(1)(ii)(c)(3)(v) Example 2 of this 
section. 

(iii) No location independently satisfies 
manufacturing test. If none of the 
branches (or similar establishments) or 
the remainder of the controlled foreign 
corporation independently satisfies 
§ 1.954–3(a)(4)(i) with respect to an item 
of personal property but the controlled 
foreign corporation as a whole makes a 
substantial contribution to the manu-
facture, production, or construction of 
that property within the meaning of 
§ 1.954–3(a)(4)(iv), then for purposes of 
applying § 1.954–3(b)(1)(i)(b) or 
(b)(1)(ii)(b), the location of manufac-
ture, production, or construction with 
respect to the income derived by a pur-
chasing or selling branch (or similar 
establishment) or the purchasing or 
selling remainder of the controlled for-
eign corporation in connection with 
the purchase or sale of that property 
will be the ‘‘tested manufacturing loca-
tion’’ unless the ‘‘tested sales location’’ 
provides a demonstrably greater con-
tribution to the manufacture, produc-
tion, or construction of the property. 
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The tested manufacturing location is 
the location of any branch (or similar 
establishment) or remainder of the 
controlled foreign corporation that 
contributes to the manufacture, pro-
duction, or construction of the per-
sonal property, if any, that would, 
after applying § 1.954–3(b)(1)(ii)(b) to 
such branch (or similar establishment) 
or § 1.954–3(b)(1)(i)(b) to the remainder 
of the controlled foreign corporation, 
be treated as a separate corporation 
and would impose the lowest effective 
rate of tax on the income allocated to 
such branch (or similar establishment) 
or to the remainder of the controlled 
foreign corporation under such section 
(that is, either § 1.954–3(b)(1)(ii)(b) or 
(b)(1)(i)(b)). The tested sales location is 
the location of the purchasing or sell-
ing branch (or similar establishment) 
or the remainder of the controlled for-
eign corporation by or through which 
the purchasing or selling activities are 
carried on with respect to the personal 
property. For purposes of this para-
graph (b)(1)(ii)(c)(3)(iii), the contribu-
tion to the manufacture, production, or 
construction of the personal property 
by the tested sales location will be 
deemed to include the activities of any 
branch (or similar establishment) or 
remainder of the controlled foreign 
corporation that would not be treated 
as a corporation separate from the 
tested sales location after the applica-
tion of § 1.954–3(b)(1)(ii)(b) or (b)(1)(i)(b). 
For purposes of this paragraph 
(b)(1)(ii)(c)(3)(iii), the contribution of 
the tested manufacturing location to 
the manufacture, production, or con-
struction of the personal property will 
be deemed to include any activities of 
any branch (or similar establishment) 
or remainder of the controlled foreign 
corporation that would be treated as a 
corporation separate from the tested 
sales location after the application of 
§ 1.954–3(b)(1)(ii)(b) or (b)(1)(i)(b). 
Whether the tested sales location pro-
vides a demonstrably greater contribu-
tion to the manufacture, production, or 
construction of the personal property 
is determined by weighing the relative 
contributions to the manufacture, pro-
duction, or construction of that prop-
erty by the tested sales location and 
the tested manufacturing location 
under the facts and circumstances test 

provided in § 1.954–3(a)(4)(iv). See 
(b)(1)(ii)(c)(3)(v) Examples 3, 4, 5, and 6 
of this section. If the tested sales loca-
tion provides a demonstrably greater 
contribution to the manufacture, pro-
duction, or construction of the per-
sonal property than the tested manu-
facturing location or if there is no test-
ed manufacturing location, then the 
tested sales location is the location of 
manufacture, production, or construc-
tion of that property and the rules of 
paragraph (b)(1)(ii)(a) of this section 
and § 1.954–3(b)(1)(i)(a) will not apply 
with respect to the income derived by 
the tested sales location in connection 
with the purchase or sale of that prop-
erty and the use of that purchasing or 
selling branch (or similar establish-
ment) or the purchasing or selling re-
mainder will not result in a branch 
being treated as a separate corporation 
for purposes of paragraph (b)(2)(ii) of 
this section or § 1.954–3(b)(2)(ii). 

(iv) Location of activity. For purposes 
of paragraph (b)(1)(ii)(c)(3) of this sec-
tion, the location of any activity with 
respect to the manufacture, produc-
tion, or construction of an item of per-
sonal property is the location where 
the employees of the controlled foreign 
corporation perform such activity. For 
example, the location of any activity 
concerning intellectual property is de-
termined based on where employees of 
the controlled foreign corporation de-
velop, or direct the use or development 
of, the intellectual property, not on the 
formal assignment of that intellectual 
property. 

