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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in petitioners' Federal incone tax:

Taxabl e Year Ended Defi ci ency

Dec. 25, 1983 $9, 340, 688
Dec. 30, 1984 14, 947,579



Dec. 29, 1985 5,417, 150
Dec. 28, 1986 6, 529, 257
Dec. 27, 1987 5, 339, 670

The follow ng i ssues remain for decision:?

(1) Does the inconme for each of the years at issue fromthe
sal e of sungl asses assenbl ed? by Bausch & Lonb Ireland, Ltd. (B&L
I rel and) and by Bausch & Lonb Hong Kong, Ltd. (B&L Hong Kong)
constitute foreign base conpany sales incone as defined in
section 954(d)(1) that is includible in petitioners' gross incone
under section 951(a)(1)? W hold that it does not.

(2) Did respondent abuse her discretion under section
954(b)(4) by failing to exclude certain incone of B& Hong Kong
from sources other than the sale of sunglasses it assenbled® from

petitioners' gross incone for their taxable years

! Prior to the trial herein, the Court granted the parties

joint notion to sever a capital |oss carryback issue relating to,
inter alia, petitioners' taxable year ended Dec. 27, 1987. Since
that year is one of the years at issue in docket No. 1215-92, no
decision may be entered in that case at the present tine.

2 Unl ess otherw se indicated, our use herein of the words "as-
senbl ed", "produced", "manufactured", and simlar words does not
reflect the Court's view as to whet her the sungl asses assenbl ed
by Bausch & Lonb Ireland, Ltd. and by Bausch & Lonb Hong Kong,
Ltd. were manufactured by each of those conpanies for purposes of
sec. 954(d)(1).

All section references are to the Internal Revenue Code (Code)
in effect for the years at issue. Al Rule references are to the
Tax Court Rules of Practice and Procedure.

3 Not all of B&L Hong Kong's income from sources other than the
sal e of sunglasses it assenbled is at issue herein. See discus-
sion infra.
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endedDecenber 25, 1983, through Decenber 28, 1986?* W hold that
she did not.

FI NDI NGS OF FACT®

4 In light of our holding on issue (1), we need not, and shal
not, address petitioners' contention that B& Hong Kong's inconme
fromthe sale of sunglasses it assenbled is excludible from
petitioners' gross incone for each of those years under sec.
954(b) (4).

5 At the conclusion of the trial herein, the Court ordered the
parties to file seriatimbriefs and limted the parties' respec-
tive briefs to a total of 150 pages, including the proposed
findings of fact. Petitioners' opening and reply briefs total ed
exactly 150 pages. It appears that they were able to so limt
their briefs only by violating Rule 151(e)(3). That Rule
requires the opening briefs of the parties to contain:

Proposed findings of fact * * * based on the evidence, in
the form of nunbered statenents, each of which shall be
conplete and shall consist of a concise statenent of essen-
tial fact and not a recital of testinony nor a discussion
or argunment relating to the evidence or the law. * * *

Petitioners' opening brief did not contain any "Proposed findings
of fact * * * in the formof nunbered statenents” with respect to
any facts to which the parties stipulated in the revised first
stipulation of facts (first stipulation) and to which neither
party objected on evidentiary grounds. Respondent objected in
her brief to petitioners' failure to propose such stipul ated
facts and their resultant violation of Rule 151(e)(3). However,
respondent did not request the Court to inpose sanctions on
petitioners.

During the pretrial and trial phases of these cases, petition-
ers' |l ead counsel made it known to the Court on a nunber of
occasions that he is no stranger to this Court, since he has
appeared before us as attorney of record in a nunber of different
cases. We therefore presune that he is, and in any event he and
all counsel who appear before us should be, thoroughly famliar
with this Court's Rules, including Rule 151(e)(3). Since respon-
dent did not seek any sanctions fromthe Court for petitioners
failure to conply with Rule 151(e)(3), which we view as not hing
nore than their attenpt to circunvent the page limtation we

(continued. . .)



Sone of the facts have been stipulated and are so found.?

Bausch & Lonmb Incorporated (B&L Inc.) is a corporation
organi zed under the laws of the State of New York. At the tine
the petitions were filed, its principal corporate offices were
| ocated in Rochester, New York (Rochester). B&L Inc. and certain
of its subsidiaries filed consolidated Federal income tax returns
(Forms 1120) for the taxable years ended Decenber 25, 19883,
Decenber 30, 1984, Decenber 29, 1985, Decenber 28, 1986, and
Decenber 27, 1987

For each of the years at issue,’ petitioners kept their
books and records and filed their Federal incone tax returns on
the accrual nethod of accounting using a 52-53 week taxabl e year.
B&L Inc. was a U S. shareholder of B&L Ireland and of B&L Hong
Kong within the nmeaning of section 951(b), B&L Ireland and B&L

Hong Kong were controlled foreign corporations (CFCs) of peti-

5(...continued)

pl aced on the briefs in these cases, we shall inpose no sanctions
at this tinme. However, we caution petitioners and their counsel
that any further violations of our Rules and Orders will be met
with the inposition of appropriate sanctions, regardl ess whet her
respondent nmakes a request for sanctions.

6 Each party objected to certain stipulations in the first
stipulation, the second stipulation of facts, and the third
stipulation of facts. (Those stipulations will be referred to
collectively as the stipulations of facts.) W address those
obj ecti ons bel ow.

" Unl ess otherw se indicated, our Findings of Fact and Opi ni on
herein relate to the years at issue.



tioners within the nmeani ng of section 957(a), and B&L Ireland and
B&L Hong Kong mai ntai ned their books and records on the accrual
met hod of accounting using a 52-53 week taxable year.

B&L | nc. and Subsidi ari es®

B&L traces its roots to an optical shop |located in Rochester
that was founded in 1853 by John J. Bausch and Henry Lonb. Prior
to Wrld War |, B&L becane the first producer in the United
States of optical quality glass, a vital material for mlitary
instrunents, that freed the United States fromits dependence on
Eur opean sources of such gl ass.

Prior to and during the years at issue, B&L manufactured and
sold a wide range of optical-related products, including contact
| enses, contact |ens solutions, sunglasses,® binoculars, tele-
scopes, and scientific instruments (e.g., mcroscopes).® Prior
to the years at issue, B&L manufactured and sold prescription
eyegl asses. Prescription eyegl asses are a separate and di stinct
product from noncorrective sungl asses. Prescription eyegl asses

contain individually finished, corrective | enses, are tailored

8 Hereinafter, we shall refer to B& Inc. and all of its sub-
sidiaries, not just those subsidiaries that were consolidated for
Federal inconme tax purposes, as B&L.

® As used herein, the term "sungl asses" neans sungl asses with
noncorrective | enses.

10 B&L was al so involved in certain bionedical fields. However,
that segnent of its business is not relevant to the issues
presented in these cases.
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for a specific prescription and to fit an individual face, and
are assenbled by retail optical shops. In contrast, sunglasses
have noncorrective lenses, are tailored to fit a standard face,
and are assenbled prior to reaching the retailers. B&L discon-
tinued its prescription eyegl asses product line during 1981. As
of 1987, B&L perfornmed manufacturing or marketing operations in
25 countries and its products were distributed in over 70 coun-
tries.

B&L began manufacturing and selling soft contact |enses
during 1971. Prior to 1980, B&L's only manufacturing facility
that had the ability to produce soft contact |enses using the
spin cast process was |ocated in Rochester (Rochester facility).
B&L determ ned that it was prudent to establish additional soft
contact | ens manufacturing capacity overseas in order to mnimze
regul atory del ays, establish an alternative supply source to the
Rochester facility, and have a facility capable of nore effi-
ciently serving the increasingly inportant European markets.
Because of incentives, including tax benefits, offered by the
Governnent of the Republic of Ireland (lreland) to i nduce com
pani es to establish manufacturing facilities in Ireland, it was
determ ned that B&L could realize those objectives nost cost
effectively in Ireland. Accordingly, for valid business reasons,
on February 1, 1980, B&L Ireland was incorporated under the | aws

of Ireland to manufacture contact |enses. B&L Irel and's cont act



| ens manufacturing facility was located in an industrial estate
in Waterford, Ireland (Waterford industrial estate).

During the 1970s and the 1980s, B&L was increasingly turning
its attention to international markets, including Southeast Asia
where B&L was experiencing rapid growmh in the sale of its
products. Prior to 1972, B&L distributed its sungl asses and
ot her products in certain Southeast Asian markets through in-
dependent distributors unrelated to B&L (independent distribu-
tors) that sold products other than B&L products, including in
the case of at |east one such distributor sunglasses produced by
a conpetitor of B&L.. The independent distributors did not focus
on B&L products, and B&L nmi ntai ned no direct contact with the
retail optical shops in Southeast Asia that sold its sungl asses
to consuners. In addition, B& did not maintain any inventory in
Sout heast Asia and experienced |long |l ead tines on product orders
originating in that market due to a delay in shipping products
fromthe United States to that part of the world. This was the
case even though during the early 1970s B&L was experiencing
rapid sales growh in Southeast Asia as that market began to
develop and its consuners could afford nore |uxury-type products.

In 1971, B&L opened an office in Hong Kong, its |argest
mar ket in Sout heast Asia. Although that office, which it called
a representative office, acted as a liaison between B&L and its

i ndependent distributors, it did not maintain any inventory or
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enploy its own sales force. 1In order to inprove custoner service
and reduce the lead tine on product orders, the director of the
representative office in Hong Kong suggested to the Ophthal mc
Division of B& Inc.! in Rochester that B&L operate a war ehouse
to maintain an inventory in Hong Kong. It was the understanding
of B&L that any office that maintained inventory in Hong Kong had
to be incorporated in Hong Kong.

The Ophthalmc Division of B& Inc. decided to incorporate
B&L Hong Kong in 1972 for the primary purposes of distributing
sungl asses and ot her B&L products in Hong Kong and rel at ed
mar kets in Southeast Asia and inproving custoner service and
expandi ng B&L's business in Southeast Asia. |In connection with
the decision to establish distribution operations in Hong Kong,
B&L consi dered Hong Kong's | abor costs, its political stability,
its historic role as a trading center, any logistical difficulty
of managi ng the Asian distribution function from Rochester, and
t he i nadequacy of its marketing and sales in Southeast Asia, in
particular in Hong Kong, because of its reliance on independent
di stri butors.

From 1972 through 1981, B&L Hong Kong functioned, inter
alia, as a marketing, sales, warehousing, and distribution

facility that purchased sungl asses, contact |enses, contact |ens

11 The Ophthalm c Division was one of two main divisions of B&L
Inc. at the tinme the decision to incorporate B& Hong Kong was
made.



solutions, ophthalmc franmes and | enses, scientific instrunents,
and ot her B&L products fromrelated suppliers and sold them
primarily to unrelated custoners in Hong Kong, Taiwan, the
Phi | i ppi nes, Singapore, Ml aysia, Thailand, and | ndonesi a.
During those years, B& Hong Kong's | argest selling products were
sungl asses that it purchased fromB&L and that it did not as-
senble in Hong Kong, and its | argest sales market for those
sungl asses was Hong Kong. Throughout the period 1972 through
1981, B&L Hong Kong, and not B&L Inc., nmade the decisions affect-
ing B&L Hong Kong's operations that related to its (1) |easing
facilities, (2) personnel, (3) selection of the B&L product |ines
it offered, (4) B&L product inventory levels, (5) processing and
billing of custoner orders, and (6) account managenent. During
t hose years, B&L Hong Kong expanded its sales of B&L products
from approxi mately $300,000 to $10 mllion.

B&L' s managenent was aware that the tax rates in Hong Kong
were lower than the tax rates in the United States during and
i mredi ately prior to the years at issue, and B&L's nanagenent
made efforts during those years to reduce its overall tax burden.

B&L Sungl asses

B&L began produci ng sungl asses in 1930 in response to an
inquiry fromthe U S. Arnmy Air Corps, whose pilots needed protec-
tion fromthe glare of the sun while flying above the clouds.

B&L began marketing sungl asses to the general public in 1936.
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Since 1937, B&L has marketed its sunglasses principally under the
name " Ray-Ban".

Ray- Ban sungl asses are prem um quality sunglasses that are
priced two-to-ten tinmes higher than regul ar sungl asses. Ray-Ban
sungl asses contain optical-quality, glass |l enses that are inpact
resi stant and designed to protect the wearer fromharnful ultra-
violet rays wthout distorting his or her natural vision.

B&L produced, inter alia, the followng styles of sun-
gl asses, all of which bore the I ogo Ray-Ban: (1) Sunglasses with
metal tenples and fronts and glass | enses that B& and we refer
to as netals or netal sunglasses,?!? (2) sunglasses wth netal
tenples and fronts covered in whole or in part with | eather and
glass lenses that B& and we refer to as |leathers, (3) sungl asses
with plastic tenples and fronts and gl ass | enses that B&L and we
refer to as plastics or plastic sunglasses,?®® and (4) sungl asses
with nylon tenples and fronts'* and gl ass | enses that B&L and we
refer to as Cats. B&L al so produced sungl asses with netal
tenpl es and fronts and a one-piece plastic shield as a | ens that
B&L and we refer to as Wngs.

B&L used stock keeping units (SKUs) to keep track of the

12 Metals included styles of sunglasses known as |arge netals,
| arge netals |1, Qutdoornmans, and Caravans.

13 Plastics included a style of sunglasses known as Wayfarers.

14 B&L purchased the nylon tenples and nylon fronts from an
unrel at ed vendor
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finished sungl asses that it produced and sold. Every different
type of finished sunglass product nmade by B&L was assigned a
different SKU and represented a separate inventory item Any
variation in the sungl asses caused themto be assigned a dif-
ferent SKU.  Thus, for exanple, if tw pairs of large netals
contained different colored | enses, or two pairs of Wayfarers
were made with different colors of plastic, they were assigned
di fferent SKUs even though they were identical in every other
respect.

Prior to and during the years at issue, B&L's primary
facilities for producing sungl asses were |ocated in Rochester.
B&L performed both parts fabrication and assenbly in Rochester.
B&L treated parts fabrication and assenbly as separate operations
and, regardless of location, considered its assenbly facilities
as custoners of its parts fabrication facilities.

For all relevant periods until sonetine in 1986, B&L pro-
duced the glass |lenses for its Ray-Ban sunglasses in its gl ass
pl ant in Rochester (glass plant). The glass plant used a | arge
gl ass tank capable of being subjected to extrene heat to turn
sand and oxides into a nolten material that could be pressed into
shape for use as |enses in Ray-Ban sungl asses. Because plastic
| enses had taken over the market for prescription eyegl asses by
1986, the glass plant was not commercially viable and was cl osed.

B&L licensed its glass | ens-making technology to Schott d ass
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Technol ogy (Schott & ass), an unrelated third-party vendor that
speci alized in making gl ass products. B&L worked closely with
Schott G ass to ensure that it produced quality |lenses for use in
Ray- Ban sungl asses.

B&L fabricated the parts for its netals in its Frame Center
in Rochester (Frame Center) and its plant in Pforzheim GCermany,
t hat was operated by B& GrbH, a subsidiary of B&L Inc. B&L
put nmetal wire through a nultiple-step process in order to
produce the parts known as netal tenples or fronts that were used
in assenbling certain of its sunglasses. Machines were used to
draw, form bend, or cut the netal wire and to press holes into
the parts to create threaded holes. An el ectropl ated coating was
applied to the netal tenples and fronts. As part of the process
of fabricating netal sunglass parts, netal tenples and fronts
were subjected to 20 to 40 specific inspection steps, sone of
whi ch invol ved random sanpl es.

In the process of fabricating plastic franes, sheets of
pl astic were pressed by B& to cut out plastic tenples and
fronts. Hi nges were attached during the process. |In the case of
the plastic tenples, heated wires were inserted into the tenples
in order to enable themto hold adjustnents to their shape. As a

final step to B&L's fabrication of plastic franmes, the plastic

15 B&L al so conducted sone aspects of its sunglass operations in
Cakl and, Maryl and.
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tenples or fronts were placed into a tunbling barrel, which
cont ai ned wooden chi ps and wax to round their edges and polish
t hem

B&L wor ked hard to ensure the quality of its sungl asses
during both the fabrication of parts for sunglasses and the
assenbly of those parts into finished sungl asses. Regardl ess
where the parts were fabricated and assenbled into finished
sungl asses, B&L maintained strict quality standards and specifi -
cations that the parts and finished sungl asses were required to
meet. Specifications for all sunglasses were established by the
specifications group at the B& Frane Center in Rochester.

