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Ruling disregards requlatory manufacturing
exception but preserves right to rely on
regulations in applying branch rule

By Lowell Yoder, David Noren, and Britt Haxton

he US Court of Appeals for the Sixth Circuit issued a majority opinion in

Whirlpool Financial Corporation & Consolidated Subsidiaries v. Commissioner'

that disregards the regulatory manufacturing exception to foreign base company

sales income (FBCSI). That said, taxpayers still have the right to rely on the
regulations in applying the branch rule.

The Whirlpool case involves a Luxembourg controlled foreign corporation (CFC) that sold
products to related parties. The products were manufactured by a wholly owned Mexican
disregarded entity that was treated as a corporate branch for US federal income tax purposes.

Income earned by a CFC from the sale of personal property is subpart F income only
if it falls within the definition of FBCSI. A CFC’s income generally is FBCSI if it meets
the requirements in either Section 954(d)(1) (the “general rule”) or Section 954(d)(2)
(the “branch rule”).

Under Section 954(d)(1), a CFC’s income generally is FBCSI if the income is earned
by a CFC through the purchase of personal property from any person and its sale to a
related person or through the purchase of personal property from a related person and
its sale to any person.?
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Several exceptions are provided. A CFC’s sales
income is not FBCSI if the property is sold for use
in, or manufactured in, the CFC’s country of orga-
nization (the “same country of use exception” and
the “same country of manufacturing exception,”
respectively).’ In addition, a CFC’s sales income is
not FBCSI if the CFC manufactured the products
resulting in the income (the “regulatory manufac-
turing exception”).*

Section 954(d)(2), the branch rule, provides
additional rules for determining a CFC’s FBCSI
when the CFC carries on purchasing, selling, or
manufacturing activities in a foreign branch and
the CFC’s income is not considered FBCSI under
Section 954(d)(1). If the requirements for apply-
ing the branch rule are met, then under Section
954(d)(2) and the associated regulations, the
FBCSI rules may be reapplied to determine if a
portion of the CFC’s income is FBCSI by treating
the CFC’s head office (remainder) and its branch
as separate CFCs.’

The branch rule applies, however, only to
certain described structures and if a tax rate dis-
parity test is met. There are different operating
rules depending on whether the foreign branch
carries on purchasing or selling activities (the
selling branch rule) or manufacturing activities
(the manufacturing branch rule).

Treasury regulations issued under Section
954(d)(2) provide that a branch’s (or remainder’s)
income is not FBCSI if it would not be FBCSI if
derived by a separate CFC.® Therefore, income
earned by a foreign branch cannot be FBCSI under
the branch rule if, for example, the regulatory
manufacturing exception would apply to income
derived by the foreign branch with respect to prod-
ucts that it manufactured.”

The IRS is not permitted to arque against its
own guidance and moreover has specifically
conceded that the Whirlpool opinion should not
be interpreted as preventing taxpayers from
relying upon requlations.
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Majority Opinion

In its majority opinion in Whirlpool, the Sixth
Circuit interpreted the “branch rule” of Section
954(d)(2) without regard to the longstanding
regulatory manufacturing exception. Rather, the
Sixth Circuit majority’s opinion misconstrued the
branch rule as applying to any structure where a
CEFC carries on activities in a branch and the CFC’s

income is tax-deferred. This expansive interpreta-

tion of the branch rule treats the regulatory manu-

facturing branch rules as meaningless and ignores
the detailed rules that limit the scope of the branch
rules. Under this flawed reading, if a CFC carries
on activities in a foreign branch, and its income
otherwise is not subject to current-basis, full-rate

US tax, all of its sales income is FBCSI.

Here is a simple example of how the Sixth
Circuit majority’s interpretation of Section 954(d)
(2) would apply:

« A CFC organized in Country X manufactures
and sells products through a branch in Country
Y. Ten percent of the products are sold to
Country Y customers and ninety percent are sold
for export. The CFC’s sales income is not subject
to tax in Country X. Country Y has a fifty per-
cent tax rate, but taxes only income from selling
products to Country Y customers. To illustrate,
if the CFC has $100 of sales income, it would pay
$5 of tax ($100 x 10 percent x 50 percent), and
$90 would be untaxed.

« Under the Sixth Circuit majority’s opinion,
which disregards the regulatory manufacturing
exception, the entire $100 would be FBCSI, even
though all $100 would qualify for the manufac-
turing exception, because Branch Y manufac-
tures the products. This is squarely inconsistent
with the Treasury regulations that taxpayers have
relied upon for over fifty years.