(v) Examples. The following examples 
illustrate the application of this para-
graph (b)(1)(ii)(c)(3): 

Example 1. Multiple branches contribute to 
the manufacture of a single product, only one 
branch satisfies § 1.954–3(a)(4)(i). (i) Facts. FS 
is a controlled foreign corporation organized 
in Country M. FS operates three branches, 
Branch A, Branch B, and Branch C, located 
respectively in Country A, Country B, and 
Country C. Branch A, Branch B, and Branch 
C each performs different manufacturing ac-
tivities with respect to the manufacture of 
Product X. Branch A, through the activities 
of employees of FS located in Country A, de-
signs Product X. Branch B, through the ac-
tivities of employees of FS located in Coun-
try B, provides quality control and oversight 
and direction. Branch C, through the activi-
ties of employees of FS located in Country C, 
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manufactures Product X (within the mean-
ing of § 1.954–3(a)(4)(ii) or (a)(4)(iii)) using the 
designs developed 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 
§ 1.954–3(a)(4)(i). Employees of FS located in 
Country M purchase the raw materials used 
in the manufacture of Product X from a re-
lated person and control the work-in-process 
and finished goods throughout the manufac-
turing process. Employees of FS located in 
Country M also manage the manufacturing 
costs and capacities related to Product X. 
Further, employees of FS located in Country 
M oversee the coordination between the 
branches. The activities of the remainder of 
FS in Country M do not independently sat-
isfy § 1.954–3(a)(4)(i). Employees of FS located 
in Country M sell Product X to unrelated 
persons for use outside of Country M. The 
sales income from the sale of Product X is 
taxed in Country M at an effective rate of 
tax of 10%. Country C imposes an effective 
rate of tax of 20% on sales income. 

(ii) Result. Country C is the location of 
manufacture for purposes of applying § 1.954– 
3(b)(1)(ii)(b) because only the activities of 
Branch C independently satisfy § 1.954– 
3(a)(4)(i). The use of Branch C has substan-
tially the same tax effect as if Branch C were 
a wholly owned subsidiary corporation of FS 
because the effective rate of tax on the sales 
income (10%) is less than 90% of, and at least 
5 percentage points less than, the effective 
rate of tax that would apply to such income 
in the country in which Branch C is located 
(20%). Therefore, sales of Product X by the 
remainder of FS are treated as sales on be-
half of Branch C. In determining whether the 
remainder of FS will qualify for the manu-
facturing exception under § 1.954–3(a)(4)(iv), 
the activities of FS will include the activi-
ties of Branch A or Branch B, respectively, if 
each of those branches would not be treated 
as a separate corporation under § 1.954– 
3(b)(1)(ii)(b), if that paragraph were applied 
independently to each of Branch A and 
Branch B. See paragraph (b)(2)(ii)(a) of this 
section. 

Example 2. Multiple branches satisfy § 1.954– 
3(a)(4)(i) with respect to the same product sold 
by the controlled foreign corporation. (i) Facts. 
Assume the same facts as in Example 1, ex-
cept for the following. In addition to the de-
sign of Product X, Branch A also performs in 
Country A other manufacturing activities, 
including those ascribed to FS in Example 1, 
that are sufficient to qualify as manufac-
turing under § 1.954–3(a)(4)(iv) with respect to 
Product X. Country A imposes an effective 
rate of tax of 12% on sales income. 

(ii) Result. Branch A and Branch C through 
their activities each independently satisfy 
the requirements of § 1.954–3(a)(4)(i). There-
fore, § 1.954–3(b)(1)(ii)(b) is applied by com-
paring the effective rate of tax imposed on 

the income from the sales of Product X 
against the lowest effective rate of tax that 
would apply to the sales income in either 
Country A or Country C if § 1.954–3(b)(1)(ii)(b) 
were applied separately to Branch A and 
Branch C. Country A imposes the lower ef-
fective rate of tax, and therefore, Branch A 
is treated as the location of manufacture for 
purposes of applying § 1.954–3(b)(1)(ii)(b). The 
effective rate of tax in Country B is not con-
sidered because Branch B does not satisfy 
§ 1.954–3(a)(4)(i). Neither Branch A nor 
Branch C is treated as a separate corporation 
because the effective rate of tax on the sales 
income of FS from the sale of Product X 
(10%) is not less than 90% of, and at least 5 
percentage points less than, the effective 
rate of tax that would apply to such income 
in the country in which Branch A is located 
(12%). Sales of Product X by the remainder 
of the controlled foreign corporation are not 
treated as made on behalf of any branch. 

Example 3. Determining the location of manu-
facture when manufacturing activities per-
formed by multiple branches and no branch 
independently satisfies § 1.954–3(a)(4)(i). (i) 
Facts. FS, a controlled foreign corporation 
organized in Country M, purchases raw ma-
terials from a related person. The raw mate-
rials are manufactured (under the principles 
of § 1.954–3(a)(4)(ii) or (a)(4)(iii)) into Product 
X by CM, an unrelated corporation, pursuant 
to a contract manufacturing arrangement. 
CM physically performs the substantial 
transformation, assembly, 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 employ-
ees of FS located in Country A, designs Prod-
uct X. Branch B, through the activities of 
employees of FS located in Country B, con-
trols manufacturing related logistics, pro-
vides oversight and direction during the 
manufacturing process, and controls the raw 
materials and work-in-process. FS manages 
the manufacturing costs and capacities re-
lated to the manufacture of Product X 
through employees located in Country M. 
Further, employees of FS located in Country 
M oversee the coordination between the 
branches. Employees of FS located in Coun-
try M also sell Product X to unrelated per-
sons for use outside of Country M. Country 
M imposes an effective rate of tax on sales 
income of 10%. Country A imposes an effec-
tive rate of tax on sales income of 20%, and 
Country B imposes an effective rate of tax on 
sales income of 24%. Neither the remainder 
of FS, nor any branch of FS independently 
satisfies § 1.954–3(a)(4)(i). However, under the 
facts and circumstances of the business, FS 
as a whole provides a substantial contribu-
tion to the manufacture of Product X within 
the meaning of § 1.954–3(a)(4)(iv). 