Est abli shnent by B&L of New Sungl ass Assenbly Facilities

During the 1970s, B&L experienced trenmendous growh in its
sungl ass sales. Mich of that growmh was in international
mar kets, especially Western Europe and Sout heast Asia. By 1982,
approxi mately half of B&L's sungl ass sal es were outside the
United States. To help neet that demand, B&L increased the
output of its sunglass production facilities in Rochester during
the 1970s and continued to do so during the years at issue.

Prior to 1982, B&L operated a sunglass assenbly facility in
France that it decided to close. Because of the trenendous
grow h of its sunglass sales in Europe and el sewhere, it needed
(1) to replace that facility in order to supply its European

markets and (2) to expand its worl dw de sungl ass producti on.
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Al t hough B&L considered further expanding its sunglass assenbly
facility in Rochester and opening sungl ass assenbly facilities in
other places, it determned that Ireland was the best site for

t he establishnment of a new sungl ass assenbly facility.

The primary reason for the selection of Ireland as a site
for a sunglass assenbly facility was the availability of grants
fromthe Industrial Devel opnment Authority of Ireland (1DA) and
ot her incentives provided by the Governnent of Ireland. The | DA
established pursuant to the Industrial Devel opnent Act of 1969,
was responsible for pronoting industrial devel opnent in Irel and.
Its principal objective was to encourage Irish and foreign
industrialists to establish operations in Ireland. Although the
| DA hel ped conpani es organi zed in Ireland that did not export
products fromlreland, certain service-industry conpanies, and
smal | businesses, it favored those businesses setting up nmanu-
facturing operations that planned to export products from
Ireland. The IDA offered a wi de range of econom c and fi nanci al
incentives to firnms that established operations in Ireland,
including (1) capital grants in amobunts up to 45 percent of the
total cost of plant and equipnment and (2) training grants in
anopunts up to 100 percent of the expenditures incurred to train
enpl oyees.

On or about June 23, 1982, B&L submtted to the IDA a draft

proposal (IDA draft proposal) for the establishnent of a sungl ass



- 15 -

facility in Waterford, Ireland, to be located in the Waterford
industrial estate in which B& Ireland' s contact lens facility
was | ocated. The |IDA draft proposal was prepared in the format
set forth in the IDA's "Guide to the Subm ssion of Industri al
Proposal s".

On or about COctober 6, 1982, B&L Ireland and the | DA entered
into an agreenment (IDA grant agreenent) pursuant to which the | DA
agreed to provide B& Ireland with (1) capital grants equal to 40
percent of B&L Ireland's (a) annual rent, (b) expenditures for
factory-building nodifications, and (c) purchases or | eases of
new machi nery and equi prent and (2) training grants equal to 100
percent of B&L Ireland's training costs. In order to receive the
capital grants under the I DA agreenent, B&L Ireland was required
to follow certain procedures, including filing an auditor's
certificate to verify its actual capital expenditures. It
received capital and training grants fromthe I DA by submtting
t he required docunented clains for such grants.

Cont enpor aneous with the | DA grant agreenent, B&L Irel and
and the IDA entered into a | ease and option agreenent (unit 107
| ease and option agreenment) pursuant to which B&L Irel and | eased
and was granted an option to purchase fromthe IDA unit 107 in
the Waterford industrial estate that had an approxi mate size of
6, 700 square feet. At the sanme tine, but in a separate agree-

ment, the IDA also agreed to grant a rent subsidy to B&L Irel and
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wWth respect to the unit 107 | ease and option agreenent.

B&L Ireland entered into additional |leases wwth the IDA. On
or about April 27, 1983, it executed an agreenent to | ease unit
102 in the Waterford industrial estate to use as a tenporary
storage facility for raw materials. |In 1984, B&L Ireland | eased
fromthe | DA a warehouse facility that had an approxi nate size of
6, 000 square feet. In late 1987, it noved its sungl ass assenbly
operations to a new facility that had approxi mately 19,000 square
feet.1®

B&L Irel and received additional financial incentives from
the Governnment of Ireland in the formof certain exenptions from
Ireland's corporation tax and its val ue added tax (VAT). Wth
respect to Ireland's corporation tax, lIreland generally exenpted
fromthat tax income earned through export sales of goods manu-
factured in Ireland. Pursuant to that exenption, B&L Ireland was
relieved of its obligation to pay Ireland' s corporation tax with
respect to substantially all, if not all, of its profits fromits
sungl ass assenbly operations. Wth respect to Ireland' s VAT,

Irel and generally exenpted fromthat tax firnms engaged in a
manuf act uri ng busi ness that were inporting the goods used in that
busi ness. Pursuant to that exenption, B&L Irel and was exenpt

fromVAT on itens it purchased fromB&L Inc. and B&L GrbH for use

¥ 1t is unclear fromthe record whether B&L Irel and | eased or
purchased the facility into which it noved its sungl ass assenbly
operations during 1987.
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in its sunglass assenbly operations in Irel and.

In addition to incentives provided by the I DA and the
Governnent of Ireland, B&L considered the following factors in
selecting Ireland as the site for a sunglass assenbly facility:
(1) The ability to have goods shipped fromlreland duty-free
within the European Econom ¢ Community (EEC) because of that
country's nmenbership in the EEC, (2) Ireland's proximty to North
Africa, the Mddle East, and Europe, (3) Ireland s | ow | abor
costs, and (4) econom es gai ned by association with the existing
contact lens facility in Waterford, Ireland.

In addition to opening a sunglass assenbly facility in
Irel and during 1982, B&L deci ded to open a sungl ass assenbly
facility in Hong Kong during that year. During the early 1980s,
B&L Hong Kong experienced rapid growh in the sale of sungl asses
that it purchased fromB&L. Because it experienced |ong |ead
times on finished sungl asses shipped fromthe United States, B&L
Hong Kong found it necessary to maintain |large inventories to
avoi d running out of certain SKUs of sunglasses. The cost of
mai ntaining large inventories during the early 1980s was high
because interest rates were approximately 18 percent at that
time. In an effort to reduce costs and i nprove custoner service,
inearly 1981, M. Y.H Chan, the managi ng director of B&L Hong
Kong from 1975 and throughout the years at issue, proposed to

WIlliam Godfrey (M. Godfrey), the president of B&L Inc.'s
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Consurer and Ophthal mic International Division,! that B& Hong
Kong assenbl e sungl asses in Hong Kong. M. CGodfrey approved the
deci sion on behalf of B&L Inc. to establish a sunglass assenbly
facility in Hong Kong. Hi s decision was based on the follow ng
factors: (1) Because the parts for different SKUs of Ray-Bans
wer e i nterchangeabl e, B& Hong Kong coul d reduce its finished
goods inventory yet process custoner orders faster by assenbling
t he sungl asses in Hong Kong;*® and (2) because | abor and overhead

costs were cheaper in Hong Kong than in the United States, the

7 The Consumer and Ophthal mi c International Division succeeded
the Ophthalmc Division as the division of B& Inc. responsible
for overseeing B& Hong Kong.

18 For exanple, B&L produced different SKUs of sungl asses that
used the sane type of frane, but |enses of different colors.
Lenses of the sanme design also were used interchangeably in
certain different styles of sunglass frames. Each style of frane
wi th each color of lens represented a different SKU. |If B&L Hong
Kong had not decided to assenbl e sungl asses in Hong Kong, it
woul d have needed to maintain a finished goods inventory for
every SKU in order to process orders quickly. By maintaining a
sungl ass assenbly facility in Hong Kong, B&L Hong Kong was abl e
to process an order without needing to maintain a finished goods
inventory for every SKU. Rather, it sinply needed to maintain an
adequat e supply of the interchangeable parts. By way of illus-
tration, if B&L Hong Kong had not conducted assenbly operations
in Hong Kong and had estimated that it would sell 100 pairs of

| arge netals, but had been unable to estimate whether its sales
woul d be for large netals with green or with gray |enses, it
woul d have needed to stock 100 finished pairs of each of those
SKUs. However, if B&L Hong Kong were to conduct assenbly
operations, it could fill an order for 100 |large netals with gray
| enses, 100 large netals with green | enses, or sone conbination

t hereof sinply by maintaining 100 pairs of franes for |arge
metals, 100 pairs of gray |enses, and 100 pairs of green |enses.
Thus, the total nunber of frames in B&L Hong Kong's inventory
could be less than the nunber of frames in its inventory if it

mai nt ai ned enough finished goods inventory to fill those orders.
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overall cost to B&L to produce a pair of sunglasses was reduced.

From 1982 t hrough 1987, B&L Hong Kong | eased facilities in
the Watt's Industrial Building in Hong Kong for its sungl ass
assenbly operations. During the period 1983 through 1985, B&L
Hong Kong | eased 1,200 square feet for those operations. During
1986 and 1987, it increased the anobunt of space it |eased to
8,000 square feet, 4,000 square feet of which was used for
production and 4,000 square feet of which was used as a ware-
house. B&L Hong Kong | eased additional space for offices for
managers and ot her personnel involved in its sunglass assenbly
oper ati ons.

In addition to assenbling sungl asses, B&L Hong Kong con-
tinued to act as a marketing and distribution conpany for other
B&L products, including sunglasses assenbl ed outside of Hong
Kong.

Li censes of Intangibles to B&L Ireland and to B& Hong Kong

Pursuant to |icense agreenents, B&L Inc. granted to B&L
I rel and and B&L Hong Kong, respectively, nonexclusive licenses to

use certain technology relating to sungl ass assenbly.® Pursu-

19 Except as stated bel ow, the sunglass assenbly operations
conducted by B&L Ireland and by B& Hong Kong were substantially
the same. The sungl ass assenbly operations conducted by B&L Inc.
in Rochester with respect to netals, plastics, Wngs, and
| eathers were substantially simlar to the sunglass assenbly
operations conducted by B&L Ireland with respect to those styles
of sungl asses and by B& Hong Kong with respect to those styles
except plastics that B& Hong Kong did not produce. Even at its
(continued. . .)
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ant to those respective |license agreenents, B&L Inc. provided to
B&L Irel and and B&L Hong Kong specifications for sungl ass assem
bly, production know how and training, ongoing technical assis-
tance and support, standard operating procedures, and ot her
docunents and information relating to the sungl ass assenbly
process. B&L Ireland and B&L Hong Kong paid royalties to B&L
Inc. for the use of such technol ogy.

B&L Ireland and B&L Hong Kong were required to assenbl e B&L
sungl asses in accordance with the specifications for such sun-
gl asses established by B& Inc. Although B&L Irel and and B&L
Hong Kong were able to recommend changes in the specifications,
they were not free to ignore the specifications established by
B&L | nc.

Managenment Functions at B&L Irel and and B&L Hong Kong

B&L I rel and enpl oyed between 55 and 66 enpl oyees, i ncl uding
the foll owi ng supervisors (al so known as nanagers) who were
responsi ble for the conduct of B&L Ireland' s sunglass assenbly
operations: (1) A plant manager who was responsi ble for ensuring
that the plant was properly sized for the volune of production

the plant was required to generate and for ensuring the coordi na-

19C. .. continued)

facilities in Rochester, B&L Inc. treated sungl ass assenbly as a
separate function fromthe fabrication of sunglass parts. The
assenbly operations at B& Inc., B&L Ireland, and B&L Hong Kong
recei ved sonme parts fromthe sane parts warehouse |ocated in
Rochest er.
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tion of the activities of the senior managers who reported to him
or her, (2) a production or manufacturing supervisor who was
responsi bl e for the supervision and organi zati on of plant person-
nel and who ensured that all resources (i.e., equipnent and
manpower) were in place and that training was properly undertaken
and reported to the IDA, (3) a materials supervisor who was
responsi ble for preparing the production plan for the plant and
ensuring that all parts were properly ordered and arrived at the
plant in time for processing, and (4) a quality assurance and
engi neering supervi sor who was responsi ble for ensuring that the
parts supplied to the plant and the finished products | eaving the
pl ant met the quality standards that apply to B&L sungl asses.
B&L Ireland al so had ot her nanagenent staff who were responsible
for finance and accounting, human resources, and other functions.
The pl ant manager and the seni or managenent personnel normally
met on a weekly basis as a nmanagenent teamto work on policy or
ot her issues.

The managenent of B&L Irel and was responsi ble for planning
t he production of B&L sunglasses in Ireland. That process, known
as the production planning process, involved several stages.
Approxi mately six nmonths prior to the beginning of a fiscal year,
the seni or nanagenent team net to prepare a production budget.
The production budget was based upon the custoner sales and

demand forecasts supplied to B& Ireland by B&L | nc. and upon
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instructions fromB&L Inc. as to which SKUs B&L Irel and was to be
responsi ble for assenbling. The production budget was desi gned
to identify the resources (i.e., the necessary personnel and
sungl ass parts) required to neet the production plan. The next
stage of the production planning process was to prepare the
production forecast. That occurred approxinmately three nonths
prior to the planned production and allowed B&L Ireland to order
t he necessary sunglass parts fromB& Inc. and B&L GrbH in tine
to begin the required production. The next phase in the produc-
tion planning process was to prepare a production schedul e that
occurred one to two weeks in advance of actual production. The
production schedul e was prepared by the production supervisor and
the materials supervisor and was based on what parts and produc-
tion personnel were available at that tinme to neet required
production as set by B& Inc. Manufacturing orders were issued
fromthe production schedule. The manufacturing orders specified
whi ch SKU of sungl asses was to be assenbled. Based on the

manuf acturing order, parts were issued to the operator (viz., the
assenbler) so that the assenbly process coul d begin.

B&L Irel and was responsible for hiring its own production
personnel and for negotiating union contracts for its sungl ass
assenbly operations. B&L Ireland al so retai ned outside consult-
ing firms (1) to develop a job evaluation system for determ ning

the relative level of skill required to performthe various
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functions performed by B&L Ireland (including its contact |ens
operations) and (2) to assess the relative level of efficiency
achi eved by the enployees in its sunglass assenbly operations and
to recommend work standards to inprove that |evel of efficiency.

B&L Irel and mai ntai ned a managenent accounting system for
its sungl ass assenbly operations that was separate fromthe
accounting systemfor its contact |ens operations. The account-
ing systemfor B&L Ireland' s sungl ass assenbly operations was
based upon standard cost accounting under which standard costs
were established for materials, |abor, and overheads, and the
actual costs for those itens were conpared agai nst those standard
costs to determ ne any variances. B&L Ireland prepared nonthly
reports based on its accounting systemin order to aid it in
monitoring its sunglass assenbly operations. B&L Ireland' s cost
accounting system was indicative of a manufacturing conpany and
not a distribution operation.

B&L Hong Kong's sungl ass assenbly operations utilized
bet ween 22 and 31 enpl oyees, including the follow ng supervisors
and nmanagers who were responsible for its sunglass assenbly
operations: (1) A managing director who had overall respon-
sibility for B& Hong Kong's operations (including operations
ot her than the assenbly of sunglasses), (2) a production manager
who was responsible for the overall production of sungl asses,

including quality control, process inprovenent, manpower all oca-
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tion, ordering of the parts for production, and production
schedul ing, and (3) an assistant production supervisor and two
group | eaders who were responsi ble for the day-to-day production
operations. The managi ng director reported to an enpl oyee of B&L
I nc.

The nonthly production plans for B& Hong Kong were prepared
by the producti on manager based upon information supplied to him
by B&L Hong Kong's sal es and marketing personnel, the anount of
goods on hand, and the custoner back orders on hand. B&L Inc.
di d not decide which SKUs of sungl asses B&L Hong Kong was to
assenble or sell. B&L Hong Kong's managenent was responsible for
those decisions. Fromthe nonthly production plans that were
based on finished sungl asses, the producti on manager prepared a
weekl y production schedule for each day in each week. The
producti on manager al so was responsible for ordering parts by
taking into account the sales forecast, custoner orders, the
fini shed goods inventory on hand, the parts on hand, and the
parts on order fromB&L Inc.?° Starting in 1984, the parts
orders were prepared by B& Hong Kong using a conputer system
that utilized software devel oped for B& Hong Kong by an outside

vendor it had hired.

20 Prior to placing an actual order for parts, B&L Hong Kong
al so prepared a quarterly report that it sent to B& Inc. in
Rochester to alert it to B& Hong Kong's expected needs for
parts.
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Li ke B&L Irel and, B&L Hong Kong nai ntai ned a nanagenent
accounting system based upon standard cost accounting to conpare
its actual performance data to its standard budgeted data and
prepared nonthly reports based on that systemin order to assist
it in nmonitoring its business. The production manager was
responsi ble for establishing the standard costs based on histori-
cal data and tinme and notion studies. B&L Hong Kong's cost
accounting system was indicative of a manufacturing conpany and
not a distribution operation.

