Determination of Whether Income
of a Controlled Foreign Corporation
Earned Through a Partnership Is
Subpart F Income

Notice 96-39

This Notice set forth the Servicés
position on the Eighth Circuit's recent
decisiam in Brown Group, Inc. v. Com-
missione,r 77 F.3d 217 (8th Cir. 1996),
vacating and remandin4 T.C. 105
(1995) This Notice also announcs that
the Servie intends to isste regulations
unde Subpat F of the Internd Revenue
Cocke describig how the aggregat ap-
proat to partnership applies to dete-
mine the treatmen of a controlle for-
eign corporations (“CFC's’) distribu-
tive shae of partnershp inconme for
purposs of subpat F.

BACKGROUND

In Brown Group a CFC incorporated
in the Cayman Islancs was a partne in
a Cayman Islands partnership The part-
nershp was not a sham It actel as a
purchasig agen for the CFCs U.S.
parent with respet to footwea manu-
factured in Brazi ard receivel commis-
sion income from the U.S. parert as
compensatio for its efforts. The foot-
wea imported by the U.S. paren was
sold primarily in the United States For
its fiscd yea endel Novembe 1, 1986,
the U.S. paren did not include as
subpat F income the CFC's distributive
shae of the partnerships commission
income.

At isste in Brown Groupwas whether
the CFC partne’s distributive shae of
the income of the Cayman Islands part-
nershp was foreign base compaty sales
income If sqg this income would be
currently includible in the gross income
of the CFCs U.S. shareholde as sub-
pat F income See sectiors 951(a)(1)
ard (b), 952(a) 954(d ard 957(3 of
the Internd Revene Code Foreigh base
compary sales income is definad under
sectim 954(d to include commission
income from the purchas of personal
propery on behaf of a related person
where the propery tha is purchasd is
both manufacturd and sold for use
outsice the CFC's county of incorpora-
tion.

In Brown Group the parties agreed
tha the commissio income was earned
from purchasig personé propery that
was both manufacturd and sold for use
outsice the CFCs country of incorpora-

tion. The narrov isste in dispue was
whethe the footwea was purchasd on

behaf of a relatal person as defined in

sectiln 954(d)(3 of the Code It was
undispute tha the U.S. parent on

whos behaf the purchase were made,
was arelatal persm with respet to the

CFC. The Servie argual tha an aggre-
gak theow of partnership shoud apply,

unde which the CFCs distributive

shae of the partnerships commission
income would be testel at the CFC

levd to determire whethe it was for-

eign bae compaly sales income Ac-

cordingly, the relatad persam determina-
tion would be mack at the partne level,

as if the purchase had been made
directly by the CFC. The taxpaye ar-

guad tha an entity theoly of partne-

ships shoull appl, unde which the

CFCs distributive shae of partnership
income would be testal at the partne-

ship level. The taxpaye maintaing that,

at the partnershp level, the purchases
were not mace on behaf of a related
person.

The Tax Court, after withdrawing an
earlie opinion favorabk to the taxpaye,
held in areviewal opinion tha the CFC
partne’s distributive shae of the part-
nerships commissiom income was for-
eign bae compary sales income The
Tax Cout reached its conclusiom based
upan an analyss of the provisiors and
purposs of subpat F and subchaptek,
as well as the ca® law discussig the
application of the entity and aggregate
theories of partnershp taxation The Tax
Courts holding is consisteh with the
Services publishel positin in Rev. Rul.
89- 72, 19894 C.B. 257.

On apped by the taxpaye, the Eighth
Circuit vacatel and remandd the deci-
sion of the Tax Court The coutt con-
cluded base upm its application of the
definition of relatel persm in section
954(d)(3 of the Code tha the commis-
sion income was nat foreign bae com-
pary sales income a the partnership
levd ard tha the CFC partne’s dis-
tributive shae of this partnershp in-
come therefoe was not subpat F in-
come.

THE SERVICE'S POSITION

The Servie disagres with the opin-
ion of the Eighth Circuit in Brown
Group To permt a CFC to avoid sub-
pat F by earnirg income throuch a
partnershp unde circumstance in
which the income would be subpat F

income if earne directly by the CFC
would be contray to the purposs of
subpar F. SeeS. Rep No. 1881, 87th
Cong, 2d Sess 78—M (1962).

The legislative histoly of subchapter
K indicates that althoudh a partnership
is to be considerd an entity in the
treatmen of transactios betwee a part-
neg and a partnership it need not be
considerd aseparat entity for purposes
of applying othe provisiors of the Code
“if the concep of the partnershp as a
collection of individuals is more appro-
priate for suc provisions.! H.R. Conf.
Rep No. 2543 83d Cong 2d. Sess 59
(1954) The cours hawe recognizé that
the aggregat approab may be applied
in appropria¢ circumstancesSee Casel
v. Commissioner79 T.C. 424 433
(1982) Unger v. Commissiong IT.C.
Memo. 1990-15 aff'd 936 F.2d 1316
(D.C. Cir. 1991) Sectin 1.701-2(¢ and
(f) of the Income Tax Regulatios con-
firmed the Commissiongs authoriy to
trea a partnershp as an aggregag of its
partnes in whole or in patt as appropri-
ate to cary out the purposs of any
provision of the Code or regulations
thereunde

The Servie intends to isswe regula-
tions unde subpat F to confirm its
position tha whethe a CFC partne’s
distributive shae of partnershp income
is subpat F income generaly is dete-
mined at the CFC partne level. Prior to
the effective dae of thos regulations,
the Servie will rely on principles and
authoritiess unde- subpat- F- and
subchapte K to apply the aggregate
approach including sectiom 1.701-2(e)
ard (f) of the regulatiors for periods for
which it is effective.

The principd autha of this notice is
Valerie Mark of the Office of the Asso-
ciate Chid Counsé (International) For
further information regardiry this notice,
conta¢ Ms. Mark at (202 622-3840
(nat a toll-free call).