(ii) Result. Based on the facts, neither the 
remainder of FS (through the activities of 
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its employees in Country M) nor any branch 
of FS independently satisfies § 1.954–3(a)(4)(i) 
with respect to Product X, but FS, as a 
whole, provides a substantial contribution 
through the activities of its employees to 
the manufacture of Product X. The remain-
der of FS, Branch A, and Branch B each pro-
vides a contribution through the activities of 
employees to the manufacture of Product X. 
Therefore, FS must determine the location 
of manufacture under paragraph 
(b)(1)(ii)(c)(3)(iii) of this section. The tested 
sales location is Country M because the sell-
ing activities with respect to Product X are 
carried on by the remainder of FS. The loca-
tion of Branch A is the tested manufacturing 
location because the effective rate of tax im-
posed on FS’s sales income by Country M 
(10%) is less than 90% of, and at least 5 per-
centage points less than, the effective rate of 
tax that would apply to such income in 
Country A (20%), and Country A has the low-
est effective rate of tax among the manufac-
turing branches that would, after applying 
§ 1.954–3(b)(1)(ii)(b), be treated as a separate 
corporation. The activities of Branch B will 
be included in the contribution of Branch A 
for purposes of determining the location of 
manufacture of Product X because the effec-
tive rate of tax imposed on the sales income 
by Country M (10%) is less than 90% of, and 
at least 5 percentage points less than, the ef-
fective rate of tax that would apply to such 
income in Country B (24%). Under the facts 
and circumstances of the business, the ac-
tivities of the remainder of FS would not 
provide a demonstrably greater contribution 
to the manufacture of Product X than the 
activities of Branch A and Branch B, consid-
ered together. Therefore, the location of 
manufacture is Country A, the location of 
Branch A. 

Example 4. Manufacturing activities per-
formed by multiple branches, no branch inde-
pendently satisfies § 1.954–3(a)(4)(i), selling ac-
tivities carried on by remainder of the controlled 
foreign corporation, remainder contribution in-
cludes branch manufacturing activities.. (i) 
Facts. The facts are the same as Example 3, 
except that the effective rate of tax on sales 
income in Country B is 12%. In addition, 
under the facts of the particular business, 
the activities of employees of FS located in 
Country B and Country M, if considered to-
gether, would provide a demonstrably great-
er contribution to the manufacture of Prod-
uct X than the activities of employees of FS 
located in Country A. 

(ii) Result. Based on the facts, neither the 
remainder of FS (through activities of its 
employees in Country M) nor any branch of 
FS independently satisfies § 1.954–3(a)(4)(i) 
with respect to Product X, but FS, as a 
whole, provides a substantial contribution 
through the activities of its employees to 
the manufacture of Product X. The remain-
der of FS, Branch A, and Branch B each pro-

vide a contribution through the activities of 
their employees to the manufacture of Prod-
uct X. Therefore, FS must determine the lo-
cation of manufacture under paragraph 
(b)(1)(ii)(c)(3)(iii) of this section. The tested 
sales location is Country M because the sell-
ing activities with respect to Product X are 
carried on by the remainder of FS. The loca-
tion of Branch A is the tested manufacturing 
location because the effective rate of tax im-
posed on FS’s sales income by Country M 
(10%) is less than 90% of, and at least 5 per-
centage points less than, the effective rate of 
tax that would apply to such income in 
Country A (20%), and Branch A is the only 
branch that would, after applying § 1.954– 
3(b)(1)(ii)(b), be treated as a separate cor-
poration. The activities of Branch B will be 
included in the contribution of the remain-
der of FS for purposes of determining the lo-
cation of manufacture of Product X because 
the effective rate of tax imposed on the sales 
income by Country M (10%) is not less than 
90% of, and at least 5 percentage points less 
than, the effective rate of tax that would 
apply to such income in Country B (12%). 
Under a facts and circumstances analysis, 
considered together, the activities of Branch 
B and the remainder of FS would provide a 
demonstrably greater contribution to the 
manufacture of Product X than the activi-
ties of Branch A. Therefore, the rules of 
paragraph (b)(1)(ii)(a) of this section will not 
apply with respect to the income derived by 
the remainder of FS in connection with the 
sale of Product X, and neither Branch A nor 
Branch B will be treated as a separate cor-
poration for purposes of paragraph (b)(2)(ii) 
of this section and § 1.954–3(b)(2)(ii). 