Trai ni ng of Personnel

When B&L Irel and comrenced its sungl ass assenbly operations
in Novenber 1982, the initial training for operators at B&L
I rel and was provided by an individual enployed by B& Inc. and
| asted approxi mately three weeks. Around May 1983, an additi onal
instructor enployed by B&L Inc. provided approxi mately four weeks
of training to B& Ireland s sungl ass assenbly personnel. B&L
Irel and's personnel also traveled to Rochester to train in the
assenbly of new SKUs.

Shortly after commencing operations, B&L Ireland hired
qual ity assurance inspectors to inspect the finished sungl asses
it assenbled. The initial training for inspectors was provided
by an individual enployed by B& Inc. in the United States.
Approxi mately 80 percent of the sungl asses produced at the B&L

I rel and sungl ass assenbly facility during the initial stages of
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production failed a quality inspection and were returned to the
origi nal operator for reworking.

B&L I rel and undertook a nunber of steps to inprove the
quality of the sunglasses it produced. In May 1983, B&L Irel and
established its own training programto ensure that its enpl oyees
were conpetent to produce quality sunglasses. At that tine, B&L
I rel and enpl oyed one of its quality assurance auditors to serve
as a full-time instructor. During 1985, B&L Ireland hired a
second full-tinme instructor to becone an instructor in assenbling
met al sungl asses.

In a further effort to inprove the quality of the sungl asses
it assenbled and in order to help B&L Ireland establish standard
operating procedures for its sunglass assenbly operations, during
1984, B&L Ireland's sungl ass assenbly operations underwent a
quality audit perforned by the quality manager of its contact
| ens operation. Shortly thereafter, the quality assurance
manager for the sunglass assenbly operations was replaced. In
its production budget for its second year of operations (viz.,
1984), the managenent of B&L Ireland al so reduced the estinmated
nunber of SKUs to be produced by it as part of its continuing
effort to inprove the quality of the sunglasses it assenbl ed.

B&L Ireland's training programfor operators |lasted 13
weeks. Wien a new operator started, the instructor showed that

person the workstation and told that person the nanmes of the
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parts, tools, and equi prmrent he or she was to use. For the first
week of training, the new operator assenbled parts that had been
rejected by the quality assurance personnel. Beginning in the
second week of training, the new operator started to assenble
sungl asses fromparts that had passed inspection as acceptable
for use in B& sungl asses. The new operator received one-on-one
instruction in assenbly techniques froman instructor. The tine
that the instructor spent with the new operator decreased as the
training period progressed.

Begi nning in the second week of the training program the
new operator was given targets for the quantity and quality of
sungl asses to be assenbled. For fully-trained operators, B&L
Irel and established a target for assenbly of 200 sungl asses per
day. The target during the second week of instruction was
approximately 25 percent of that anount or 50 sungl asses per day.
During the first few weeks of training, the percentage of sal able
sungl asses assenbl ed by the typical new operator was very | ow.
The typical new operator was able to produce only approxi mately
70 percent of B&L Ireland' s established target of 200 sungl asses
per day at the end of the training period. Typically, an oper-
ator required approxi mately six nonths of assenbly experience
prior to reaching the target set by B&L Irel and.

Sone operators were not able to reach a sufficient |evel of

proficiency to continue to function as operators and were trans-
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ferred to other functions such as packagi ng and washi ng. Not al
operators were proficient at assenbling all types of sungl asses.
Whenever an operator began assenbling a new style of sungl asses,
the operator was given additional training until that person was
confortable and was able to produce sungl asses of sufficient
quality. If an operator switched from assenbling plastics to
assenbling netals, the operator was given an additional 13 weeks
of training.

Training for inspectors at B& Ireland | asted 13 weeks,
regardl ess whet her the individual being trained had been an
operator prior to that tinme. An additional 13 weeks of training
was required if the inspector switched fromthe inspection of
nmetals to the inspection of plastics.

Training for other functions, such as packagi ng and washi ng,
| asted four weeks. Wen B&L Ireland began applying |l eather to
metal frames in 1986, the training for the | eather application
process | asted ei ght weeks. B&L Ireland conducted retraining
prograns for operators who were having difficulty nmeeting quan-
tity and quality standards. Those prograns typically lasted four
weeks.

Most quality problens at B& Ireland with respect to the
basic SKUs tended to di sappear over tinme as B&L Irel and' s nanage-
ment and operators becane nore experienced in assenbling those

types of sungl asses. However, as new styles of sunglasses were
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added to B&L Ireland' s products, new quality problens arose.

Li ke B&L Irel and, before becom ng fully operational, B&L
Hong Kong underwent an initial period of training those involved
in the sungl ass assenbly operations. Enployees of B&L Hong Kong
went to Rochester to observe B&L Inc.'s assenbly operations, and
enpl oyees of B&L Inc. traveled to Hong Kong to help train enpl oy-
ees of B&L Hong Kong. B&L Hong Kong al so established a pil ot
programin which its enpl oyees assenbl ed sanpl e batches of
sungl asses to send to B& Inc. in Rochester for approval. Just
as B&L Ireland experienced quality problens in the early stages
of its operation, B& Hong Kong was unable to neet its quality
st andards during 1983.

Unlike B&L Ireland, B& Hong Kong did not hire any full-tine
instructors. Rather, training of new operators, inspectors, or
ot her production personnel was handl ed by B& Hong Kong's assi s-
tant production supervisor and group | eaders. A new operator
recei ved one-on-one supervision for the first two or three weeks
of training to teach that person the basic techni ques of assem
bl i ng sungl asses. An inspector kept track of the defective
sungl asses assenbl ed by the new operator in order to determ ne
the areas in which the new operator needed to inprove.

The typi cal new operator achieved B&L Hong Kong's basic
daily productivity target of 150 units per day within four to six

weeks after the comencenent of the training program During the
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first few weeks of training, the percentage of sal abl e sungl asses
assenbl ed by the typical new operator was very low. A typica
operator becane skillful in the assenbly of basic SKUs of sun-
gl asses within nine to twelve nonths, but was not able to reach
B&L Hong Kong's average output of 380 pairs of sungl asses per
operator per day until sonetinme during that person's second year
of enploynent. Sone new operators failed to reach the m ni mum
target level and were transferred to other areas.

Most i nspectors at B&L Hong Kong started as operators and
recei ved an additional six to eight weeks of training to becone
qualified inspectors.

Purchase of Parts by B&L Ireland and by B&L Hong Kong

B&L Irel and and B&L Hong Kong purchased from B&L Inc. netal
fronts and tenples, glass |enses, screws, packaging materials,
and other parts and materials that they used in their respective
sungl ass assenbly operations. B&L Ireland al so purchased netal
fronts and tenples fromB&L GrbH and plastic fronts and tenples
fromB&L Inc. During 1987, B&L Irel and purchased nyl on franes
fromBolle, a French conpany unrelated to B&L, that B&L Irel and
used to assenble Cats sunglasses. B&L Ireland assenbl ed and sold
no nore than 35 pairs of Cats during 1987.

The anmounts paid by B&L Ireland and by B&L Hong Kong to B&L
Inc. and by B&L Ireland to B& GrbH for fronts, tenples, |enses,

and other materials used in their respective sunglass assenbly
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operations were equal to B&L Inc.'s and B&L GrbH s respective
standard costs of such parts or materials plus (1) 15 percent in
1983, (2) 20 percent in the first six nonths of 1984, and (3) 30
percent for the remainder of 1984 through 1987. Both B&L Irel and
and B&L Hong Kong communi cated with their suppliers (i.e., B&L
Inc. and B& GrbH with respect to B&L Ireland and B&L Inc. with
respect to B&L Hong Kong) to identify and i nprove quality prob-
lems with respect to the parts they purchased fromthem

B&L Irel and and B&L Hong Kong were responsible for managi ng
and controlling the parts and materials used in their respective
sungl ass assenbly operations. Each conpany mai ntai ned part
nunbers for each of the parts and materials that it purchased and
used those part nunbers for inventory control and managenent
purposes. B&L Ireland and B& Hong Kong typically received parts
i n boxes containing 50 or nore units of a single item(i.e., a
single part nunber). Each box of 50 or nore units was referred
to as a lot.

At B&L Ireland, the quality assurance departnent inspected
purchased parts (incom ng inspection) to screen out nonconform ng
or defective parts, identify problens that m ght arise during the
production process, and identify opportunities to work with its
suppliers to inprove quality. To performthe incom ng inspec-
tion, a trained inspector selected a random sanple of parts from

each lot, examned the parts visually and with various gauges and
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tools to identify cosnetic or aesthetic defects and di nensi onal
defects, and nmarked each defective part. The inspector conpared
the total nunber of rejected parts to a standard to determ ne
whet her the | ot passed or failed the incomng inspection. |If too
many of the purchased parts of a particular ot were determ ned
to be defective, the inspector placed the failed | ot in quaran-
tine.?r |f the purchased parts passed inspection, B& Ireland's
mat eri al s managenent departnent stored the parts in inventory
until they were needed for assenbly.

At B&L Hong Kong, the incom ng inspection was performnmed by
each operator who was trained and responsi ble for checking the
parts prior to assenbling themto ensure that they were of
acceptable quality for assenbly. |If the operator found any
defects, he or she was to ask the storekeeper to exchange the
defective parts for nondefective parts. The storekeeper, who was
also trained to performaquality inspections, verified whether
those parts submtted by the operator were in fact defective. |If
they were defective, the storekeeper replaced them if they were
not defective, the storekeeper returned themto the operator for
assenbly. B&L Hong Kong enpl oyed an individual to repair repair-

abl e defective parts so that those parts could be used to as-

2l Parts placed in quarantine by B& Ireland were not used for
assenbl i ng sungl asses unl ess absolutely necessary. |If it becane
necessary to use the quarantined parts, those parts were in-
spected to sort out the unusable parts. Quarantined parts were
sonetimes reworked to nmake them acceptabl e before they were used.



senbl e sungl asses.

Even if the parts purchased by B&L Ireland and by B&L Hong
Kong had passed the incom ng inspections conducted by each of
t hose conpani es, an operator still could have experienced sonme
difficulty in assenbling those parts due to a probl em known as
tol erance stacking. Because the incom ng inspections at both B&L
I rel and and B&L Hong Kong tested to established tol erances,
purchased parts were permtted to deviate fromthe nom nal
specification (viz., the ideal size) for those parts within a
certain range and nonet hel ess pass inspection. For exanple, if
an operator had attenpted to insert a lens that was | arger than
the nom nal specification into a frame that was snaller than the
nom nal specification, the operator may not have been able to
assenbl e those parts correctly.
Met al s

At both B&L Ireland and B&L Hong Kong, the operator received
the parts to be assenbled along with a manufacturing order
detailing the SKU to be assenbl ed. The operator began assenbling
the netals by picking up a front and using a screwdriver to open
the left and right Iens screws in the endpieces on the fronts by
turning themthree revolutions to permt the operator to attenpt

to insert the | enses properly w thout damaging the | enses or the
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front.? The operator mani pulated the right and left |enses into
the respective eyewires of the front in a manner intended to
avoid canted eyes (i.e., inproper rotation and seating of the
lenses in the fronts), partially assenbl ed sungl asses (on which
the I ens could pop out after the |l ens screw had been tightened),
and chi pped or scratched lenses. |If the |lens had been | arger
than the nom nal specification for |lenses, or the frame had been
smal l er than the nom nal specification for frames, the operator
m ght have had to turn the lens screw nore. |f the operator had
opened the lens screw too far, the screw m ght have popped out of
the hole and the operator would have had to begin the process
again. On the other hand, if the operator had not opened the

| ens screw far enough, the operator, by applying too much pres-
sure trying to force the lens into place, m ght have chi pped the
| ens, which would have caused the lens to be rejected as unac-
ceptable for use in B&L sungl asses.

After inserting the |l enses, the operator inserted a tenple
into the endpiece of the front, aligning the holes of the tenple
with the holes of the endpiece.? The operator maintained that
alignnment with one hand and picked up a tiny screw that was 2.5

to 3 mllinmeters in length and .5 to 1 mllineter in diameter and

22 B&L and we refer to the process of inserting lenses into the
fronts as | ensing.

22 B&L and we refer to the process of attaching the tenple to
the front as tenpling.
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inserted it into the tenple. Using a screwdriver, the operator
partially tightened the tenple screw, fully tightened the |ens
screw, and fully tightened the tenple screw. The operator
repeated the tenpling process with respect to the other tenple.

| f the operator had applied too nuch pressure to the screws when
tightening them the foll ow ng damage, any of which woul d have
made the affected part unacceptable, m ght have occurred: (1) A
cracked lens, (2) a chipped lens, (3) stripped or chipped screw
head, (4) stripped screw threads, (5) stripped threads inside the
tenpl e or endpi ece holes, and (6) broken sol der on the endpi ece.

Fol | ow ng conpl etion of the |lensing and tenpling procedures,
the operator inspected the sunglasses for any damage to the parts
that occurred during the assenbly process and repl aced any
damaged parts identified.

The operator inspected both the left and right lens for |ens
gaps (i.e, a gap between the lens and the frane). |If the oper-
ator had identified a | ens gap, the operator woul d have adj usted
the curvature of the frame by manual |y bending the frame to neet
the curvature of the lens. B&L Ireland and B& Hong Kong fre-
gquently encountered |l ens gap problens with respect to a style of
metal s called Caravans that had square rather than round eye-
pi eces. This was because the curvature of the top of the Caravan
frame generally failed to neet the curvature of the lens. At B&L

I rel and, operators were responsible for adjusting the curvature
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of the Caravans prior to assenbly. At B&L Hong Kong, an in-

di vi dual known as a repairer was assigned to adjust the curvature
of the Caravan franmes before they were given to the operators for
assenbl y.

The operator used an eyewire to identify any endpi ece gap
(i.e., a gap between the top and bottom portions of the
endpiece). |If the operator had identified an unacceptabl e
endpi ece gap, the operator woul d have used gapping pliers to
apply pressure to the endpi ece so that he or she could have
further tightened the Iens screw. |If the operator had applied
too nmuch pressure to the pliers, he or she could have chipped the
| ens or broken the sol der on the endpiece.

The operator used a fitback board to identify and exam ne
the crossover angle (i.e., the angle of the tenples when fol ded
inrelation to a horizontal line joining the hinge centers), the
fitback angle (i.e., the angle fornmed by the tenples in an open
position in relationship to the front), and the down angle (i.e.,
the angle fornmed by the front and tenple in the open position) in
order to determine if those angles were within the specifications
established for the SKU bei ng exam ned. The operator al so used
the fitback board to determ ne whether there were any rocking

tenples (i.e., whether both tenples had contact with the surface
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when |lying topside down on a flat surface).? |f the operator
had determ ned that an adjustnent to the sungl asses was needed,
t he operator would have used truing pliers to manipul ate the
endpiece to the required angle. |If the operator had applied too
much pressure or otherw se m sused the pliers when bending the
endpi ece, the operator could have broken or marked the endpi ece
or the tenple, or chipped the lens. |If an adjustnent had been
made, all angles woul d have been rechecked until no further
adj ust rent woul d have been necessary.

After the operator conpleted the truing process, the sun-
gl asses were sent to trained inspectors at B&L Ireland and B&L
Hong Kong who perforned an inspection of each pair of assenbl ed
sungl asses to ensure that it confornmed to the specifications for
t he SKU bei ng i nspected (100-percent inspection). Specifically,
the inspectors (1) inspected the tenples and fronts for cosnetic
defects; (2) exam ned the crossover, fitback, and down angl es and
made any necessary adjustnents to the sungl asses; (3) determ ned
whet her there were any rocking tenples and made any necessary ad-
justnents to elimnate them (4) adjusted the nosepads; (5) ex-
am ned the lenses for cosnetic defects (including any defects in
the trademark and | ogo markings) by (a) identifying any chips,

scratches, or digs, (b) neasuring any such defects using a

24 B&L and we refer to the processes of exam ning and adjusting
t he various angles and determ ning the presence of and elim nat-
ing rocking tenples as truing.
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scratch and dig plate, and (c) conparing any such defects to the
standard al | owabl e size and nunber of such defects that varied
dependi ng on the location of the defects and the SKU bei ng
assenbl ed; (6) exam ned the sungl asses for the presence of any

| ens gaps and canted eye or other fit defects and nmade any
necessary adjustnents to elimnate them (7) inspected the

endpi eces for endpiece gaps and screw quality; (8) identified any
rej ected sungl asses and nmade the necessary repairs and/or re-

pl acenments to those sungl asses; and (9) cleaned the sungl asses
with their gloves.

Fol | ow ng the 100-percent inspection, washers placed the
i nspected netal sunglasses at B&L Ireland and at B& Hong Kong in
a rack, washed the sunglasses in chemcals, rinsed the sungl asses
with Freon, placed the sunglasses in a drying chem cal, and
pl aced the dried sungl asses into another rack.