The Treasury regulations, in fact, contain this
exact example and conclude that none of the
income derived by the Country Y branch would be
FBCSI, because the Country Y branch, treated as a
separate corporation, would qualify for the manu-
facturing exception, and therefore the manufactur-
ing branch rules should not apply and thus should
not cause its income to be FBCSL.® The Treasury
regulations contain numerous other examples that
apply the manufacturing exception for purposes of
Section 954(d)(2) to all or a portion of the income
of a CFC that manufactures and sells products.’

What Will This Mean?

Taxpayers understandably may wonder whether the
majority’s decision to disregard the regulatory man-
ufacturing exception in applying Section 954(d)(2)
could extend to other regulatory rules that limit a
CFC’s FBCSI. Below we address this question and
explain why the Internal Revenue Service is bound
by its own regulations, and thus taxpayers can
continue to rely on those regulations. As demon-
strated in the IRS’ response to Whirlpool’s petition
for rehearing and rehearing en banc, the govern-
ment acknowledges that the regulations continue to
apply. We conclude with examples illustrating that
a CFC’s sales income is not FBCSI merely because
the CFC carries on activities through a branch



and the CFC’s income is not otherwise subject to
current-basis, full-rate US tax.

IRS IS BOUND BY ITS REGULATIONS, SO
TAXPAYERS CAN STILL RELY ON TREASURY
REGULATIONS IN APPLYING BRANCH RULE

As a government agency, the IRS must abide by its
own regulations.'® A taxpayer has the right to rely
on the Treasury regulations articulating and delim-
iting the branch rule, and the IRS cannot simply
abandon them."

It is well established that regulations (and other
published guidance) are binding on the IRS and
must be followed. As the Tax Court explained in
Rauenhorst v. Commissioner'? and other cases,
the IRS may not take a position contrary to such
guidance even if there is a court decision to the
contrary.” The Tax Court’s rationale is that posi-
tions taken in published guidance, even if contrary
to how the Court might view the issue, should be
treated as concessions by the IRS as to the proper
conclusion on a matter.

In Rauenhorst, the taxpayers assigned stock
warrants to charitable institutions and, relying on
a 1978 revenue ruling, took the position that the
assignments did not represent anticipatory assign-
ments of income that were taxable to the taxpayer.
The IRS argued that the on-point revenue ruling
was not binding on either the IRS or the courts. The
Tax Court disagreed with the IRS and refused to
allow the IRS to disavow its revenue ruling, provid-
ing in relevant part:

Although we do not question the validity
of the opinions of this Court and the Courts
of Appeals upon which respondent relies, we
are not prepared to allow respondent’s counsel
to argue the legal principles of those opinions
against the principles and public guidance
articulated in the Commissioner’s currently
outstanding revenue rulings.

While this Court may not be bound by the
Commissioner’s revenue rulings, and in the
appropriate case we could disregard a ruling or
rulings as inconsistent with our interpretation
of the law, . .
argues against the principles stated in his rul-

. in this case it is respondent who

ing and in favor of our previous pronounce-
ments on this issue. The Commissioner’s
revenue ruling has been in existence for
nearly 25 years, and it has not been revoked
or modified. No doubt taxpayers have referred
to that ruling in planning their charitable
contributions, and indeed, petitioners submit
that they relied upon that ruling in planning
the charitable contributions at issue. Under
the circumstances of this case, we treat the
Commissioner’s position in Rev. Rul. 78-197...
as a concession.

The IRS Office of Chief Counsel has agreed
that its attorneys cannot make arguments con-
trary to final Treasury regulations in litigation."
Immediately after the Tax Court’s decision in
Rauenhorst, the IRS Office of Chief Counsel
directed its attorneys not to take positions in litiga-
tion contrary to IRS published guidance:

It has been a longstanding policy of the
Oftice of Chief Counsel that we are bound by
our published positions, whether in regula-
tions, revenue rulings, or revenue procedures,
and that we will not argue to the contrary.
Accordingly, we do not take positions in litiga-
tion, TAMs, PLRs, CCAs, advisory opinions,
etc., inconsistent with a position that the
Service has taken in published guidance or in
proposed regulations.'®

In addition, Chief Counsel attorneys are not
allowed to rely on a case that is contrary to IRS
published guidance. Specifically, Chief Counsel
attorneys may not rely on case law to take a posi-
tion that is less favorable to the taxpayer in a par-
ticular case than the position set forth in published
guidance. This means that in circumstances where
Chief Counsel attorneys must follow published
guidance under the aforementioned rule, it is irrel-
evant that the result under the case law would be
more advantageous to the IRS than under the IRS
published guidance.