Example 5. Manufacturing activities per-
formed by multiple branches, no branch inde-
pendently satisfies § 1.954–3(a)(4)(i), selling ac-
tivities carried on by remainder of the controlled 
foreign corporation and a sales branch. (i) 
Facts. The facts are the same as Example 3, 
except that sales of Product X are also car-
ried on through Branch D in Country D, and 
Country D imposes a 16% effective rate of 
tax on sales income. In addition, under the 
facts and circumstances of the business, the 
activities of employees of FS located in 
Country A and Country M, considered to-
gether, would provide a demonstrably great-
er contribution to the manufacture of Prod-
uct X than the activities of employees of FS 
located in Country B. 

(ii) Result. Based on the facts, neither the 
remainder of FS nor any branch of FS inde-
pendently satisfies § 1.954–3(a)(4)(i) with re-
spect to Product X, but FS, as a whole, pro-
vides a substantial contribution through the 
activities of its employees to the manufac-
ture of Product X. The remainder of FS, 
Branch A, and Branch B each provide a con-
tribution through the activities of their em-
ployees to the manufacture of Product X. 
Therefore, FS must determine the location 
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of manufacture under paragraph 
(b)(1)(ii)(c)(3)(iii) of this section. Further, 
pursuant to paragraph (b)(1)(ii)(c)(1) of this 
section, paragraph (b)(1)(ii)(c)(3)(iii) of this 
section must be applied separately to the 
sales income derived by the remainder of FS 
and Branch D respectively. The results with 
respect to income derived by the remainder 
of FS in connection with the sale of Product 
X in this Example 5 are the same as in Exam-
ple 3. However, paragraph (b)(1)(ii)(c)(3)(iii) of 
this section must also be applied with re-
spect to Branch D because the sale of Prod-
uct X is also carried on through Branch D. 
Thus, for purposes of that sales income, the 
location of Branch D is the tested sales loca-
tion. The location of Branch B is the tested 
manufacturing location because the effective 
rate of tax imposed on Branch D’s sales in-
come by Country D (16%) is less than 90% of, 
and at least 5 percentage points less than, 
the effective rate of tax that would apply to 
such income in Country B (24%), and Branch 
B is the only branch that would, after apply-
ing § 1.954–3(b)(1)(ii)(b), be treated as a sepa-
rate corporation. The manufacturing activi-
ties performed in Country M by the remain-
der of FS and the manufacturing activities 
performed in Country A by Branch A will be 
included in Branch D’s contribution to the 
manufacture of Product X for purposes of de-
termining the location of manufacture of 
Product X with respect to Branch D’s sales 
income because the effective rate of tax im-
posed on the sales income by Country D 
(16%) is not less than 90% of, and at least 5 
percentage points less than, the effective 
rate of tax that would apply to such income 
in Country M (10%) and Country A (20%). 
Under the facts and circumstances of the 
business, the activities of Branch D, Branch 
A, and the remainder of FS, considered to-
gether, would provide a demonstrably great-
er contribution to the manufacture of Prod-
uct X than the activities of Branch B. There-
fore, the rules of paragraph (b)(1)(ii)(a) of 
this section will not apply with respect to 
the income derived by Branch D in connec-
tion with the sale of Product X and the use 
of Branch D to sell Product X will not result 
in a branch being treated as a separate cor-
poration for purposes of paragraph (b)(2)(ii) 
of this section and § 1.954–3(b)(2)(ii). 

Example 6. Determining the location of manu-
facture when employees of remainder of con-
trolled foreign corporation travel to location of 
unrelated contract manufacturer to perform 
manufacturing activities. (i) Facts. FS, a con-
trolled foreign corporation organized in 
Country M, purchases raw materials from a 
related person. The raw materials are manu-
factured (under the principles of § 1.954– 
3(a)(4)(ii) or (a)(4)(iii)) into Product X by CM, 
an unrelated corporation, pursuant to a con-
tract manufacturing arrangement. CM phys-
ically performs the substantial trans-
formation, assembly, or conversion of the 

raw materials in Country C. Employees of 
FS located in Country M sell Product X to 
unrelated persons for use outside of Country 
M. Employees of FS located in Country M 
engage in product design, manage the manu-
facturing costs and capacities with respect 
to Product X, and direct the use of intellec-
tual property for the purpose of manufac-
turing Product X. Quality control and over-
sight and direction of the manufacturing 
process are conducted in Country C by em-
ployees of FS who are employed in Country 
M but who regularly travel to Country C. 
Branch A, located in Country A, is the only 
branch of FS. Product design with respect to 
Product X conducted by employees of FS lo-
cated in Country A is supplemental to the 
bulk of the design work, which is done by 
employees of FS located in Country M. At all 
times, employees of Branch A control the 
raw materials, work-in-process and finished 
goods. Employees of FS located in Country A 
also control manufacturing related logistics 
with respect to Product X. Country M im-
poses an effective rate of tax on sales income 
of 10%. Country A imposes an effective rate 
of tax on sales income of 20%. Neither the re-
mainder of FS nor Branch A independently 
satisfies § 1.954–3(a)(4)(i). However, under the 
facts and circumstance of the business, FS as 
a whole (including Branch A) provides a sub-
stantial contribution to the manufacture of 
Product X within the meaning of § 1.954– 
3(a)(4)(iv). 