After inspection and cleaning functions, packers packed each
pair of inspected sunglasses at B&L Ireland and at B&L Hong Kong.
The packer determned if any special packing material was neces-
sary by reference to a special packing manual, placed a hang tag
on the left tenple if specified, closed the left and right
tenpl es, placed the sunglasses in a case, and pl aced the speci -
fied quantity in a finished goods box. After conpleting the
packi ng process, the packer verified the quantity in the box and

conpleted a quality sheet.
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At B&L Ireland, the auditors, who were trained inspectors,
performed an audit of the finished sungl asses that had been
packaged to ensure that the products conforned to B&L's stan-
dards. The auditor selected a random sanple of the sungl asses
froma particular |Iot and perforned inspection functions with
respect to that sanple simlar to the 100-percent inspection
performed by inspectors. |If the auditor had identified too many
defects in the sanples inspected, the |lot would have failed the
audit. In that event, all the sunglasses in the |ot would have
been returned to the inspector for another 100-percent inspec-
tion, and the inspector would have corrected any defects iden-
tified and woul d have sent the |l ot back to the auditor for
reaudi ting.

B&L Hong Kong did not have any personnel devoted solely to
carrying out the audit function with respect to finished sun-
gl asses. Its cleaners, who cleaned each sunglass unit with a
hand cloth follow ng the washing process, and its packers were
trained in inspection procedures needed to performthe audit
function. The cleaners and packers performed inspection func-
tions simlar to the inspections conducted by B&L Ireland' s
auditors. However, rather than inspecting only a random sanpl e
of each lot, each pair of sunglasses at B&L Hong Kong received a
second i nspection conducted by the cleaners and packers.

Pl asti cs
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In addition to assenbling netals, B&L Ireland' s personnel
assenbl ed plastics. B&L Hong Kong did not perform any operations
that resulted in plastic sunglasses and did not even sell many
B&L pl astic sungl asses assenbl ed outside B& Hong Kong. This was
principally because the bridge on the plastics was too w de for
the average Asian face, which tended to be snaller than the
average Caucasi an face, and, unlike netals, plastics did not have
nosepads that could be adjusted to fit the Asian face.

In assenbling plastics, B&L Ireland s personnel used a
heating tunnel equipped with tenperature and speed controls in
order to render the plastic fronts sufficiently nmalleable so as
to permt the insertion of the |lenses and the formati on of the
headcurve of the fronts. The heating tunnel, which contained a
conveyor belt running through the machine, heated the front with
el ectrical elenents |ocated on the top of the tunnel. Although
the specifications for a particular SKU established initial
settings for the tenperature and speed, the operator was respon-
sible for adjusting those controls as necessary to facilitate the
| ensing process. If a front had not been hot enough when it
exited the tunnel, the operator could not have inserted both
| enses without damaging either the fronts or the lenses. On the
other hand, if the front had been too hot when it exited the

heating tunnel, it could have suffered heat damage such as sunken
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pl agues, ?® bubbl es, blisters, and cracks.

After the operator renoved the heated front fromthe heating
tunnel, he or she renobved the plastic protective caps fromthe
hi nges with a decapper or pliers, placed the front on the netal
stretcher plate | ocated on a pneumatic stretcher machi ne, and
activated the machine that conpressed a top plate down on to the
stretcher plate, thereby stretching the eye cavities on the front
and partially form ng the headcurve of the front. The operator
removed the front fromthe stretcher plate, manipul ated the
| enses into the eye cavities, manipulated the front to formthe
proper headcurve for the SKU bei ng assenbl ed, neasured the
headcurve using a headcurve chart, exam ned the fronts for
distortions, and checked for and corrected any | ens gaps or other
defects. The operator was required to conplete the |ensing
process before the front cool ed down.

Prior to attaching the plastic tenples to the fronts, the
operator was required to use a mtring machine to cut plastic
fromthe front end of the tenples so as to create an angle that
conforned to the angle of the front.2? The operator adjusted the

cutting blade of the mtring machine, inserted and aligned a

% The plaque is the netal piece on the plastic front. It
appears sunken when the plastic around the netal becones so hot
that it swells and covers the plaque.

26 B&L and we refer to the process of cutting the tenples with a
mtring machine as mtring.
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tenple so that the machine would cut the tenple, and secured and
cut the tenple. [|f the operator had cut off too nmuch plastic,
the tenple woul d have been scrapped. |If the operator had cut off
too little plastic, the process would have been repeat ed.

After mtring the tenple, the operator attached the tenple
to the front. He or she performed that function by inserting a
tenple into the endpiece of the front, aligning the tenple holes
with the endpi ece holes, and, while nmaintaining that alignnment
w th one hand, picking up and inserting a tiny screwinto the
tenple hole with the other hand, and fully tightening the screw.
The process was repeated wth respect to the other tenple.

During certain periods from 1985 t hrough 1987, operators at
B&L Irel and used a sem automatic screwdriver to performthe
tenpling process with respect to plastic sunglasses. The
operator aligned the tenple and front and pl aced those parts on
the stand of the sem automatic screwdriver. The operator then
pressed a footpedal attached to that screwdriver that resulted in
securing a screw, inserting it into the tenple holes, and fully
tightening it. The process was repeated with respect to the
ot her tenple.

After conpleting the tenpling process with respect to three
units in a lot, the operator perfornmed a truing process on the
pl astic sunglasses simlar to the one conducted with respect to

metal sunglasses. |If the mtring on those three units had been
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done properly, the operator would have conpleted the tenpling
process with respect to the remainder of the lot. If the mtring
had not been done properly, the tenples would have been remtred
if possible, or if not, they would have been scrapped and

repl aced.

When necessary, operators at B&L Ireland renoved cosnetic
bl em shes from pl asti c sungl asses using a polishing machi ne that
had a spinning wheel with surfaces for polishing and buffing.

The operator held the blem sh, which was marked with a yell ow
grease pencil, to the polishing surface until it could not be
seen (or it was determ ned that the blem sh could not be re-
moved). The operator used the buffing surface to renove the
polish fromthe | enses.

After the operator conpleted the lensing, mtring, tenpling,
truing, inspection, and any repair functions, the lot was sent to
the inspectors for a 100-percent inspection. They perfornmed an
i nspection with respect to plastics that was simlar to the
i nspection perfornmed with respect to netals. |f the sungl asses
passed the inspection, they were packed and audited in a manner
simlar to the respective packing and auditing functions per-
formed wth respect to netals.

Leat hers
During 1984 through 1987, personnel at B&L Irel and and at

B&L Hong Kong perforned | ensing, tenpling, truing, inspections,
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packi ng, and audit processes with respect to |l eathers that were
substantially simlar to those processes with respect to netals.

Beginning in 1986 and during 1987, B&L Irel and and B&L Hong
Kong applied |eather to netal fronts (including headbars) and
tenples prior to conpleting the |ensing, tenpling, and truing
functions. Those conpanies used a training manual prepared by
Tannereye Ltd., an unrel ated conpany, to train their enployees to
perform those functions.

In the | eather application process during 1986 and 1987, the
operator m xed the ingredients for the primer, applied the priner
to the fronts? using a syringe, and placed the prined fronts and
tenples in a drying area for a m ni num of eight hours (or, in the
case of black chrone fronts, placed themin an oven for two
hours, reprined the fronts, and allowed themto dry for 24
hours). The operator used acetone to renove prinmer fromthe
endpi eces or bridge, since those areas had to be free of any
adhesive that would detract fromtheir appearance.

Prior to applying leather to the prinmed fronts, the operator
i nspected the | eather, which had an inactive glue on the inside
surface, to ensure that it was free fromflaws. The operator
measured the | eather (including marking where the nosepad arm was
| ocated) and cut off any excess |eather so that the | eat her piece

would fit the front. The operator applied acetone to the side of

2T Primer was also applied to nmetal tenples.
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the leather with the glue on it to activate the glue and applied
the leather to the front. The operator (1) used a soldering iron
to burn off any excess thread; (2) used nodeling tools to press
the | eather down to avoid gaps where the netal was show ng; and
(3) placed the front in a pressurized trap that pressed the

| eather tightly against the front to avoid problens wth | oose

| eat her that was not secured to the front. After the operator
exam ned the fronts for defects in the |eather application and
corrected any defects, the operator applied nosepads to the

| eat her fronts.

In order to apply leather to the headbar of the netal
fronts, the operator applied pressure to the headbar to deform
the front to allowroomto apply the leather to the headbar. The
operator applied the leather to the headbar in a manner simlar
to that performed with respect to the application of |eather to
the fronts. Wen the | eather was applied to the headbar, the
operator pushed the headbar back into place to re-formthe front.

The operator applied leather to tenples in a manner simlar
to that performed with respect to fronts. After applying the
| eather to the tenples, the operator used a vice to bend the
tenples in order to formthe required curve in the tenples for
t he SKU bei ng assenbl ed.

W ngs
From 1984 t hrough 1987, personnel at B&L lreland and at B&L
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Hong Kong perfornmed tenpling, truing, inspection, packaging, and
audit processes with respect to Wngs that were simlar to those
processes perforned with respect to netals. However, Wngs
required a different |ensing technique because, unlike netals
that had two separate gl ass | enses, Wngs had a | ens consi sting
of a one-piece plastic shield. 1In the case of Wngs, after
openi ng the screws and working the eyewire around the lens, the
operator inserted Wngs pliers, one side of which was plastic and
the ot her side of which was rubber, between the nosepad and the
front and exerted pressure until the |l ens snapped into pl ace.
Due to the design of the Wngs lens, B& Irel and and B&L Hong
Kong experienced nore |lens gap problens in the nasal area of
W ngs than they experienced with nost other styles of sungl asses.
In an attenpt to mnimze the |l ens gap, B&L Irel and devel oped and
used an adjusting tool known as the Wngs Gap Eli m nator.

After conpleting the truing process wth respect to Wngs
sungl asses, operators at B&L Irel and and B& Hong Kong washed
t hose sungl asses in a hot water bath and a cold water rinse to
remove a protective coating fromthe | enses that was intended to
prevent scratching.

Sal es of Sungl asses Assenbled by B&L Irel and and by B&. Hong Kong

B&L Irel and and B&L Hong Kong assenbled the foll ow ng styles

and quantities of sungl asses:
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B&L I rel and
Descri ption 1983 1984 1985 1986 1987
Met al s 721, 000 406, 828 450, 325 391, 250 536, 872
Pl asti cs 529 520 169, 434 257, 378
W ngs 54, 657 50, 125 15, 093 24,661
Leat her s 171, 469 65, 694 43, 607 77, 207
O her s?8 165 44, 287 192,912
Tot al 721, 000 633, 648 566, 664 663, 671 1, 089, 030
B&L Hong Kong
Descri ption 19832° 1984 1985 1986 1987
Met al s 383, 860 426, 546 428, 012 456, 312
Leat her s 38, 391 42,545 35, 902 39,176
W ngs 18, 528 26, 379 16, 085 4,078
O hers 8, 008 3,701
Tot al 452, 262 440, 779 495, 470 488, 007 503, 267

B&L Ireland transferred the sunglasses it assenbled to a
di stribution warehouse |ocated in Cul enbourg, Holland. B&L
Ireland did not maintain a sales or nmarketing staff. The market-
ing for B&L Irel and was handl ed by Bausch & Lonb United Ki nhgdom
(B&L United Kingdon) in London. The sungl asses assenbl ed by B&L

Ireland were sold primarily for distribution in Europe and the

28 The category "Qthers" primarily included styles called d as-
sic Colours and Precious Metals. Those styles were netals that
were coated with sprayed-on paint in the case of O assic Col ours
or with a coating of rhodiumand rutheniumin the case of Pre-
cious Metals. B&L Ireland experienced sone difficulty in assem
bling O assic Colours and Precious Metals because the coatings on
those styles, which were applied by a third party, chipped off
very easily.

2 The record does not disclose the breakdown of the styles of
sungl asses assenbl ed by B& Hong Kong during 1983.
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M ddl e East. Most of its European custoners were B&L subsidi ar-
i es that operated warehouses in nost of the European countries.
In the Mddle East, nost of B&L Ireland' s custoners were inde-
pendent distributors that sold other products in addition to Ray-
Bans. B&L Ireland did not sell any sunglasses in Irel and.

Not all of the B&L sungl asses sold in Europe and the M ddl e
East were assenbled at the B&L Irel and sungl ass assenbly facili -
ty. B&L Ireland tended to manufacture SKUs of the biggest
runners (i.e., the best selling styles of sunglasses) so that it
was not required to train enployees to assenbl e those products
that were in | ess demand.

B&L Hong Kong sold the sunglasses it assenbl ed for distribu-
tion in Southeast Asia. It sold sunglasses directly to retai
optical shops in Hong Kong and sold to both related and i ndepend-
ent distributors for distribution in the remainder of Southeast
Asia. In addition to selling the sunglasses it assenbl ed, B&L
Hong Kong sol d B&L sungl asses not assenbled by it as well as
ot her B&L products.

In general, B&L Ireland and B& Hong Kong sol d sungl asses at
prices equal to the international distributor list price (1) |less
25 percent for related distributors and (2) less 10 to 15 percent
for unrel ated distributors.

Nei t her B&L Irel and nor B&L Hong Kong assenbl ed sungl asses
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for distribution in the United States. Nor did either conpany
sell sunglass parts to retailers except as replacenents for
repair work. Neither B&L Inc., B&L Ireland, B& Hong Kong, nor
anyone else in the sunglass industry sold sunglass parts to the
ultimate consuner.

Tax Return Treat nent

For each year at issue, petitioners reported none of the
income of B&L Ireland and of B& Hong Kong fromthe sal e of
sungl asses they assenbl ed as incone under subpart F of the Code
(subpart F).

For each of their taxable years ended Decenber 30, 1984,
Decenber 29, 1985, and Decenber 28, 1986, petitioners reported
certain of B&L Hong Kong's incone from sources other than the
sal e of sungl asses assenbled by it as subpart F incone.* Petit-
ioners did not report any of B&L Hong Kong's incone as subpart F
incone for its taxable year ended Decenber 25, 1983. A nenoran-
dum prepared by B&L in connection with the tax audit of petition-
ers' taxable years ended Decenber 25, 1983, and Decenber 30,
1984, indicated that petitioners did not report any of B&L Hong
Kong' s incone as subpart F inconme for their taxable year ended
Decenber 25, 1983, because that conpany "generated an overal

| oss from subpart F operations" for that year.

3 It is not clear fromthe record what all of the sources of
B&L Hong Kong's reported subpart F income were for those years.



Pol ar oi d
From 1960 t hrough the early 1980s, Sidney P. Davis (M.
Davi s) was an enpl oyee of Polaroid U K, which marketed and
di stributed sunglasses in the United Kingdom At the tine he
joined Polaroid UK., it sold sunglasses that were assenbl ed for
it by Polarizer U K., an unrelated conpany, fromlenses that
Polaroid U K. inported fromthe United States and from franes
purchased by Polaroid U K. After joining Polaroid UK , M.
Davis, acting as a representative of that conpany, becane the
producti on manager of the assenbly operations conducted by
Pol arizer U K. H's work included inproving the quality control
of the vendors supplying franes and training the Polarizer U K
staff in quality control procedures. In M. Davis' view, the
Pol arizer U. K. factory in which he worked was a manufacturing
unit engaged in production, and he was a manufacturing nmanager.
The assenbly operations conducted by Polaroid U K and
Pol ari zer U. K. throughout the period during which M. Davis was
producti on manager were very simlar to the assenbly operations
conducted by B&L Ireland and by B& Hong Kong. Parts were pur-
chased, sorted, and inspected. The parts were assenbled into
fini shed sungl asses wth each operator responsible for quality
control. The finished sungl asses underwent a final inspection

before they were shi pped.



OPI NI ON

Evidentiary Matters

We deal first wwth the admssibility of certain facts and
exhibits to which the parties stipulated, but as to which the
parties preserved evidentiary objections in the stipulations of
facts. At trial, we admtted those facts and exhibits into
evi dence conditionally, subject to our ruling on their adm s-
sibility.

The bases for nost of the objections in the stipulations of
facts are that certain stipulated facts and exhibits are inadm s-
si bl e under rule 402 of the Federal Rules of Evidence because
they are not relevant as defined in rule 401 of those rules and
that, if such facts and exhibits are relevant, they are in any
event inadm ssible under rule 403 of those rules. W have
exam ned each of the stipulated facts and exhibits in question
and find each of themto be relevant. Fed. R Evid. 401. 1In
addition, we find that the probative value of each of those facts
and exhi bits outwei ghs any potential for unfair prejudice,
confusion, or other basis for inadmssibility stated in rule 403
of the Federal Rules of Evidence. Accordingly, we overrule al
of the parties' evidentiary objections based on rules 401, 402,
and 403 of the Federal Rules of Evidence.