As an example, if a revenue ruling provides that
a particular expense may be currently deducted,
Chief Counsel attorneys are not allowed to chal-
lenge the deduction even though, under the appli-
cable case law, the expense might be capitalized.
Applying this same principle to the Whirlpool Sixth
Circuit majority’s opinion and the longstanding
Treasury regulations under Section 954(d)(2), if the
relevant Treasury regulations would treat certain
CFC income as excepted from the branch rule,
Chief Counsel attorneys should not claim that such
income is FBCSI under Section 954(d)(2), even
if under the Sixth Circuit majority’s opinion, the
tax-deferred income would be treated as FBCSL

IRS ACKNOWLEDGED THAT TREASURY
REGULATIONS UNDER BRANCH RULE CONTINUE
TO APPLY
In its response to Whirlpool’s motion for rehearing
and rehearing en bang, the IRS acknowledges that
taxpayers can continue to rely on Treasury regula-
tions in determining whether a CFC has FBCSI.
The relevant part of the IRS response states that
“nothing in the panel’s opinion precludes taxpayers
who did not engage [in Whirlpool’s exact structure]
from relying on the regulations to demonstrate
why they do not have FBCSI on their specific
facts”'” The IRS response argues that “Whirlpool’s
case-specific concessions made consideration of the
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regulations unnecessary” and that “the transaction
fails under both the statute and the regulations.”'s

Particularly with respect to the regulatory rules
that limit the application of the branch rule to for-
eign branches that have “substantially the same tax
effect” as a separate corporation (the tax rate dis-
parity test)," the IRS response includes a footnote
indicating its position that “[n]othing in the panel’s
analysis . . . precludes a different taxpayer from
relying on the regulations to demonstrate that its
use of a branch did not have substantially the same
tax effect as the use of a separate corporation”?

The IRS response also addresses the regulatory
rule that the branch rule does not apply to income
that is FBCSI apart from the branch rule (the
“priority rule”).” The IRS response provides that
“[n]othing in the panel’s decision precludes a difter-
ent taxpayer from relying on [the priority rule]”*

The IRS’ response to the motion for rehearing
and rehearing en banc indicates that the IRS does
not intend to apply the Sixth Circuit opinion to
support an argument that is contrary to the FBCSI
regulations, and thus acknowledges that taxpayers
continue to have the right to rely on the regulations,
particularly the regulatory rules that limit a CFC’s
FBCSI under Section 954(d)(2).

Examples
We conclude by providing examples of CFC
structures that should not give rise to FBCSI under
the Treasury regulations, despite the Sixth Circuit
majority’s conclusion that any CFC that operates
through a branch, with income otherwise not sub-
ject to current-basis, full-rate US tax, has FBCSL.
By the government’s own admission, “nothing
in the panel’s opinion precludes taxpayers . . . from
relying on the regulations to demonstrate why they
do not have FBCSI” Therefore, these CFC struc-
tures should qualify for regulatory exceptions and
limitations to FBCSI.

EXAMPLE 1: TAX RATE DISPARITY TEST

Under the tax rate disparity test, the branch rule
will apply only if the effective tax rate in the coun-
try where the sales are made is less than ninety
percent of, and at least five percentage points less
than, the effective tax rate in the country where the
manufacturing occurs.

Consider the following example. An Irish CFC
manufactures products in Ireland that are sold to
customers throughout Europe through a branch
operation in the United Kingdom (the UK branch).
The Irish CFC has $100 of income (seventy percent
attributed to sales operations and thirty percent
attributed to manufacturing operations). The
effective tax rate in Ireland is 12.5 percent, and the
effective tax rate in the United Kingdom is eighteen
percent. This structure does not satisfy the tax rate

disparity test, because the UK branch’s $70 sales
income is subject to a higher tax rate than the home
office that manufactures the products. Because the
tax rate disparity test is not met, the branch rule
does not apply.?®

Taxpayers with a similar structure should
continue to have the right to rely on the tax rate
disparity test. The Chief Counsel attorneys are
not allowed to rely on the Sixth Circuit majority
opinion to treat all of the Irish CFC’s income as
FBCSI, without regard to the tax rate disparity test,
and the IRS clearly acknowledged in its response
to Whirlpool’s motion for rehearing that it did not
intend to “preclude[] a different taxpayer from rely-
ing on the regulations,” including the tax rate dis-
parity test, “to demonstrate that its use of a branch
did not have substantially the same tax effect as the
use of a separation corporation”*

EXAMPLE 2: MANUFACTURING EXCEPTION
The Treasury regulations provide that the income
of a CFC—whether derived through a branch or
home office—is not FBCSI to the extent the sales
income is derived in connection with personal
property “manufactured, produced, or constructed
by such corporation”* To illustrate the applica-
tion of the manufacturing exception, consider
the following examples. To simplify these and all
remaining examples, we assume that the tax rate
disparity test is satisfied.