(ii) Result. Based on the facts, neither the 
remainder of FS nor Branch A independently 
satisfies § 1.954–3(a)(4)(i) with respect to 
Product X, but FS, as a whole, provides a 
substantial contribution through the activi-
ties of its employees to the manufacture of 
Product X. The remainder of FS and Branch 
A each provide a contribution through the 
activities of employees to the manufacture 
of Product X. Therefore, FS must determine 
the location of manufacture under paragraph 
(b)(1)(ii)(c)(3)(iii) of this section. The tested 
sales location is Country M because the sell-
ing activities with respect to Product X are 
carried on by the remainder of FS. The test-
ed manufacturing location is the location of 
Branch A because the effective rate of tax 
imposed on the remainder of FS’s sales in-
come by Country M (10%) is less than 90% of, 
and at least 5 percentage points less than, 
the effective rate of tax that would apply to 
such income in Country A (20%), and Branch 
A is the only branch that would, after apply-
ing § 1.954–3(b)(1)(ii)(b), be treated as a sepa-
rate corporation. Although the activities of 
traveling employees are considered in deter-
mining whether FS, as a whole, makes a sub-
stantial contribution to the manufacture of 
Product X under § 1.954–3(a)(4)(iv), the activi-
ties of the employees of FS that are per-
formed in Country C are not taken into con-
sideration in determining whether Country 
M, the jurisdiction under the laws of which 
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FS is organized, is the location of manufac-
ture under paragraph (b)(1)(ii)(c)(3)(iii) of this 
section. Activities of employees performed 
outside the jurisdiction in which the con-
trolled foreign corporation is organized and 
outside a location in which the controlled 
foreign corporation maintains a branch or 
similar establishment, are not considered in 
determining the location of manufacture. 
Under the facts and circumstances of the 
business, the activities of employees of FS 
performed in Country M do not provide a de-
monstrably greater contribution to the man-
ufacture of Product X than the activities of 
employees of FS performed in Country A. 
Therefore, the location of manufacture is 
Country A, the location of Branch A. 

(4) Use of more than one branch to 
manufacture, produce, construct, grow, or 
extract separate items of personal prop-
erty. For purposes of paragraphs 
(b)(1)(ii)(c)(2) and (b)(1)(ii)(c)(3) of this 
section, an item of personal property re-
fers to an individual unit of personal 
property rather than a type or class of 
personal property. 

(2) [Reserved] For further guidance, 
see § 1.954–3(b)(2). 

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

(a) Treatment as separate corpora-
tions. [Reserved] For further guidance, 
see § 1.954–3(b)(2)(i)(a). 

(b) Activities treated as performed on 
behalf of the remainder of corporation. (1) 
With respect to purchasing or selling 
activities performed by or through the 
branch or similar establishment, such 
purchasing or selling activities will, 
with respect to personal property man-
ufactured, produced, constructed, 
grown, or extracted by the remainder 
of the controlled foreign corporation, 
be treated as performed on behalf of 
the remainder of the controlled foreign 
corporation. 

(2) With respect to purchasing or sell-
ing activities performed by or through 
the branch or similar establishment, 
such purchasing or selling activities 
will, with respect to personal property 
(other than property described in para-
graph (b)(2)(i)(b)(1) of this section) pur-
chased or sold, or purchased and sold, 
by the remainder of the controlled for-
eign corporation (or any branch treat-
ed as the remainder of the controlled 
foreign corporation), be treated as per-
formed on behalf of the remainder of 
the controlled foreign corporation. 

(c) through (e) [Reserved] For further 
guidance, see § 1.954–3(b)(2)(i)(c) and (e) 

(ii) [Reserved] For further guidance, 
see § 1.954–3(b)(2)(ii). 

(a) Treatment as separate corporations. 
The branch or similar establishment 
will be treated as a wholly owned sub-
sidiary corporation of the controlled 
foreign corporation, and such branch or 
similar establishment will be deemed 
to be incorporated in the country in 
which it is located. For purposes of ap-
plying the rules of this paragraph 
(b)(2)(ii) and § 1.954–3(b)(2)(ii), a branch 
or similar establishment of a con-
trolled 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 sec-
tion, or the remainder of the controlled 
foreign corporation treated as a sepa-
rate corporation purchasing or selling 
on behalf of a branch or similar estab-
lishment of the controlled foreign cor-
poration under § 1.954–3(b)(2)(ii)(c), will 
include any other branch or similar es-
tablishment or remainder of the con-
trolled foreign corporation that would 
not be treated as a separate corpora-
tion (apart from the branch or similar 
establishment of a controlled foreign 
corporation that is treated as per-
forming purchasing or selling activi-
ties 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 that is treated as per-
forming purchasing or selling activi-
ties on behalf of the branch or similar 
establishment under § 1.954– 
3(b)(2)(ii)(c)) if the effective rate of tax 
imposed on the income of the pur-
chasing or selling branch or similar es-
tablishment, or purchasing or selling 
remainder of the controlled foreign 
corporation, were tested under the 
principles of § 1.954–3(b)(1)(i)(b) or 
(b)(1)(ii)(b) against the effective rate of 
tax that would apply to such income if 
it were considered derived by such 
other branch or similar establishment 
or the remainder of the controlled for-
eign corporation. 