Each party also objected in the stipulations of facts to
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certain stipulated exhibits on grounds of hearsay. "'Hearsay' is
a statement, other than one made by the declarant while testify-
ing at trial or hearing, offered in evidence to prove the truth
of the matter asserted.” Fed. R Evid. 801(c). Petitioners
objected to the follow ng exhibits on those grounds: (1) "The
Story of Bausch & Lonb", (2) "articles froma 'manufacturing
journal' prepared by Petitioners”, (3) two "newspaper articles”
from"Denocrat and Chronicle, July 20, 1987" and "USA Today, May
6, 1987", (4) "Bausch & Lonb Magazine, Vol. 4, No. 3, dated
Septenber 1987", (5) "advertisenments that appeared in Boating
Mont hly, a Hong Kong Yachting Associ ation publication, dated
Novenber 1979", and (6) "a docunent prepared by petitioners”. W
find that, with the exception of the two newspaper articles,
petitioners and/or their agents prepared the exhibits in question
and that they are adm ssions by a party opponent within the
meani ng of rule 801(d)(2) of the Federal Rules of Evidence that
are not hearsay. W find that the two newspaper articles in
question are hearsay as defined in rule 801 of those rules, and
respondent has not argued that any exception to the hearsay rule
applies to those articles.

Respondent objected to one paragraph of a "menorandum from
D.L. MG nnis to D. Earhart, dated Novenber 14, 1979" (MG nnis

menor andum) on the ground that it is hearsay included within
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hearsay that is not otherw se adm ssible pursuant to rule 805 of
t he Federal Rules of Evidence. The paragraph at issue in that
menmor andum viz., the third narrative paragraph that begins
"Regarding salaries", relates D.L. MG nnis' notes froma conver-
sation that he had with another individual concerning the avail a-
bility of training grants fromthe I DA for B& Ireland s contact
| ens operations. W find that that paragraph constitutes hearsay
Wi thin hearsay not otherwi se adm ssi ble pursuant to rule 805 of
t he Federal Rules of Evidence.

In conclusion, the two newspaper articles and the third
par agraph of the MG nnis nenorandum are i nadm ssi bl e hearsay.
We unconditionally admt into evidence the remaining stipulated
facts and exhibits to which the parties objected and nake t hem
part of the record in these cases.

Forei gn Base Conpany Sal es | ncone--Section 954(d) (1)

Under subpart F (sections 951 through 964), a U. S
shar ehol der of a CFC nust include in gross incone a pro rata
share of certain classes of incone of that CFC including, inter

alia, foreign base conpany sal es incone.3 Section 954(d) pro

31 Sec. 951(a)(1l) provides that a U S. sharehol der of a CFC nust
include in gross inconme, inter alia, a pro rata share of the sub-
part F inconme of that CFC for the year ended during such share-
hol der's tax year. Sec. 952(a) defines the term"subpart F in-
cone" to include "foreign base conpany incone". Sec. 952(a)(2).
Sec. 954(a) defines "foreign base conpany incone"” to include
(continued. . .)



vides in pertinent part:
(d) Foreign Base Conpany Sal es | ncone. - -

(1) I'n General.--For purposes of subsection
(a)(2), the term"foreign base conpany sal es i ncone"
means i ncome (whether in the formof profits, comm s-
sions, fees, or otherwi se) derived in connection with
t he purchase of personal property froma rel ated person
and its sale to any person * * * where--

(A) the property which is purchased * * * s
manuf act ured, produced, grown, or extracted out-
side the country under the |l aws of which the con-
trolled foreign corporation is created or organi z-
ed, and

(B) the property is sold for use, consunp-
tion, or disposition outside such foreign country

* * %

The |l egislative history of subpart F provides sonme gui dance
on the neaning of foreign base conpany sales incone. Inits
expl anation of subpart F, the Senate Finance Comm ttee stated: 32

The "foreign base conpany sales inconme" referred
to here neans inconme fromthe purchase and sal e of
property, w thout any appreciable value being added to
the product by the selling corporation. This does not,
for exanple, include cases where any significant anount
of manufacturing, major assenbling, or construction
activity is carried on with respect to the product by
the selling corporation. On the other hand, activity
such as m nor assenbling, packaging, repackaging or
| abeling will not be sufficient to exclude the profits

31(...continued)
"foreign base conpany sal es incone" as defined in sec. 954(d).
Sec. 954(a)(2).

32 The House Ways and Means Committee used sinilar |anguage in
its report on subpart F. H Rept. 1447, 87th Cong., 2d Sess.
(1962), 1962-3 C.B. 402, 466.



fromthis definition

The sal es income with which your commttee is
primarily concerned is incone of a selling subsidiary
(whet her acting as principal or agent) which has been
separated from manufacturing activities of a related
corporation nerely to obtain a lower rate of tax for
the sales inconme. * * * [S. Rept. 1881, 87th Cong., 2d
Sess. (1962), 1962-3 C. B. 703, 790.]

In their technical explanations of the bill enacting subpart F,
both the Senate Finance Commttee and the House WAays and Means
Comm ttee further explained that the definition of "foreign base
conpany sal es incone":

does not apply to incone of a controlled foreign cor-
poration fromthe sale of a product which it manufac-
tures. In a case in which a controlled foreign cor-
poration purchases parts or materials which it then
transforns or incorporates into a final product, incone
fromthe sale of the final product would not be foreign
base conpany sales inconme if the corporation substan-
tially transforns the parts or materials, so that, in
effect, the final product is not the property pur-
chased. Manufacturing and construction activities (and
production, processing, or assenbling activities which
are substantial in nature) would generally involve
substantial transformation of purchased parts or nma-
terials. [S. Rept. 1881, supra, 1962-3 C. B. at 949;

H Rept. 1447, 87th Cong., 2d Sess. (1962), 1962-3 C. B
at 592-593.]

Under 954(d) (1), if a CFC purchases property froma rel ated
person that it sells to any person for use or consunption outside
the country under which it is organized, a U S. sharehol der of
that CFC is subject to U. S. incone tax on that stockholder's pro
rata share of the incone generated by such sale unless the prop-

erty sold is manufactured, produced, grown, or extracted in the
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country in which the CFC is organized. If, however, the CFC
manuf act ures, produces, grows, or extracts the property that it
sells in the country in which it is organized, the inconme from
the sale of that property is not foreign base conpany sal es

i ncone, regardless where the property is used or consuned. Dave

Fi schbei n Manufacturing Co. v. Conm ssioner, 59 T.C. 338, 355

(1972); see sec. 1.954-3(a)(4)(i), Incone Tax Regs.

Al though the ternms "manufactured" and "produced"” are not
defined by the Code, section 1.954-3(a)(4)(i), Inconme Tax Regs.,
provides that a CFC will be considered "to have manufact ured,
produced, or constructed personal property which it sells if the
property sold is in effect not the property which it purchased."”
That regulation further provides that the property sold will not
be considered the property purchased if the provisions of either
section 1.954-3(a)(4)(ii) or (iii), Inconme Tax Regs., are net.

Section 1.954-3(a)(4)(ii), Inconme Tax Regs., provides in
pertinent part:

(i1) Substantial transfornation of property. |If
purchased personal property is substantially trans-

formed prior to sale, the property sold will be treated

as having been manufactured, produced, or constructed
by the selling corporation. * * *

That regul ation also includes the follow ng three exanples of a
substantial transformation: (1) Wod pulp into paper, (2) steel

rods into screws and bolts, and (3) fresh fish into canned fish.
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Section 1.954-3(a)(4)(iii), Incone Tax Regs., provides:

(ti1) Manufacture of a product when purchased com
ponents constitute part of the property sold. [If pur-
chased property is used as a conponent part of personal
property which is sold, the sale of the property wll
be treated as the sale of a manufactured product, rath-
er than the sale of conponent parts, if the operations
conducted by the selling corporation in connection with
the property purchased and sold are substantial in na-
ture and are generally considered to constitute the
manuf act ure, production, or construction of property.
Wthout Iimting this substantive test, which is depen-
dent on the facts and circunstances of each case, the
operations of the selling corporation in connection
with the use of the purchased property as a conponent
part of the personal property which is sold will be
considered to constitute the manufacture of a product
if in connection with such property conversion costs
(direct |labor and factory burden) of such corporation
account for 20 percent or nore of the total cost of
goods sold. In no event, however, w |l packaging,
repackagi ng, | abeling, or mnor assenbly operations
constitute the manufacture, production, or construction
of property for purposes of section 954(d)(1). The ap-
plication of this subdivision may be illustrated by the
fol |l ow ng exanpl es:

Exanple (1). Controlled foreign corporation A,
i ncor porated under the laws of foreign country X sells
i ndustrial engines for use, consunption, and di sposi -
tion outside country X. Corporation A in connection
with the assenbly of such engines, perforns nmachining
and assenbly operations. In addition, A Corporation
purchases, fromrelated and unrel ated persons, com
ponents manufactured in foreign country Y. On a per
unit basis, A Corporation's selling price and costs of
such engines are as foll ows:

Selling price.. ... ..., $400
Cost of goods sol d:
Mat eri al - -
Acquired fromrel ated
PErSONS. . vttt it et $100
Acquired fromothers............. 40

Total material.................... $140
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Conversion costs (direct |abor and
factory burden)........ ... ... .. .. ....

70
Total cost of goods sold...............
210
Goss profit.. ... ... . . 190
Adm ni strative and selling expenses............ 50
Taxable income....... ... ... ... .. . .. . .. . .. . .. ... 140

The conversion costs incurred by A Corporation are nore
t han 20 percent of total costs of goods sold ($70/$210
or 33 percent). Although the product sold, an engine,
is not sufficiently distinguishable fromthe conponents
to constitute a substantial transformation of the
purchased parts within the neaning of subdivision (ii)
of this subparagraph, A Corporation will be considered
under this subdivision to have manufactured the product
it sells.

Exanple (2). Controlled foreign corporation B
i ncor porated under the laws of foreign country X
operates an autonobile assenbly plant. In connection
wi th such activity, B Corporation purchases fromre-
| at ed persons assenbl ed engi nes, transm ssions, and
certain other conponents, all of which are manufactured
outside of country X; purchases additional conponents
fromunrel ated persons; conducts stanpi ng, machining,
and subassenbly operations; and has a substanti al
investnment in tools, jigs, welding equipnent, and ot her
machi nery and equi pnent used in the assenbly of an
autonmobile. On a per unit basis, B Corporation's
selling price and costs of such autonobiles are as
fol | ows:

Selling price...... ..., $2, 500
Cost of goods sol d:
Mat eri al - -
Acquired fromrel ated
PErsons. ............... $1, 200
Acquired fromothers..... 275
Total material............... $1, 475
Conversion costs (direct |abor and
factory burden).................. 325
Total cost of goods sold.............
1,800
Goss profit.. ... . .. 700

Adm ni strative and selling expenses.......... 300



Taxabl e income. . . .... .. .. . . .. 400

The product sold, an autonobile, is not sufficiently

di stingui shable fromthe conponents purchased (the

engi ne, transm ssion, etc.) to constitute a substanti al
transformati on of purchased parts within the neani ng of
subdivision (ii) of this subparagraph. Although con-
version costs of B Corporation are |ess than 20 percent
of total cost of goods sold ($325/%$1,800 or 18 per-
cent), the operations conducted by B Corporation in
connection wth the property purchased and sold are
substantial in nature and are generally considered to
constitute the manufacture of a product. Corporation B
wi |l be considered under this subdivision to have

manuf actured the product it sells.

Exanple (3). Controlled foreign corporation C,
i ncor porated under the laws of foreign country X pur-
chases fromrel ated persons radio parts manufactured in
foreign country Y. Corporation C designs radio kits,
packages conponent parts required for assenbly of such
kits, and sells the parts in a knocked-down condition
to unrel ated persons for use outside country X. These
packagi ng operations of C Corporation do not constitute
t he manufacture, production, or construction of per-
sonal property for purposes of section 954(d)(1).

(Hereinafter, we shall refer to the standards of section 1.954-
3(a)(4)(iii), Income Tax Regs., that the operations conducted be
substantial in nature and be generally considered to constitute
t he manufacture of a product as the facts and circunstances test
of that regulation, and we shall refer to the standard of section
1.954-3(a)(4)(iii), Inconme Tax Regs., that the conversion costs
be equal to 20 percent of the total cost of goods sold as the ne-
chanical test of that regulation.)

Respondent determ ned that the incone for each of the years

at issue fromthe sale of sunglasses assenbled by B& Ireland and
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by B&L Hong Kong constitutes foreign base conpany sal es incone as
defined in section 954(d)(1) that is includible in petitioners
gross i ncone under section 951(a)(1l). Petitioners argue that
that income is not foreign base conpany sal es incone as defined
in that section because the sungl asses assenbled by B&L Irel and
and by B&L Hong Kong were manufactured by those conpanies wthin
t he neani ng of section 954(d) (1) and section 1.954-3(a)(4)(ii)
and (iii), Income Tax Regs. Petitioners bear the burden of proof

on that issue. Rule 142(a); Wlch v. Helvering, 290 U S 111

115 (1933). W need not address petitioners' contention that the
sungl ass assenbly operations of B&L Ireland and of B&L Hong Kong
satisfy section 1.954-3(a)(4)(ii), Income Tax Regs. This is
because we find that those operations satisfy the facts and

ci rcunst ances test of section 1.954-3(a)(4)(iii), Inconme Tax
Regs. See sec. 1.954-3(a)(4)(i), Inconme Tax Regs.

Before turning to the application of the facts and circum
stances test of section 1.954-3(a)(4)(iii), Income Tax Regs., to
the facts and circunstances established by the record in these
cases, we summari ze our views of the experts on whomthe parties
rely to support their respective positions (experts) as to
whet her the sungl ass assenbly operations conducted by B&L Irel and
and by B&L Hong Kong constitute the manufacture of sungl asses

under section 954(d) (1) and the regul ati ons thereunder.



The Experts

Each of the experts prepared an opening report and a rebut-
tal report, except respondent's expert Joel S. Cohen, Ph.D. (Dr.
Cohen) who prepared only an opening report and petitioners
expert Irving H Plotkin, Ph.D. (Dr. Plotkin) who prepared only a
rebuttal report. Certain of those experts provided additional
testinmony at trial.

We eval uate the opinions of experts in light of the quali-
fications of each expert and all other evidence in the record.

Estate of Christ v. Conm ssioner, 480 F.2d 171, 174 (9th Cr.

1973), affg. 54 T.C. 493 (1970); IT&S of lowa, Inc. v. Conm s-

sioner, 97 T.C 496, 508 (1991); Parker v. Conm ssioner, 86 T.C

547, 561 (1986). W have broad discretion to evaluate "the over-

all cogency of an expert's analysis."” Samons v. Comm S-

sioner, 838 F.2d 330, 334 (9th Gr. 1988) (quoting Ebben v.
Conmm ssi oner, 783 F.2d 906, 909 (9th Cr. 1986), affg. in part

and revg. in part on another issue T.C. Meno. 1986-318. W are
not bound by the fornulae and opinions proffered by an expert,
especially when they are contrary to our own judgnent. Oth v.

Comm ssi oner, 813 F.2d 837, 842 (7th Cr. 1987), affg. Lio v.

Commi ssioner, 85 T.C. 56 (1985); Silverman v. Conm ssioner, 538

F.2d 927, 933 (2d Gr. 1976), affg. T.C. Meno. 1974-285; Estate

of Kreis v. Comm ssioner, 227 F.2d 753, 755 (6th Cr. 1955),
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affg. T.C. Meno. 1954-139. Instead, we may reach a deci sion
based on our own analysis of all the evidence in the record.

Silverman v. Conm ssioner, supra at 933. The persuasiveness of

an expert's opinion depends |argely upon the disclosed facts on

which it is based. See Tripp v. Conm ssioner, 337 F.2d 432, 434

(7th CGr. 1964), affg. T.C. Meno. 1963-244. \Wile we may accept

the opinion of an expert inits entirety, Buffalo Tool & Die

Manuf acturing Co. v. Commi ssioner, 74 T.C 441, 452 (1980), we

may be selective in the use of any portion of such an opinion.

Parker v. Conm ssioner, supra at 562. Furthernore, we may reject

the opinion of an expert witness in its entirety. See Palner v.

Comm ssi oner, 523 F.2d 1308, 1310 (8th Gr. 1975), affg. 62 T.C

684 (1974); Parker v. Conm ssioner, supra at 562-565.

