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Vetco, Inc. v. Commissioner, 95 T. C. 579 (1990)

A wholly owned subsidiary cannot be treated as a branch under the branch rule of
section 954(d)(2) for tax purposes.

Summary

Vetco,  Inc.  challenged the  IRS’s  determination  that  its  Swiss  subsidiary,  Vetco
International A. G. (VIAG), had subpart F income due to its transactions with its
wholly owned UK subsidiary, Vetco Offshore Ltd. (VOL). The Tax Court held that
VOL, despite performing manufacturing services for VIAG, could not be considered a
branch under section 954(d)(2). The court emphasized the statutory structure and
legislative intent, ruling that the branch rule was designed to address situations
where a CFC conducts business through an unrelated entity in a foreign country, not
through a wholly owned subsidiary. This decision clarifies the application of the
branch rule and impacts how multinational corporations structure their operations
to avoid unintended tax consequences.

Facts

Vetco, Inc. (Vetco), a California corporation, owned Vetco International A. G. (VIAG),
a Swiss holding company, which in turn wholly owned Vetco Offshore Ltd. (VOL), a
UK company. VIAG sold pipe connectors designed by Vetco and manufactured by an
unrelated  German  company,  ITAG.  VOL  provided  welding,  storage,  and  other
services to VIAG in the UK, billing VIAG for its costs plus a 5% markup. The IRS
determined that VIAG’s income from these transactions constituted foreign base
company sales income under the branch rule of section 954(d)(2).

Procedural History

The IRS issued a notice of deficiency to Vetco for the tax years ending April 30,
1974, and April 30, 1975, asserting deficiencies based on VIAG’s subpart F income.
Vetco petitioned the U. S. Tax Court for a redetermination of the deficiencies. The
court limited the issue to whether VOL was a branch under section 954(d)(2), and
ultimately decided in favor of Vetco, holding that VOL could not be considered a
branch.

Issue(s)

1. Whether a wholly owned subsidiary (VOL) can be considered a branch or similar
establishment under section 954(d)(2) of the Internal Revenue Code?

Holding

1. No, because the statutory structure and legislative history of section 954(d)(2)
indicate that a wholly owned subsidiary cannot be treated as a branch for purposes
of the branch rule.
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Court’s Reasoning

The court’s  decision was based on the interpretation of  section 954(d)  and its
legislative  history.  The  court  noted  that  section  954(d)(1)  defines  foreign  base
company sales income and applies to transactions between related parties, with
section 954(d)(3) defining related parties to include wholly owned subsidiaries. The
branch rule in section 954(d)(2) was intended to treat income from a branch or
similar establishment as if it were from a wholly owned subsidiary, but only when
the branch is not already a related party under section 954(d)(3). The court rejected
the IRS’s argument that VOL was functionally a branch, as this interpretation would
render section 954(d)(1) partly superfluous. The legislative history supported the
view that the branch rule was meant to address tax avoidance through the use of
unrelated entities, not through wholly owned subsidiaries. The court also declined to
consider the IRS’s argument regarding ITAG as a branch, as it was not properly
raised in the statutory notice of deficiency.

Practical Implications

This decision clarifies that wholly owned subsidiaries cannot be treated as branches
under  the  branch  rule  of  section  954(d)(2),  impacting  how  multinational
corporations structure their operations to avoid unintended tax consequences. It
reinforces the importance of adhering to the statutory definitions and legislative
intent when applying subpart F rules. Practitioners must carefully consider the legal
structure of their clients’ international operations to ensure compliance with these
rules. The decision also highlights the need for the IRS to properly raise issues in
the notice of deficiency to avoid procedural pitfalls. Subsequent cases have followed
this ruling, and it remains a key precedent for interpreting the branch rule in tax
law.