(b) Activities treated as performed on 
behalf of the remainder of corporation. (1) 
With respect to purchasing or selling 
activities performed by or through the 
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branch or similar establishment, such 
purchasing or selling activities will, 
with respect to personal property man-
ufactured, produced, constructed, 
grown, or extracted by the remainder 
of the controlled foreign corporation, 
be treated as performed on behalf of 
the remainder of the controlled foreign 
corporation. 

(2) With respect to purchasing or sell-
ing activities performed by or through 
the branch or similar establishment, 
such purchasing or selling activities 
will, with respect to personal property 
(other than property described in para-
graph (b)(2)(ii)(b)(1) of this section) 
purchased or sold, or purchased and 
sold, by the remainder of the con-
trolled foreign corporation (or any 
branch treated as the remainder of the 
controlled foreign corporation), be 
treated as performed on behalf of the 
remainder of the controlled foreign 
corporation. 

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

(e) Comparison with ordinary treat-
ment. Income derived by a branch or 
similar establishment, or by the re-
mainder of the controlled foreign cor-
poration, shall not be determined to be 
foreign base company sales income 
under paragraph (b) of this section or 
§ 1.954–3(b) if the income would not be 
so considered if it were derived by a 
separate controlled foreign corporation 
under like circumstances. 

(f) [Reserved] For further guidance, 
see § 1.954–3(b)(2)(ii)(f). 

(3) [Reserved] For further guidance, 
see § 1.954–3(b)(3). 

(4) Illustrations. The application of 
this paragraph (b)(4) may be illustrated 
by the following examples: 

Examples (1) and (2). [Reserved] For 
further guidance, see § 1.954–3(b)(4) Ex-
amples (1) and (2). 

Example (3). (i) Facts. Corporation E, a con-
trolled foreign corporation incorporated 
under the laws of foreign Country X, is a 
wholly owned subsidiary of Corporation D, 
also a controlled foreign corporation incor-
porated under the laws of Country X. Cor-
poration E maintains Branch B in foreign 
Country Y. Both corporations use the cal-
endar year as the taxable year. In 1964, Cor-
poration 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 unre-
lated persons. One hundred percent of the ar-
ticles sold through Branch B are sold for use 
outside Country X and 90 percent are also 
sold for use outside of Country Y. The in-
come of Corporation E derived by Branch B 
from such transactions is taxed to Corpora-
tion E by Country X only at the time Cor-
poration E distributes such income to Cor-
poration D and is taxed on the basis of what 
the tax (a 40 percent effective rate) would 
have been if the income had been derived in 
1964 by Corporation E from sources within 
Country X from doing business through a 
permanent establishment therein. Country Y 
levies an income tax at an effective rate of 50 
percent on income derived from sources 
within such country, but the income of 
Branch B for 1964 is effectively taxed by 
Country Y at a 5 percent rate since under the 
laws of such country, only 10 percent of 
Branch B’s income is derived from sources 
within such country. Corporation E makes 
no distributions to Corporation D in 1964. 

(ii) Result. In determining foreign base 
company sales income of Corporation E for 
1964, Branch B is treated as a separate whol-
ly owned subsidiary corporation of Corpora-
tion E, the 5 percent rate of tax being less 
than 90 percent of, and at least 5 percentage 
points less than the 40 percent rate. Income 
derived by Branch B, treated as a separate 
corporation, from the purchase from a re-
lated person (Corporation D), of personal 
property manufactured outside of Country Y 
and sold for use, disposition, or consumption 
outside of Country Y constitutes foreign 
base company sales income. If, instead, Cor-
poration D were unrelated to Corporation E, 
none of the income would be foreign base 
company sales income because Corporation 
E would be purchasing from and selling to 
unrelated persons and if Branch B were 
treated as a separate corporation it would 
likewise be purchasing from and selling to 
unrelated persons. Alternatively, if Corpora-
tion D were related to Corporation E, but 
Branch B manufactured the articles prior to 
sale under the principles of § 1.954–3(a)(4)(iv), 
the income would not be foreign base com-
pany sales income because Branch B, treated 
as a separate corporation, would qualify for 
the manufacturing exception under § 1.954– 
3(a)(4). 