Petitioners rely on the opinions of Douglas E. Nieh (M.
Ni eh) who was enpl oyed by Pol aroid Corporation (Polaroid) inits
sungl ass busi ness from 1956 t hrough 1988. Hi s opinions were
based on his experience in the sunglass industry. W found M.
Ni eh's opinions to be helpful in resolving the issues presented,
and we rely on themto the extent discussed bel ow i n nmaki ng our
findings and reachi ng our concl usions herein.

Al t hough respondent does not rely on an expert fromthe
sungl ass i ndustry, she does rely on the opinions of Dr. Cohen, a

|i censed optician and an associ ate professor of Ophthalmc Dis-
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pensi ng Technol ogy at Cuyahoga Community Col |l ege. W have found
that there are significant differences between the assenbly of
prescription glasses and the assenbly of noncorrective sungl as-
ses. We did not find Dr. Cohen's opinions to be helpful in
resolving the issues in these cases, and we do not rely on them
i n maki ng our findings and reachi ng our concl usions herein.

Both parties rely on the opinions of engineers. Petitioners
rely on the opinions of Harry W Matthews, Jr. (M. Mtthews), an
engi neer enployed by Arthur D. Little' s Manufacturing and Trans-
portation Industries Section, who had no experience in the sun-
gl ass industry. Although M. Mtthews concluded that B&L Irel and
and B&L Hong Kong constituted separate manufacturing entities, he
did not address whether the assenbly operations of each of those
conpani es were generally considered to constitute the manufacture
of sungl asses. W al so question sone of the facts underlying M.
Mat t hews' anal ysis. For exanple, he concluded that the respec-
tive sungl ass assenbly operations of B& Irel and and B&L Hong
Kong i nvol ved approximately 65 steps in order to assenble netal s,
70 steps to assenble |leathers, and an additional 95 steps to

apply leather to nmetal franes.® He further concluded that the

3  The nunber of steps that M. Mtthews concluded are required
for the assenbly of sungl asses does not include a nunber of
support operations, such as incom ng inspections and quality
audi t s.
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sungl ass assenbly operations of B&L Ireland invol ved approxi -
mately 75 steps in order to assenble plastics. Even petitioners
do not argue that the respective assenbly operations of B&L

I rel and and B&L Hong Kong i nvol ved that many steps. W did not
find M. Matthews' opinions to be helpful in resolving the issues
in these cases, and we do not rely on themin making our findings
and reachi ng our concl usi ons herein.

Respondent relies on the opinions of Mchael L. Philpott,
Ph.D. (Dr. Philpott), a manufacturing engi neer, who, as of the
time of the trial herein, was enployed as an assi stant professor
of engi neering responsible for teaching classes in manufacturing.
Dr. Philpott had no experience in the sunglass industry. His
opinions were fornmul ated fromthe perspective of an engi neer and
set forth certain hypertechnical views that we do not believe
Congress had in m nd when it enacted section 954(d)(1) and that

we did not find hel pful to our resolution of the issues herein.

By way of illustration, Dr. Philpott drew subtle distinctions
anong the terns "manufacture", "manufacturer”, and "nmanufactu-
ring". As discussed below, we do not believe Congress had any

such distinctions in mnd when it nmade section 954(d) (1) part of
t he Code.
To illustrate further our concerns with the opinions of

Dr.Philpott, he utilized a definition of the term "manufacturer”
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t hat neither Congress could have intended when it enacted section
954(d) (1) nor the Treasury could have neant when it promnul gated
section 1.954-3(a)(4)(iii), Incone Tax Regs. Dr. Phil pott opined
during the trial of these cases that, unless a conpany designed a
product, it could not be considered the nmanufacturer of that
product if it performed only assenbly, and no parts fabrication
operations. However, he further testified that product design
was not considered part of the manufacturing process during the
early and m d-1960s when Congress enacted subpart F and the
Treasury issued the regul ations thereunder.

We al so note that Dr. Philpott opined that the assenbly of
autonobil e parts into autonobiles constitutes a substanti al
transformation of those parts. That opinion contradicts the view
of the Treasury set forth in exanple two of section 1.954-
3(a)(4)(iii), Income Tax Regs., that the assenbly of autonobile
parts into autonobiles does not constitute a substantial trans-
formati on of those parts under section 1.954-3(a)(4)(ii), Incone
Tax Regs.

In conclusion, we did not find Dr. Philpott's opinions to be
hel pful in resolving the issues presented in these cases, and we
do not rely on themin making our findings and reachi ng our
concl usi ons herein.

Both parties rely on the opinions of experts who perforned

gquantitative anal yses to determ ne whether the respective assenb-
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|y operations conducted by B&L Irel and and B&L Hong Kong were
substantial in nature within the nmeani ng of section 1.954-
3(a)(4)(iii), Incone Tax Regs.3 Petitioners rely on the opin-
ions of Gary E. Holdren (M. Holdren), a certified public accoun-
tant (C.P.A ). H s analyses were made from an accounting per-
spective. Respondent relies on the opinions of three enpl oyees
(viz., Scott D. Hakala, Ph.D. (Dr. Hakala), who holds a Ph.D. in
econom cs; Martin D. Hanan, who is a chartered financial analyst
and an accredited senior appraiser; and Ray A Sheeler, who is a
C.P. A ) of Business Valuation Systens (BVS) who prepared an open-
ing report (BVS report) and a rebuttal report. Al though the BVS
report incorporated accounting concepts, it primarily sets forth
econom ¢ anal yses of the respective assenbly operations of B&L

I rel and and B&L Hong Kong.

The respective opinions of M. Holdren and the authors of
the BVS report appear to require different conclusions with
respect to the substantiality of the respective assenbly opera-
tions conducted by B&L Ireland and B&L Hong Kong. |t appears

that at |east part of the differences in those opinions is at-

3 Some of the quantitative anal yses perforned by those experts
related to whether the respective assenbly operations of B&L

I rel and and B&L Hong Kong satisfy the mechanical test of sec.
1.954-3(a)(4)(iii), Incone Tax Regs. We rely on the facts and

ci rcunstances test of that regulation in holding for petitioners
herein. Consequently, we need not, and do not, consider applica-
tion of the nmechanical test of sec. 1.954-3(a)(4)(iii), Income
Tax Regs., to these cases.



- 87 -

tributable to the fact that M. Holdren's anal yses were based on
accounting principles and the analyses in the BVS report were
based primarily on econom c principles. Both accounting and
econom ¢ anal yses seemto be reasonabl e and appropri ate nethods
of analysis for purposes of section 954(d)(1). Conpare sec.
1.954-3(a)(4)(iii), Inconme Tax Regs., with S. Rept. 1881, supra,
1962-3 C. B. 703, 790.

Nonet hel ess, we have reservations regarding the respective
anal yses perfornmed by M. Holdren and the three individuals who
prepared the BVS report. For exanple, with respect to M.

Hol dren, he adopted the classifications that B&L Ireland and B&L
Hong Kong used to classify certain purchased parts as either
direct or indirect materials, rather than making his own i ndepen-
dent determ nations of such classifications. Although the clas-
sifications used by B&L Ireland and by B& Hong Kong are not
necessarily inappropriate for nmanagenent accounting purposes,
there appear to be different, acceptable nethods of classifying
certain types of materials for those purposes. Petitioners have
not convinced us that the classification nmethod chosen by B&L

I rel and and by B&L Hong Kong, and adopted by M. Holdren, is the
nost appropriate nmethod for purposes of section 954(d) (1) and the

regul ati ons thereunder. 3

3% W also note that M. Holdren admtted at trial that he nade
(continued. . .)
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Wth respect to the three individuals who prepared the BVS
report, in making the analyses reflected therein, they assuned
that the prices that B&L Ireland and B& Hong Kong paid to B&L
Inc. and that B&L Ireland paid to B& GrH for sungl ass parts
were not armis length and that those prices should be estinmated
based upon the fair rates of return for the assets used in the
sungl ass assenbly operations conducted by each of those
conpani es. However, reports prepared by respondent's econom st
and her exam ni ng agent for purposes of determ ning whether
transfer pricing adjustments should be nade for petitioners
t axabl e years ended Decenber 29, 1985, through Decenber 27, 1987
state that the transfer prices paid by B& Ireland and by B&L
Hong Kong for sunglass parts, which were the sanme transfer prices
that the parties agreed to use for petitioners' taxable years
ended Decenber 25, 1983, and Decenber 30, 1984, were appropriate
and that no transfer pricing adjustnments were necessary. 3

The parties have not persuaded us of the reliability and
accuracy of the respective opinions of M. Holdren and the three

i ndi vi dual s who prepared the BVS report for purposes of applying

3%(...continued)
an error in the analyses contained in his opening report.

% W also note that the individuals who prepared the BVS report
admtted that the data that they used in making their anal yses
were inconplete and inconsistent, especially with respect to B&L
| rel and.
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section 954(d)(1) and the regul ations thereunder. Except as
stated below, we did not find those opinions to be helpful in
resolving the issues in these cases. W did not find it neces-
sary or appropriate to rely on questionable, quantitative

anal yses of the respective assenbly operations conducted by B&L
Irel and and B&L Hong Kong in order to resol ve whether those
operations satisfy the facts and circunstances test of section
1.954-3(a)(4)(iii), Inconme Tax Regs. Except as noted bel ow, we
do not rely on the opinions of either M. Holdren or the three
i ndi vi dual s who prepared the BVS report in making our findings
and reachi ng our concl usi ons herein.

To rebut the respective opinions expressed by Dr. Phil pott
and the three individuals who prepared the BVS report, petition-
ers rely on the opinion of Dr. Plotkin, an econom st enpl oyed by
Arthur D. Little, Inc. Wile we found that Dr. Plotkin effec-
tively rebutted those opinions, we generally do not rely on his
opi ni ons because they were provided to rebut the opinions of
experts upon whom we generally do not rely.

All of the experts who prepared opening reports, except Dr.
Cohen, prepared rebuttal reports expressing opinions intended to
refute the opinions expressed in the opening reports of one or
nore of the experts relied upon by the other party. Except for
M. N eh's rebuttal of Dr. Cohen that we found to be hel pful in

expl aining the differences between the assenbly of sungl asses and
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the assenbly of prescription eyeglasses, we generally do not rely
upon those rebuttal reports.

Judicial Interpretations of Rel evant Requl ati ons

| n Dave Fi schbein Manufacturing Co. v. Conm ssioner, 59 T.C

338 (1972), petitioner Dave Fischbein Manufacturing Conpany
(DFMC) manufactured the parts for portabl e bag-cl osing machi nes®
and assenbl ed those parts into portable bag-closing machines. It
al so sold sone of the parts it manufactured to its wholly owned
subsi di ary, Conpagni e Fischbein, S.A (CFSA), a Bel gian cor pora-
tion. CFSA, in turn, assenbled those parts into bag-cl osing
machi nes. CFSA did not maintain a sales force, did not design
its own products, and purchased nost of the parts used in assem

bling the bag-cl osing machi nes from DFMC. *® Dave Fi schbein Manu-

facturing Co. v. Conmi ssioner, supra at 350-351.

Rel ying on section 1.954-3(a)(4)(iii), Income Tax Regs., we

found on the facts presented in the Dave Fi schbein Manufacturing

Co. case that the incone generated by CFSA fromthe sale of the

portabl e bag-closing machines it assenbled did not constitute

37 A bag-closing machine is a type of sewi ng nachine used to

cl ose the nouth of an open bag for products such as ani nal feed,
seed, fertilizer, and processed food. Dave Fischbein Manufactur-
ing Co. v. Conmm ssioner, 59 T.C 338, 340 (1972).

38 CFSA al so purchased fromunrel ated suppliers sone of the
standard parts used in portabl e bag-cl osing machi nes, such as
screws, nuts, and switches. Dave Fischbein Manufacturing Co. v.
Commi ssi oner, supra at 350.
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forei gn base conpany sales inconme as defined in section 954(d) (1)
because the assenbly operations conducted by CFSA were substan-
tial in nature and were generally considered to constitute the
manuf acture of property within the neaning of that regul ation.
Id. at 359. The facts on which we relied in reaching those

concl usions included the foll ow ng:

CFSA (a) tailors and finishes sonme of its purchased
conponents in order to place these parts in usable
condition; (b) puts these tailored conponents and
others together in a 6-hour, 58-step process to form
sal abl e, quality bag-cl osing machi nes; and (c) posses-
ses inits plant all of the tools and equi pnent neces-
sary for these activities. As a result of CFSA s
operations, the purchaser of one of these devices is
guaranteed a carefully put together, well tested, and
oper abl e machi ne.

* * * * * * *

It was the caliber of CFSA s nmechanics which resulted
in a snoot h-runni ng operation rather than a | ack of
conplexity of the operations. [ld. at 360.]

Except for Dave Fischbein Manufacturing Co. v. Conm Ssioner,

supra, no court has had occasion to consider and apply the facts
and circunstances test of section 1.954-3(a)(4)(iii), Inconme Tax
Regs. However, on two separate occasions, we considered and
applied certain | anguage in section 1.993-3(c)(2)(iii), Incone
Tax Regs., that is simlar to the | anguage prescribing the facts
and circunstances test of section 1.954-3(a)(4)(iii), Inconme Tax

Regs. @Grnac Gain Co. v. Commi ssioner, 95 T.C. 7 (1990); Wbb

Export Corp. v. Conm ssioner, 91 T.C 131 (1988).
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Section 1.993-3(c)(2)(iti), Inconme Tax Regs., is designed to
determ ne whether a corporation is engaged in the manufacture or
production of a product in the United States for purposes of
section 993, one of the provisions applicable to a donestic
i nternational sales corporation (DI SC). That regul ation pro-

vi des:
(ii1) Operations generally considered to consti -

tute manufacturing. Property is manufactured or pro-

duced by a person if the operations perfornmed by such

person in connection with such property are substanti al

in nature and are generally considered to constitute
t he manufacture or production of property.

"Assenbly or packing operations" are not operations generally
considered to constitute the manufacture of property under sec-
tion 1.993-3(c)(2)(iii), Income Tax Regs. See sec. 1.993-
3(c)(2) (i), Income Tax Regs. Nonetheless, judicial interpreta-
tions of |anguage in section 1.993-3(c)(2)(iii), Inconme Tax
Regs., provide useful guidelines for interpreting the sanme | an-
guage in section 1.954-3(a)(4)(iii), Inconme Tax Regs. Cf. Webb

Export Corp. v. Conm ssioner, supra at 142-143.

In the first case in which we considered and applied section

1.993-3(c)(2)(iii), Inconme Tax Regs., the Webb Export Corp. case,

t he taxpayer purchased standing tinber and harvested that tinber
t hrough a series of operations including felling, delinbing,
bucki ng, skidding, |oading, and hauling the tinber. 1d. at 133-

134. W found therein: "These various steps, a tine-consum ng,
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yet time-constrained, process in which petitioner possessed al
t he necessary tools and equipnent utilized in its |ogging opera-
tions, when conbi ned, constitute a process substantial in na-
ture." ld. at 144. W further found that the taxpayer's opera-
tions were generally considered to constitute production. W
based that finding by considering, inter alia, "how harvesting or
logging is generally perceived in the forest products industry"”.
ld. at 148. In that regard, we found, inter alia, that:

(1) Loggers consider thensel ves to be producers;

(2) standing tinber is not particularly useful to

manuf acturers; (3) substantial activities are required

before such materials are useful to manufacturers; and

(4) the itens considered to be raw materials and who is

perceived to be a producer, varies dependi ng upon one's
position in the manufacturing and/or production pro-

cess. [ld.]

We agai n consi dered the neaning of and applied section

1.993-3(c)(2)(iii), Inconme Tax Regs., in Garnac Gain Co. V.

Conm ssi oner, supra. There, the taxpayer purchased grain that it

stored in its grain elevators, processed that grain in a series
of operations including drying, cleaning, aerating, blending, and
fum gating, and sold it for export purposes. W found that the

t axpayers' operations were substantial in nature because they
required "trai ned and experienced personnel enploying both skil
and judgnent in the performance of their duties.” 1d. at 28.
However, relying primarily on the fact that the grain industry

consi dered the taxpayers' operations to constitute grain handling
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or grain merchandi sing, rather than the production or manufacture
of a product, we further found that the taxpayers' operations
were not generally considered to constitute the manufacture or
production of grain within the neaning of section 1.993-
3(c)(2)(iii), Income Tax Regs. [1d. at 23-32.

Application of the Facts and G rcunstances Test of Section
1.954-3(a)(4)(iii), Incone Tax Regs., to the Present Cases

Were the Assenbly Operations At |ssue
Substantial in Nature?

Petitioners contend that the respective assenbly operations
conducted by B&L Ireland and B&L Hong Kong were substantial in
nature. Respondent di sagrees.