Example 2A

A Swiss CFC sells products to non-Swiss customers.
The products are manufactured through the Swiss
CFC’s German branch. The Swiss CFC has $100
income (seventy percent attributed to sales opera-
tions and thirty percent attributed to manufactur-
ing operations). The effective tax rate in Switzerland
is ten percent, and the effective tax rate in Germany
is thirty percent. The $30 of income derived by

the German branch would not be FBCSI, since it
manufactures the products that are sold. The $70 of
income derived by the Swiss CFC through its sales
operations would constitute FBCSI to the extent the
products are sold outside Switzerland.*®

Example 2B

The manufacturing exception would also apply to
a CFC manufacturing branch structure, even if the
income derived by the manufacturing branch is
subject to a tax incentive regime in the manufactur-
ing company. For example, assume a Netherlands
CFC operates entirely through a Mexican branch,
which manufactures products in Mexico and sells
products to related persons for resale to custom-
ers outside Mexico. The Netherlands CFC has
$100 of income (all attributable to the Mexican
branch where all business operations and assets
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are located). Mexico has a statutory tax rate of
thirty percent, but because the Netherlands CFC
satisfies certain requirements, the Mexican branch
income from manufacturing and sales operations
is subject to a special effective tax rate in Mexico
of ten percent. The $100 of income derived by the
Netherlands CFC through the Mexican branch
would not be FBCS], since the Mexican branch
manufactures the products that are sold.”

EXAMPLE 3: SAME COUNTRY OF USE
EXCEPTION

The Treasury regulations also provide that income
derived by a CFC in a sales branch’s country is not
FBCSI in a situation in which, had such income
been derived by a separate CFC, it would qual-

ify for the same country of use exception.?® To
illustrate the application of the same country of use
exception to a CFC-branch structure, consider the
following example.

A China CFC manufactures products and sells
such products to its Irish branch for resale to Irish
customers. The China CFC has $100 income (sev-
enty percent attributed to sales to Irish customers
and thirty percent attributed to manufacturing
activities). The effective tax rate in China is twen-
ty-five percent, and the effective tax rate in Ireland
is 12.5 percent. The $30 of manufacturing income
generated by China CFC is not FBCSI under
Section 954(d)(1) or Section 954(d)(2), because
the products are manufactured by the China CFC.
The $70 of sales income derived by the Irish branch
is also not FBCSI under Section 954(d)(2), which
treats the Irish branch as a separate CFC incorpo-
rated in Ireland. The same country of use exception
is applied under the selling branch rule to the
extent the products are sold to customers for use in
Ireland (100 percent of sales). Therefore, none of
the China CFC’s is FBCSI.

EXAMPLE 4: SAME COUNTRY OF
MANUFACTURING EXCEPTION
As stated earlier, the Internal Revenue Code and
Treasury regulations provide that income derived
by a CEC is not FBCSI under Section 954(d)
(1) if the products sold are manufactured in the
CFC’s country of organization (the same country
of manufacturing exception).” The products will
be considered as manufactured in a country in
which the products are physically manufactured
by a related or unrelated person.” The following
example illustrates the application of the same
country of manufacturing exception to a selling
branch located in the country where the products
are manufactured.

A CFC organized in the United Kingdom oper-
ates through a Singapore branch. Singapore taxes
the income of the Singapore branch at a special rate

of five percent. The Singapore branch purchases
products from unrelated manufacturers who man-
ufacture the products in Singapore. The Singapore
branch sells the products to the UK home office,
which sells the products to unrelated customers
throughout Europe, with the sales income subject
to eighteen percent UK tax. The Singapore branch’s
income is not FBCSI because the Singapore branch
is treated as incorporated in Singapore where the
products are manufactured, and the same country
of manufacturing exception applies.!

Conclusion

The examples above illustrate the absurdity of the
Sixth Circuit majority’s opinion. In each example,
the Sixth Circuit’s reasoning, if applied to the facts,
would cause all of the income derived with respect
to the personal property to be FBCSI under the
branch rule. However, the limitations and excep-
tions provided by Treasury regulations clearly cause
the CFC’s income to not be treated as FBCSI in
these situations. The Sixth Circuit’s opinion simply
has no credibility, since it disregards regulations

on which taxpayers are plainly entitled to rely.
Taxpayers can continue to apply the limitations and
exceptions to FBCSI to their CFC-branch struc-
tures. The IRS is not permitted to argue against

its own guidance and moreover has specifically
conceded that the Whirlpool opinion should not be
interpreted as preventing taxpayers from relying
upon regulations. ®

Lowell Yoder, David Noren, and Britt Haxton
are partners at McDermott Will & Emery LLP.

David Noren Britt Haxton

Lowell Yoder
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