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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 satisfy Reg. 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.

Country C is the location of manufacture for purposes of applying Reg. 1.954-3(b)(1)(ii)(b) because only the activities of Branch C 
independently satisfy  Reg. 1.954-3(a)(4)(i).  The use of Branch C has substantially 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 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 Country C, the country in which Branch C is 
located (20%).  Therefore, sales of Product X by the remainder of FS are treated as sales on behalf of Branch C.  In determining whether 
the remainder of FS will qualify for the manufacturing exception under Reg. 1.954-3(a)(4)(iv), the activities of FS will include the activities of
Branch A or Branch B, respectively, if each of those branches would not be treated as a separate corporation under Reg. 1.954-
3(b)(1)(ii)(b), if that paragraph were applied independently to each of Branch A and Branch B.  
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FS is a CFC 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 activities with respect to the manufacture of 
Product X.  Branch A, through the activities of employees of 
FS located in Country A, designs Product X.  Branch B, 
through the activities of employees of FS located in Country 
B, provides quality control and oversight and direction.  
Branch C, through the activities of employees of FS located in 
Country C, manufactures Product X (within the meaning of 
Reg.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 Reg.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 related 
person and control the work-in-process and finished goods 
throughout the manufacturing process.  Employees of FS 
located in Country M also manage the manufacturing 

Mfg. Activities at FS:  Purchase of raw materials 
& control of WIP, finished goods, management 

of manufacturing costs and capacities, & 
oversight of coordination between branches.

Related 
Supplier

Selling 
Activities at FS

(10% tax rate on 
sales income)

(IOM 3, 4 & maybe 5)

(IOM 7)

(IOM 1 & 6) (IOM 2)

(Unstated if FS selling 
activities are Sub F.  

If Country A & Country 
B tax rates on sales

income is 15% or higher, 
likely would be Sub F.)

IOM = Indicia of manufacturing
See Reg. 1.954-3(a)(4)(iv)(b)(1) - (7)
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