To determ ne whether the respective sungl ass assenbly opera-
tions conducted by B&L Irel and and B&L Hong Kong were substanti al
in nature, we nust exam ne the facts and circunstances surround-
ing those operations. Sec. 1.954-3(a)(4)(iii), Inconme Tax Regs.
Respondent contends that those assenbly operations were so sinple
that they did not require sufficient skill and judgnent to rise
to the level of being substantial in nature. W disagree.

We have found that operators at both B&L Irel and and B&L
Hong Kong required training and experience in sunglass assenbly
techni ques before they becane proficient at assenbling sun-
gl asses. At the B&L Irel and sungl ass assenbly facility, the
training period for each new operator, which included one-on-one

supervision by a full-tinme instructor, lasted 13 weeks. At the
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B&L Hong Kong sungl ass assenbly facility, new operators al so
recei ved extensive training supervised by the assistant produc-
tion supervisor and group | eaders.

During the first few weeks of training, the percentage of
sal abl e sungl asses assenbl ed by a new operator at both B&L
Irel and and B&L Hong Kong was very low. Even at the end of the
13-week training programat the B&L Irel and sungl ass assenbly
facility, the typical operator was able to assenble only 70 per-
cent of B&L Ireland' s basic target of 200 sungl asses per day.
Al though the typical operator at the B& Hong Kong sungl ass
assenbly facility was able to achieve the basic daily produc-
tivity target of 150 sungl asses per day wthin four to six weeks
after the commencenent of the training program that person
generally was not able to achieve B& Hong Kong's average out put
of 380 sungl asses per day until sone tinme in that person's second
year of enploynment. Not all operators were able to assenbl e al
SKUs of sungl asses assenbled by B&L Irel and and by B&L Hong Kong,
and sone operators were not able to reach a sufficient |evel of
proficiency to continue to function as operators. At the B&L
I rel and sungl ass assenbly facility, if an operator began assem
bling a new style of sunglasses or switched from assenbling pl as-
tics to netals, the operator underwent additional training.

In addition to the training provided to operators, both B&L

I rel and and B&L Hong Kong provi ded extensive training to inspec-
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tors, even if those persons had been operators prior to becom ng
i nspect ors.

B&L Ireland's experiences in establishing its sungl ass
assenbly operations illustrate the need for trained and exper-
i enced personnel (including operators, inspectors, and nanage-
ment) to assenble quality sunglasses. Wen it first began assem
bl i ng sungl asses during 1982 and 1983, B&L Irel and experienced a
rejection rate of approximtely 80 percent of the sungl asses
assenbled by its operators. To inprove the quality of its prod-
uct, B&L Ireland' s sunglass operations (1) instituted its own
training program including hiring full-tinme instructors begin-
ning in May 1983; (2) underwent a quality audit performed during
1984 by the quality manager of B&L Ireland' s contact |ens opera-
tions in order to devel op standard operating procedures; (3) re-
pl aced its quality assurance manager shortly after concl uding the
quality audit; (4) reduced its expected output in its production
budget for its second year of operation (viz., 1984); and
(5) hired outside consultants during 1983 and 1984 to devel op a
j ob eval uation system and i nprove the efficiencies of its opera-
tions. Mst quality problenms at the B&L Irel and sungl ass assenb-
ly facility with respect to the basic SKUs tended to di sappear
over tinme as the operators and nmanagenent becane nore skillful in

their respective functions and responsibilities in the sungl ass



assenbly operations.

B&L Irel and and B&L Hong Kong relied upon their respective
operators to performtheir functions and responsibilities proper-
ly. |If those operators had failed to performthem properly, the
sungl asses assenbl ed by those conpani es woul d not have net B&L's
quality standards or the appearance and fit expectations of the
ultimate consunmers of quality sunglasses. Wile sone operator
errors, such as failure to nake an appropriate adjustnment during
the truing process or failure to correct a |l ens gap problem were
able to be fixed through reworking the sungl asses, many operat or
errors, such as chipped | enses or broken sol der on the endpi eces,
requi red the damaged parts to be scrapped and replaced. As the
operators at B&L Ireland and B&L Hong Kong becane nore experi -
enced at assenbling particular SKUs, the operators becane skilled
at reducing damage to the parts and neeting B&L's specifications
for quality. They tended to learn, for exanple, (1) how nuch
pressure to apply to a part in order to bend it w thout breaking
or otherwi se damaging it; (2) how nmuch to adjust the speed and
tenperature controls on the heating tunnel in order to make the
plastic fronts sufficiently nmalleable to insert | enses w thout

overheating the fronts; (3) how to recogni ze and correct |ens gap

3 B&L Hong Kong al so undertook certain actions to inprove the
quality problens it suffered during the first year (viz., 1983)
of its sunglass assenbly operations.
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probl ens; and (4) how to overcone probl ens caused by tol erance
st acki ng.

To support her position that the respective sunglass assem
bly operations conducted by B&L Ireland and B&L Hong Kong di d not
require substantial skill, training, or experience, respondent
relies on the testinony of Dr. Cohen. At the time of the trial
herein, Dr. Cohen was a |icensed optician and an associ ate pro-
fessor of Ophthal m c D spensing Technol ogy. Dr. Cohen testified
that he had taught basic assenbly of prescription eyeglasses to
students of various levels of education and that it did not
require nmuch time or training for a person to beconme conpetent at
assenbl i ng eyegl asses. Dr. Cohen admtted, however, that his
experience related to the dispensing of prescription eyegl asses
t hrough optical shops and that it did not include mass production
t echni ques.

W are unwilling to rely on Dr. Cohen's testinony to refute
the direct evidence of the training and experience required of
operators at B&L Ireland and B&L Hong Kong in order to assenble
sungl asses that net B&L's quality standards. It appears that a
person assenbling prescription eyeglasses for a retail optical
shop is not required to learn a standard techni que for that
assenbly. Al that is inportant is the end result, not the
method utilized to achieve that result. For exanple, Dr. Cohen

testified that when students in the O evel and Job Corps, a
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programin which Dr. Cohen trained nontraditional students in
Opht hal m ¢ Di spensi ng Technol ogy, including prescription eyegl ass
assenbly, were learning how to insert |enses into netal franes,
they were given study guides that outlined the materials to be
used and the basic tasks to be perforned, and they were all owed
to performthose tasks at their own pace. Dr. Cohen did not
provide instruction in assenbly techni ques unless a student was
having difficulty conpleting the assenbly.

Wil e such result-oriented instruction nay have been accept -
able in a setting such as the O eveland Job Corps where the
partici pants were expected to assenble an optimumof 15 to 20
pairs of eyegl asses per week, B&L Irel and and B&L Hong Kong
trained their respective enpl oyees to use a standard techni que
for sunglass assenbly that the operators could repeat several
hundred tinmes per day efficiently and correctly so as to result
in consistently producing quality sunglasses. Unlike prescrip-
tion eyegl asses that are assenbled to fit a particular face and
for a specific prescription, sunglasses nust be assenbled to fit
a standard face. Consequently, there is a greater need for
consistent results with respect to the assenbly of sungl asses
than with respect to the assenbly of prescription eyegl asses.

The use of a standard techni que for sunglass assenbly all owed
operators at B&L Ireland and at B& Hong Kong to achi eve maxi mum

out put of finished sunglasses that nmet B&L's quality standards
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with the | east damage to the parts occurring during the process.

See Wbb Export Corp. v. Comm ssioner, 91 T.C at 143. The

record in these cases shows that it took significant periods of
trai ning and experience for operators to |learn the standardized
techni ques utilized by B&L Ireland and by B&L Hong Kong to as-
senbl e sungl asses ready for sale to the ultimte consuners. Even
Dr. Cohen admtted that certain problens encountered by B&L

I rel and and by B&L Hong Kong m ght have been attributable to the
fact that they were nass produci ng sungl asses, rather than assem
bling prescription eyeglasses for a retail optical shop.

In addition, the sunglasses assenbled at both B&L Irel and
and B&L Hong Kong were inspected at | east once by soneone ot her
than the operator who assenbled themto ensure that the sungl as-
ses conplied wwth B&L's quality standards. Dr. Cohen testified
that, at least in Chio, an optician was required to exam ne
prescription eyegl asses before they were distributed to the
ultimate consuner. Although the position of an inspector at B&L
Irel and and at B&L Hong Kong was not the equival ent of an
optician who is licensed and trained to di spense prescription
eyegl asses, the record in these cases establishes that inspectors
at B&L Ireland and at B&L Hong Kong required significant periods
of training and experience in order to performtheir jobs proper-
ly. The need for trained inspectors to ensure that the sun-

gl asses assenbled by B&L Ireland and by B&L Hong Kong net B&L's
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qual ity standards further denonstrates the substantiality of the
assenbl y operations conducted by each of those corporations.

Respondent al so contends that the assenbly operations at
issue did not require a sufficient investnent in physical capital
to be substantial in nature. Although we agree with respondent
that the respective sungl ass assenbly operations conducted by B&L
Irel and and B&L Hong Kong did not require a large investnment in
physi cal capital, her contention ignores the fact that those
operations required a substantial investnent in human capital in
order to produce quality sunglasses. Wthout a trained and
experienced workforce, neither B&L Ireland nor B&L Hong Kong
woul d have been able to produce quality sungl asses that nmet B&L's
quality standards. |In fact, both B&L Irel and and B& Hong Kong
experienced significant quality problens during their respective
first years of operation. Those operations could not readily be
rel ocated since they were dependent on a trained and experienced
wor kforce. In fact, the I DA considered B&L Ireland' s sungl ass
assenbly operations to create jobs of a sufficiently permnent
nature to warrant the issuance of training grants to conpensate
B&L Ireland for the period during which its enpl oyees were not
efficient at producing quality sungl asses.

Respondent further contends that the actual assenbly of
sungl asses by B&L Irel and and by B&L Hong Kong did not require

substantial anmounts of tinme to acconplish and therefore cannot be
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substantial in nature under the facts and circunstances test
prescribed in section 1.954-3(a)(4)(iii), Income Tax Regs.% W
di sagree. Nothing in that test suggests that operations that do
not require substantial anmpbunts of time to conplete can never be
substantial in nature. To the contrary, all of the facts and

ci rcunst ances surroundi ng the operations at issue nust be ex-

am ned under that test in order to determ ne whether those opera-
tions are substantial in nature. See sec. 1.954-3(a)(4)(iil),

| ncome Tax Regs.

Mor eover, respondent's contention that the actual assenbly
of sungl asses by B&L Ireland and by B&L Hong Kong did not require
substantial anmounts of tinme and therefore cannot be substanti al
in nature ignores the range of the sunglass assenbly operations
conducted by each of those corporations. Both B&L Ireland and
B&L Hong Kong perforned the full range of activities necessary to

assenbl e sungl ass parts into finished, quality sungl asses. Both

40 Records from B&L Hong Kong for the years at issue show that
the actual "Time for 1 unit assenbled" ranged from a hi gh of
approximately two mnutes during 1983 to a | ow of approxi mately
one mnute during 1987. Although no such records exist for B&L
Ireland, Dr. Philpott, a manufacturing engineer and expert relied
upon by respondent, estimated the tinme for assenbly for (1)
metals at 1.77 mnutes, (2) plastics at 1.84 mnutes, and (3)

| eathers (including applying the leather to the franes) at 4.06
mnutes. Dr. Philpott made his estimates of the tine required
for assenbly of the various styles of sunglasses using a design
for assenbly (DFA) analysis. DFA analysis utilizes a database of
time required to performcertain assenbly-related tasks in order
to aid engineers in designing products in such a way that they
can be assenbl ed nost efficiently.
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conpanies (1) |eased production facilities to assenbl e sungl asses
and warehouses to store finished goods; (2) enployed managenent
teans to prepare production plans and order parts fromtheir
suppliers; (3) hired and trained the necessary personnel to carry
out their operations; (4) inspected purchased parts for defects
and prepared those parts for assenbly; (5) assenbl ed sungl ass
parts into finished sungl asses; (6) inspected finished sungl asses
for cosnetic and functional defects; and (7) cleaned and packaged
sungl asses to prepare themfor distribution. Al of those ac-
tivities were necessary and essential to the assenbly by B&L

I rel and and by B&L Hong Kong of the purchased sunglass parts into
finished, quality sunglasses that met B&L's quality standards and
that were ready for sale to the ultimte consuners.

Respondent al so argues that the respective assenbly opera-
tions conducted by B&L Irel and and B&L Hong Kong were not sub-
stantial in nature when conpared to the fabrication of the parts
used in those operations. Respondent's argunent m sses the nark.
Section 1.954-3(a)(4)(iii), Inconme Tax Regs., requires a deter-

m nati on of whether "the operations conducted by the selling
corporation in connection with the property purchased and sold
are substantial in nature". Under those regul ati ons, we exam ne
the distinct operations conducted by the CFC with respect to the
purchased property to determne if those operations, standing

al one and without regard to the operations conducted by the
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related party who sold the property to the CFC, are substanti al
in nature.

Based on our exam nation of the entire record before us, we
find that the sunglass assenbly operations conducted by B&L
I rel and and by B& Hong Kong wth respect to the parts they
purchased fromrelated parties were substantial in nature within
t he nmeani ng of section 1.954-3(a)(4)(iii), Incone Tax Regs.

Were the Assenbly Operations at |Issue Generally
Considered to Constitute the Manufacture of Sungl asses?

Petitioners contend that the respective sungl ass assenbly
operations conducted by B&L Ireland and B&L Hong Kong were gen-
erally considered to constitute the manufacture of sungl asses.
Respondent di sagr ees.

The determ nati on of whether the assenbly operations of a
conpany are generally considered to constitute the manufacture of
a product is based on the facts and circunmstances surroundi ng
t hose operations. Sec. 1.954-3(a)(4)(iii), Income Tax Regs. The
nost inportant factor in making that determ nation is whether the
i ndustry in which the conmpany is involved generally considers
t hose operations to constitute the manufacture or production of

property. See Garnac Grain Co. v. Conm ssioner, 95 T.C at 29;

Webb Export Corp. v. Conmissioner, 91 T.C at 148.

Petitioners argue that we should | ook to the sunglass in-

dustry to determ ne whether it generally considers the respective
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sungl ass assenbly operations conducted by B&L Irel and and B&L
Hong Kong to constitute the manufacture of sunglasses. Respon-
dent expresses no position as to whether we should | ook to that
or any other industry to determ ne whether those operations
constitute the manufacture of sunglasses. W take respondent's
silence to nmean that she agrees with petitioners' position that
the pertinent industry is the sunglass industry.

In any event, we agree with petitioners' position. See

Garnac Grain Co. v. Conmm ssioner, supra at 26-27; \Wbb Export

Corp. v. Comm ssioner, supra at 148. The products at issue

herein are sungl asses. Sungl asses involve at |east two distinct
mar ket segnments: (1) Lowend or regular sungl asses, and

(2) high-end or quality sungl asses. Sunglasses constitute a
separate and distinct product from prescription eyegl asses.

Sungl asses have noncorrective |lenses, are tailored to fit a
standard face, and are assenbled prior to reaching the retailer.
In contrast, prescription eyeglasses contain individually finish-
ed |l enses, are tailored for a specific prescription and to fit an
i ndi vidual face, and are assenbled by retail optical shops. W
al so note that the sunglass industry has its own trade organi za-
tion, viz., the Sunglass Association of Anerica (SAA), and that
the Anerican National Standards Institute (ANSI) has established
standards for the sunglass industry to follow

Qur next inquiry is whether the sunglass industry generally
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considers the respective assenbly operations of B&L Ireland and
B&L Hong Kong to constitute the manufacture or production of sun-
glasses. In this respect, we find the opinions expressed by
petitioners' expert M. N eh to be nost instructive. M. N eh
was enployed by Polaroid in its sunglass business from 1956
through 1988. In addition to his participating in Polaroid' s
sungl ass business, M. N eh participated in, and served as the
presi dent of, the SAA and served on conmttees of ANSI in areas
relating to sungl ass standards.

In his opening report, M. N eh discussed the sungl ass in-
dustry in general, including the differences between | owend or
regul ar sungl asses and high-end or quality sunglasses. He
descri bed the inportance of "appearance"” and "fit" to the con-
suner of quality sunglasses; that is to say, a consuner will not
purchase a pair of quality sunglasses that are priced two-to-ten
ti mes higher than regul ar sungl asses unl ess they neet his or her
standards for appearance and fit. He described the sungl ass
i ndustry as a "cottage industry" because several |evels of manu-
facturing, including parts fabrication and final assenbly, are
necessary to convert raw materials into finished sungl asses. Al-
t hough M. Ni eh recogni zed the inportance of each | evel of manu-
facturing, he indicated that the sunglass industry considers the
assenbl er, which he referred to as the finished goods manufac-

turer, as the nost inportant stage in the manufacture of quality
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sungl asses. This is because the assenbl er "nust produce the

accept abl e and narket abl e sungl ass product.” M. N eh noted that

sungl ass parts are not sold to ultimte consuners. He also
detailed the reliance of the assenbler of quality sunglasses on a
trai ned and experienced work force and the quality procedures
that nmust be utilized by that assenbler to ensure that the sun-

gl asses produced neet the consumers' standards for appearance and
fit. Based on his experience in the sunglass industry, M. N eh
concluded that B&L Ireland and B&L Hong Kong conducted "manu-
facturing operations” and that "the sunglass industry would
certainly recognize B& Ireland and B& Hong Kong as engaged in
the manufacture and sale of 'quality sungl asses.'"

