NOVEMBER 18, 1997

MEMO TO TAX SERVI CES
Attached is an advance copy of Rev. Rul. 97-48 relating to
forei gn based conpany incone. This rev. rul. will appear in
Internal Revenue Bulletin 1997-49, dated Decenber 8, 1997.

You may release this rev. rul. inmmediately.

Conmmuni cati ons D vi si on



Part 111
Admi ni strative, Procedural, and M scell aneous
Section 954. - Foreign Base Conpany | ncone.

26 CFR 1.954-3: Foreign Base Conpany Sal es |ncone.
(Al'so sections 7805, 301.7805-1.)

Rev. Rul. 97-48

In Rev. Rul. 75-7, 1975-1 C. B. 244, a controlled foreign
corporation entered into an arms length contract with an
unrel ated contract manufacturer |ocated outside of its country of
i ncorporation. Under the contract, the unrelated contract
manuf acturer agreed to perform manufacturing services for the
controlled foreign corporation. Under the facts described in
Rev. Rul. 75-7, the processing activities of the unrelated
contract manufacturer were considered to be perforned by the
controlled foreign corporation outside its country of
i ncorporation through a branch or simlar establishnent for
pur poses of section 954(d)(1) and (2) of the Internal Revenue
Code.

In Ashland G| Co. v. Conm ssioner, 95 T.C. 348 (1990), the

Tax Court held that a manufacturing corporation unrelated to a
controlled foreign corporation cannot be a branch or simlar
establishment of the controlled foreign corporation. See also,

Vetco, Inc. v. Conm ssioner, 95 T.C. 579 (1990) (wholly-owned

subsidiary of a controlled foreign corporation cannot be a branch
or simlar establishnment of the controlled foreign corporation).
The Service wll follow the Ashland and Vetco opinions. The

activities of a contract manufacturer cannot be attributed to a
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controll ed foreign corporation for purposes of either section
954(d) (1) or section 954(d)(2) of the Code to determ ne whet her
the incone of a controlled foreign corporation is foreign base
conpany sal es incone. Accordingly, Rev. Rul. 75-7 is revoked.

Pursuant to the authority of section 7805(b), for taxable
years of a controlled foreign corporation begi nning before
[ | NSERT DATE OF PUBLI CATI ON OF THI S REVENUE RULI NG I N THE
I.R B.], the principles of Rev. Rul. 75-7 may be relied upon to
attribute the activities of a contract manufacturer to the
controlled foreign corporation. A taxpayer that relies on Rev.
Rul . 75-7 to attribute the activities of a contract manufacturer
to a controlled foreign corporation for purposes of section
954(d) (1), however, nust treat the contract manufacturing
activities as being perfornmed through a branch or simlar
est abl i shnment of the controlled foreign corporation for purposes
of section 954(d)(2). The Service has never been of the view
that Rev. Rul. 75-7 allows the activities of a contract
manuf act urer performed outside the controlled foreign
corporation’s country of incorporation to be attributed to the
controlled foreign corporation without treating those activities
as performed through a branch or simlar establishnment of the
controlled foreign corporation.

With the revocation of Rev. Rul. 75-7, the Service’s
position on the treatment of contract manufacturing for purposes

section 954(d) is harmonized with its position on the treatment



of contract manufacturing for purposes of section 863(b) (see
8 1.863-3(c) of the Income Tax Regulations (production activity
limited to activity conducted directly by taxpayer)).
EFFECT ON OTHER REVENUE RULINGS
Rev. Rul. 75-7, 1975-1 C.B. 244, is revoked effective
[ | NSERT DATE OF PUBLI CATION OF THI S REVENUE RULI NG I N THE
|.RB.].
The principal author of this revenue ruling is Valerie Mark
of the Office of the Associate Chief Counsel (International).
For further information regarding this revenue ruling, contact

Ms. Mark at (202) 622-3840 (not a toll-free call).