Examples (4) through (7) [Reserved] For fur-
ther guidance, see § 1.954–3(b)(4) Examples (4) 
through (7).’’ is corrected to read ‘‘[Reserved] 
For further guidance, see § 1.954–3(b)(4) Exam-
ples (4) and (5). 

Example (8). Uniformly applicable incentive 
tax rate in one country. (i) Facts. FS is a con-
trolled foreign corporation organized in 
Country M. FS operates one branch, Branch 
A, located in Country A. Branch A manufac-
tures Product X within the meaning of 
§ 1.954–3(a)(4)(ii) or (a)(4)(iii). Raw materials 
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used in the manufacture of Product X are 
purchased by FS from an unrelated person. 
FS engages in activities in Country M to sell 
Product X to a related person for use outside 
of Country M. Employees of FS located in 
Country M carry on only sales functions. The 
effective rate imposed in Country M on the 
income from the sale of Product X is 10%. 
Country A generally imposes an effective 
rate of tax on income of 20%, but imposes a 
uniformly applicable incentive rate of tax of 
10% on manufacturing income and related 
sales income. 

(ii) Result. The use of Branch A to manu-
facture Product X does not have substan-
tially the same tax effect as if Branch A 
were a wholly owned subsidiary corporation 
of FS because the effective rate of tax on 
FS’s sales income from the sale of Product X 
in Country M (10%) is not less than 90% of, 
and at least 5 percentage points less than, 
the effective rate of tax that would apply to 
such income in the country in which Branch 
A is located (10%). Consequently, pursuant 
to § 1.954–3(b)(1)(ii)(b), Branch A is not treat-
ed as a separate corporation apart from the 
remainder of FS for purposes of determining 
foreign base company sales income. 

Example (9). Manufacturing activities per-
formed by multiple branches, no branch inde-
pendently satisfies § 1.954–3(a)(4)(i), selling ac-
tivities carried on by remainder of the controlled 
foreign corporation, some branch manufacturing 
activities included in remainder contribution. (i) 
Facts. FS, a controlled foreign corporation 
organized in Country M, has three branches, 
Branch A, Branch B, and Branch C, located 
in Country A, Country B, and Country C re-
spectively. FS purchases raw materials from 
a related person. The raw materials are man-
ufactured (under the principles of § 1.954– 
3(a)(4)(ii) or (a)(4)(iii)) into Product X by CM, 
an unrelated corporation, pursuant to a con-
tract manufacturing arrangement. CM phys-
ically performs the substantial trans-
formation, assembly, or conversion required 
to manufacture Product X outside of FS’s 
country of organization. FS manages the 
manufacturing costs and capacities with re-
spect to the manufacture of Product X 
through employees located in Country M. 
Further, employees of FS located in Country 
M oversee the coordination between the 
branches. Branch A, through the activities of 
employees of FS located in Country A, de-
signs Product X, controls manufacturing re-
lated logistics, and controls the raw mate-
rials and work-in-process during the manu-
facturing process. Branch B, through the ac-
tivities of employees of FS located in Coun-
try B, provides quality control. Branch C, 
through the activities of employees of FS lo-
cated in Country C, provides and oversight 
and direction during the manufacturing 
process. Employees of FS located in Country 
M sell Product X to unrelated persons for use 
outside of Country M. Country M imposes an 

effective rate of tax on sales income of 10%. 
Country A imposes an effective rate of tax 
on sales income of 12%, Country B imposes 
an effective rate of tax on sales income of 
24%, and Country C imposes an effective rate 
of tax on sales income of 25%. None of the re-
mainder of FS, Branch A, Branch B, or 
Branch C independently satisfies § 1.954– 
3(a)(4)(i). However, under the facts and cir-
cumstances of the business, FS, as a whole, 
provides a substantial contribution to the 
manufacture of Product X within the mean-
ing of § 1.954–3(a)(4)(iv). Under the facts and 
circumstances of the business, the activities 
of the remainder of FS and Branch A, if con-
sidered together, would not provide a demon-
strably greater contribution to the manufac-
ture of Product X than the activities of 
Branch B and Branch C, if considered to-
gether. Under the facts and circumstances of 
the business, however, the activities of the 
employees of the remainder of FS and 
Branch A, if considered together, would con-
stitute a substantial contribution to the 
manufacture of Product X. 

(ii) Result. Based on the facts, neither the 
remainder of FS (through activities of its 
employees in Country M) nor any branch of 
FS independently satisfies § 1.954–3(a)(4)(i) 
with respect to Product X, but FS, as a 
whole, provides a substantial contribution 
through the activities of its employees to 
the manufacture of Product X. The remain-
der of FS, Branch A, Branch B, and Branch 
C each provide a contribution through the 
activities of employees to the manufacture 
of Product X. Therefore, FS must determine 
the location of manufacture under paragraph 
(b)(1)(ii)(c)(3)(iii) of this section. The tested 
sales location is Country M because the sell-
ing activities with respect to Product X are 
carried on by the remainder of FS. The loca-
tion of Branch B is the tested manufacturing 
location because the effective rate of tax im-
posed on FS’s sales income by Country M 
(10%) is less than 90% of, and at least 5 per-
centage points less than the effective rate of 
tax that would apply to such income in 
Country B (24%), and Country B has the low-
est effective rate of tax among the manufac-
turing branches that would, after applying 
§ 1.954–3(b)(1)(ii)(b), be treated as a separate 
corporation. The manufacturing activities 
performed in Country A by Branch A, will be 
included in the contribution of the remain-
der of FS for purposes of determining the lo-
cation of manufacture of Product X because 
the effective rate of tax imposed on the sales 
income by Country M (10%) is not less than 
90% of, and at least 5 percentage points less 
than, the effective rate of tax that would 
apply to such income in Country A (12%). 
The manufacturing activities performed in 
Country C by Branch C will be included in 
the contribution of Branch B for purposes of 
determining the location of manufacture of 
Product X because the effective rate of tax 
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imposed on the sales income by Country M 
(10%) is less than 90% of, and at least 5 per-
centage points less than, the effective rate of 
tax that would apply to such income in 
Country C (25%). Under the facts and cir-
cumstances of the business, the manufac-
turing activities of the remainder of FS and 
Branch A, considered together, would not 
provide a demonstrably greater contribution 
to the manufacture of Product X than the 
activities of Branch B and Branch C, consid-
ered together. Therefore, the location of 
manufacture is Country B, the location of 
Branch B. In determining that Country B is 
the location of manufacture, it was deter-
mined that after applying § 1.954–3(b)(1)(ii)(b) 
Branch B would be treated as a separate cor-
poration under paragraph (b)(1)(ii)(a) of this 
section for purposes of determining foreign 
base company sales income. To determine 
whether income from the sale of Product X 
is foreign base company sales income, the re-
mainder of FS takes into account the activi-
ties of Branch A because, under paragraph 
(b)(2)(ii)(a) of this section, Branch A would 
not be treated as a separate corporation 
apart from FS. The remainder of FS is con-
sidered to have manufactured Product X 
under § 1.954–3(a)(4)(i) because the manufac-
turing activities of the remainder of FS and 
Branch A, considered together, would make 
a substantial contribution to the manufac-
ture of Product X within the meaning of 
§ 1.954–3(a)(4)(iv). Therefore, income derived 
from the sale of Product X by the remainder 
of FS does not constitute foreign base com-
pany sales income. 

(c) [Reserved] For further guidance, 
see § 1.954–3(c). 

(d) [Reserved] For further guidance, 
see § 1.954–3(d). 

(e) Effective/applicability date of tem-
porary regulations. 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) Example (3), Ex-
ample (8), and Example (9) of this sec-
tion shall apply to taxable years of 
controlled foreign corporations begin-
ning after June 30, 2009, and for taxable 
years of United States shareholders in 
which or with which such taxable years 
of the controlled foreign corporations 
end. 

(f) Application of temporary regulations 
to earlier taxable years. For the applica-
tion of these temporary regulations 
retroactively with respect to taxable 
years of controlled foreign corpora-
tions and to open taxable years of 
United States shareholders in which or 
with which such taxable years of the 

controlled foreign corporations end, 
see § 1.954–3(d). 

(g) Expiration date. The applicability 
of this section expires on or before De-
cember 23, 2011. 

[T.D. 9438, 73 FR 79344, Dec. 29, 2008; 74 FR 
11844, Mar. 20, 2009] 

§ 1.954–4 Foreign base company serv-
ices income. 

(a) Items included. Except as provided 
in paragraph (d) of this section, foreign 
base company services income means 
income of a controlled foreign corpora-
tion, whether in the form of compensa-
tion, commissions, fees, or otherwise, 
derived in connection with the per-
formance of technical, managerial, en-
gineering, architectural, scientific, 
skilled, industrial, commercial, or like 
services which— 

(1) Are performed for, or on behalf of 
a related person, as defined in para-
graph (e)(1) of § 1.954–1, and 

(2) Are performed outside the country 
under the laws of which the controlled 
foreign corporation is created or orga-
nized. 

(b) Services performed for, or on behalf 
of, a related person—(1) Specific cases. 
For purposes of paragraph (a)(1) of this 
section, ‘‘services which are performed 
for, or on behalf of, a related person’’ 
include (but are not limited to) serv-
ices performed by a controlled foreign 
corporation in a case where— 

(i) The controlled foreign corporation 
is paid or reimbursed by, is released 
from an obligation to, or otherwise re-
ceives substantial financial benefit 
from, a related person for performing 
such services; 

(ii) The controlled foreign corpora-
tion performs services (whether or not 
with respect to property sold by a re-
lated person) which a related person is, 
or has been, obligated to perform; 

(iii) The controlled foreign corpora-
tion performs services with respect to 
property sold by a related person and 
the performance of such services con-
stitutes a condition or a material term 
of such sale; or 

(iv) Substantial assistance contrib-
uting to the performance of such serv-
ices has been furnished by a related 
person or persons. 

(2) Special rules—(i) Guaranty of per-
formance. Subparagraph (1)(ii) of this 
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