In addition to the testinony of M. N eh, we also rely on
the testinony of M. Davis who testified as a fact, and not an
expert, witness. From 1963 through the early 1980s, M. Davis
was an enpl oyee of Polaroid U K, which marketed and distri buted
sungl asses in the United Kingdom At the tine he joined Polaroid
U K, it sold sunglasses that were assenbled for it by Pol arizer
U K, an unrel ated conpany, fromlenses that Polaroid UK im
ported fromthe United States and from frames purchased by
Polaroid U K  After joining Polaroid UK , M. Davis, acting as
a representative of that conpany, becane the production manager
of the assenbly operations conducted by Polarizer UK  H's work

i ncluded inproving the quality control of the vendors supplying
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frames and training the Polarizer UK staff in quality contro
pr ocedur es.

The assenbly operations conducted by Polaroid U K and
Pol ari zer U. K. throughout the period during which M. Davis was
producti on manager were very simlar to the assenbly operations
conducted by B&L Ireland and by B& Hong Kong. Parts were pur-
chased, sorted, and inspected. The parts were assenbled into
fini shed sungl asses with each operator responsible for quality
control. The finished sungl asses underwent a final inspection
before they were shi pped.

M. Davis testified that the factory in which he worked was
a "manufacturing unit"” and that he was classified as a "manu-
facturing manager”. He also referred to the work of Pol arizer
U K as "production"” and indicated that customer returns were due
to "production problens”. Thus, it appears that Polaroid U K
general ly considered the assenbly operations conducted by
Pol ari zer U K, which were very simlar to the sunglass assenbly
operati ons conducted by B&L Ireland and by B&L. Hong Kong, to
constitute the manufacture of sungl asses.

In addition, although we assune that nost, if not all, of
B&L's current and former enpl oyees who testified in these cases
were prepared by counsel before trial, and we recogni ze that
their testinony served B&L's interests, we note that those wt-

nesses generally referred to the assenbly operations of B&L
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Irel and and B&L Hong Kong as manufacturing or production. See

Webb Export Corp. v. Conmi ssioner, 91 T.C at 148. For exanpl e,

Peter McNally, who was the production manager of B&L Ireland' s
sungl ass assenbly operations, testified: "The sunglass operation
[ conducted by B&L Ireland] is generally known as the Sungl ass
Manuf acturi ng Pl ant because it was the center for the manufactur-
i ng of sungl asses for the European and M ddl e Eastern market."

Petitioners also argue that the respective assenbly opera-
tions conducted by B&L Ireland and B& Hong Kong were generally
considered to constitute the manufacture of sunglasses from
vari ous ot her perspectives. Both B&L Ireland and B&L Hong Kong
used standard cost accounting to assist their managenent. M.
Hol dren, a C. P.A relied upon by petitioners as an expert wt-
ness, concluded that the type and conplexity of the respective
cost accounting systens utilized by B&L Irel and and B&L Hong Kong
are indicative of manufacturing conpanies and not distribution
operations. Thus, both B&L Ireland and B&L Hong Kong used the
types of accounting systens utilized by conpani es engaged in the
manuf act ure of products.

We al so note that the Governnent of Ireland generally con-
sidered the assenbly operations conducted by B& Ireland to
constitute the manufacture of sunglasses. Prior to the tine
during 1982 at which B&L Ireland initiated it sunglass assenbly

operations, the |IDA awarded B&L Ireland both capital and training
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grants that were generally given only to manufacturing concerns

t hat exported products fromlreland. Moreover, pursuant to an
exenption that was generally available only with respect to goods
manufactured in Ireland, B&L Ireland was relieved of its obliga-
tion to pay Ireland's corporation tax wwth respect to practically
all, if not all, of its incone fromits sunglass assenbly opera-
tions. Nor was B&L Ireland required to pay Ireland s VAT on the
sungl ass parts it inported into Ireland. This was because the
regul ati ons under the VAT provided an exenption for firnms engaged
in a manufacturing business that were inporting goods for use in
t hat busi ness.

Al t hough we do not place determ native weight on the defini-
tion of manufacturing used by other governnents, that the Govern-
ment of Ireland generally considered the assenbly operations of
B&L Ireland to constitute the manufacture of sunglasses is con-
sistent with other evidence herein on which we rely supporting a
finding that those operations, as well as the assenbly operations
of B&L Hong Kong, were generally considered to constitute the
manuf act ure of sungl asses for purposes of section 954(d) (1) and
section 1.954-3(a)(4)(iti), Incone Tax Regs.

On brief, respondent concedes that the respective assenbly
operations conducted by B&L Ireland and B&L Hong Kong were manu-
facturing operations. Even her expert, Dr. Philpott, stated that

"the processes and operations used [by B&L Irel and and by B&L
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Hong Kong] woul d be considered 'manufacturing' in the broadest
engi neering sense". Nonetheless, Dr. Philpott testified, and
respondent argues, that even though those operations were part of
t he manufacturing process, they do not by thensel ves constitute

t he manuf acture of sungl asses.

The anal yses of respondent and her expert Dr. Philpott are
based on their belief that there is a distinction between a
conpany that is engaged in manufacturing and one that manufac-
tures a product or is considered a manufacturer of a product.
Wil e any distinctions anong the ternms "manufacturing”,

"manuf acturer”, and "manufacture" may be inportant to an engi neer
like Dr. Philpott, we do not find any such distinctions to be
inportant to our determ nation of whether the respective sungl ass
assenbly operations of B&L Ireland and B& Hong Kong were
generally considered to constitute the manufacture of sungl asses
for purposes of section 954(d)(1) and section 1.954-3(a)(4)(iii),
| ncone Tax Regs. |In fact, the legislative history of subpart F
uses all three words interchangeably. See S. Rept. 1881, supra,
1962-3 C.B. 703, 790, 949. W do not believe that Congress in
enacting section 954(d)(1) or the Treasury in promul gating
section 1.954-3(a)(4)(iii), Incone Tax Regs., intended to draw
such technical engineering distinctions anong those three words.
W rely, inter alia, on the adm ssions by respondent and her

expert that the respective sungl ass assenbly operations conducted



- 92 -

by B&L Irel and and B&L Hong Kong were generally consi dered manu-
facturing in determ ning whether those operations were generally
considered to constitute the manufacture of sungl asses.

Based on our exam nation of the entire record before us, we
find that the sunglass assenbly operations conducted by B&L
I rel and and by B&L Hong Kong with respect to the sunglass parts
purchased by those conpani es were generally considered to consti -
tute the manufacture or production of sunglasses for purposes of
section 954(d)(1) and section 1.954-3(a)(4)(iii), Inconme Tax
Regs.

Were the Assenbly Operations at
|ssue Limted to Mnor Assenbly?

Respondent directs the Court's attention to the third
sentence of section 1.954-3(a)(4)(iii), Income Tax Regs. That
sentence provides: "In no event, however, w |l packaging, re-
packagi ng, |abeling, or mnor assenbly operations constitute the
manuf act ure, production, or construction of property for purposes
of section 954(d)(1)." Based on that sentence, respondent con-
tends, inter alia, that even if the sunglass assenbly operations
conducted by B&L Ireland and by B& Hong Kong were substantial in
nature and were generally considered to constitute the nmanufac-
ture of sunglasses so that such operations satisfied the facts
and the circunstances test of section 1.954-3(a)(4)(iii), Inconme

Tax Regs., those operations were limted to "packagi ng, repackag-
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ing, |labeling, or mnor assenbly" and therefore cannot constitute
t he manuf acture of sungl asses for purposes of section 954(d)(1).
Petitioners counter, inter alia, that the assenbly operations
conducted by B&L Ireland and by B& Hong Kong were not limted to
packagi ng, repackagi ng, |abeling, or mnor assenbly because those
operations were substantial in nature and were generally
considered to constitute the manufacture of sungl asses.

We have serious reservati ons about respondent's argunent
that the third sentence of section 1.954-3(a)(4)(iii), lIncone Tax
Regs., nodifies the facts and circunstances test of that regul a-
tion. W fail to see how an operation can satisfy that test
(i.e., be substantial in nature and be generally considered to
constitute the manufacture of a product) if it is limted to
packagi ng, repackagi ng, |abeling, or m nor assenbly.

However, we need not deci de whet her respondent's argunent
about the third sentence of section 1.954-3(a)(4)(iii), Incone
Tax Regs., is correct because even if it were, we would nonet he-
|l ess find that the respective sungl ass assenbly operations con-
ducted by B&L Ireland and B& Hong Kong were not limted to
packagi ng, repackagi ng, |abeling, or mnor assenbly. B&L Irel and
and B&L Hong Kong purchased sungl ass parts that could not be sold
to the ultinmate consuners no natter how they were packaged.
Through a series of operations, those conpani es assenbl ed the

parts that they purchased into quality sungl asses ready for sale
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to the ultimate consuners. Those sungl ass assenbly operations
were not mnor, nomnal, or insignificant. They required trained
and experienced personnel who could quickly and efficiently
assenbl e sungl asses that net B&L's quality standards. In addi-
tion to the actual assenbly of sungl asses, those operations also
required trained i nspection personnel to detect quality problens
in both the purchased parts and the finished sungl asses and a
managenent staff to plan and oversee the production operation.

Al t hough the assenbly operations of B&L Ireland and B&L Hong Kong
al so included | abeling and packagi ng operations, those operations
were not limted to such "mnisterial functions". See Dave

Fi schbein Manufacturing Co. v. Conmi ssioner, 59 T.C. at 360.

To support her position that the assenbly operations con-
ducted by B&L Ireland and by B&L Hong Kong constituted m nor
assenbly, respondent relies on the testinony of Dr. Philpott. In
hi s opening report, Dr. Phil pott opined that the assenbly opera-
tions of each of those conpanies "would be considered by an
i ndustrial or manufacturing engineer as m nor assenbly, |abeling,
packagi ng, or repackaging." Dr. Philpott admtted, however, that
the phrase "m nor assenbly"” is not a termcommonly used by in-
dustrial or manufacturing engineers. Rather than giving an
opi ni on concerning an industry standard, it appears that Dr.
Phi | pott gave his opinion as to the neaning of the term"m nor

assenbl y" for purposes of section 1.954-3(a)(4)(iii), Incone Tax
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Regs. That is not the role of an expert, see Marx & Co. V.

Diners' dub Inc., 550 F.2d 505, 508-511 (2d Cr. 1977); Garnac

Gain Co. v. Comm ssioner, 95 T.C at 26-27, and we do not rely

on Dr. Philpott's definition of the term"m nor assenbly" in
maki ng our findings and reachi ng our concl usi ons herein.

Based on our review of the entire record before us, we find
that the assenbly operations conducted by B&L Ireland and by B&L
Hong Kong were not limted to packagi ng, repackaging, | abeling,
or mnor assenbly within the nmeaning of the third sentence of
section 1.954-3(a)(4)(iii), Incone Tax Regs.

Concl usi on*!

Based on our review of the entire record in the present
cases, we find that the sungl asses assenbled by B& Irel and and
by B&L Hong Kong were manufactured in Ireland and Hong Kong,
respectively, for purposes of section 954(d)(1) and that there-
fore the income fromthe sale of those sungl asses for each of the
years at issue does not constitute foreign base conpany sal es
inconme as defined in that section. Accordingly, such incone is
not includible in petitioners' income under section 951(a)(1).

B&L Hong Kong- - Section 954(b) (4)

In addition to arguing that the sunglass assenbly operations

41 Al though we do not address herein every argunent advanced by
respondent under sec. 954(d)(1), we have considered all of her
argunents and find themto be without nerit.



- 96 -

of B&L Hong Kong constituted the manufacture of sungl asses for
pur poses of section 954(d)(1) and that therefore the inconme from
t hose operations does not constitute gross inconme to petitioners,
petitioners further argue that, pursuant to section 954(b)(4),
the incone of B&L Hong Kong is excludible fromtheir gross incone
for their taxable years ended Decenber 25, 1983, through Decenber
28, 1986. 4
Section 954(b)(4) provides in pertinent part:
(4) Exception for Foreign Corporations Not Avail -
ed of To Reduce Taxes.--For purposes of subsection (a),
forei gn base conpany incone does not include any item
of income received by a controlled foreign corporation
if it is established to the satisfaction of the Secre-
tary that neither--
(A) the creation or organization of such
controlled foreign corporation under the | aws of
the foreign country in which it is incorporated *
* %, nor
(B) the effecting of the transaction giving
rise to such inconme through the controlled foreign
cor poration,
has as one of its significant purposes a substanti al
reduction of inconme, war profits, or excess profits or
simlar taxes. * * *
The exception in section 954(b)(4) applies only "if it is

established to the satisfaction of the Secretary” that the reduc-

42 Petitioners' argunent does not relate to their |ast taxable
year at issue (viz., the year ended Dec. 27, 1987) because sec.
954(b)(4) in effect for their taxable years ended Dec. 25, 1983,
t hrough Dec. 28, 1986, was anended in 1986 and was no | onger
effective for that |ast year.
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tion of taxes was not a significant purpose for formng the CFC
or effecting the transactions that gave rise to the incone. RE

Dietz Corp. v. United States, 939 F.2d 1, 5 (2d Cr. 1991). W

do not substitute our judgnent for that of respondent; we review
respondent's judgnent only to determ ne whet her she abused her

di scretion in concluding that tax avoi dance was a significant
purpose. The question whether respondent abused her discretion

is a question of fact. Capitol Fed. Sav. & Loan v. Conm Ssioner,

96 T.C. 204, 213 (1991). W will not overturn respondent's
judgment unless it is shown to be arbitrary and capricious. R E

Dietz Corp. v. United States, supra at 5; Capitol Fed. Sav. &

Loan v. Conm ssioner, supra at 213.

For purposes of section 954(b)(4), "to be significant a
pur pose nmust be inportant, but it is not necessary that it be the
princi pal purpose or the purpose of first inportance." Sec.
1.954-1(b)(3)(iii), Inconme Tax Regs. To determine if tax reduc-
tion was a significant purpose, we nust examne all of the facts
and circunstances. Sec. 1.954-1(b)(3)(iv), Inconme Tax Regs.
Anmong the factors to be considered are the following: (1) The
vari ous purposes for the action, (2) the type of business carried
on, (3) the classes of incone derived, (4) the frequency with
which the particular itemof incone is derived, (5) the effective
rate of tax inposed on the incone, (6) the place in which the

i ncome- produci ng transaction occurs or the source of such incone,
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and (7) the location of the persons purchasing the goods or
services. 1d. GCenerally, if the inconme-producing activity of
the CFC takes place within the country in which the CFC is or-
gani zed, the formation of that conpany will not be considered to
have a significant purpose of reducing taxes. 1d.

Petitioners argue, and respondent does not dispute, that
during petitioners' taxable years ended Decenber 25, 1983,
t hrough Decenber 28, 1986, B&L Hong Kong had inconme fromthe
follow ng three principal sources: (1) The sale of sungl asses
assenbl ed by B&L Hong Kong, (2) the sale of B&L products not
assenbl ed by B& Hong Kong, *® and (3) interest. It is not clear
fromthe record whet her B& Hong Kong had i ncone from any ot her
sources during those years. To the extent that B& Hong Kong had
any such inconme that is at issue herein, petitioners have failed
to carry their burden of proving that such income is excludible
fromtheir gross incone for those years under section 954(b)(4).

As for the three sources of B&L Hong Kong's i ncone about
whi ch petitioners argue under section 954(b)(4), we have held
that the inconme of B&L Hong Kong attributable to the sale of
sungl asses it assenbled is not subpart F inconme for any of the
years at issue. Therefore, we need not determ ne whether the

exception in section 954(b)(4) applies to that incone.

43 Petitioners do not argue that B& Hong Kong sold any products
manuf actured in Hong Kong ot her than the sunglasses it assenbl ed.
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In addition, certain inconme of B& Hong Kong fromthe sale
of B&L products it did not assenble is not at issue for petition-
ers' taxable years ended Decenber 25, 1983, through Decenber 28,
1986. Specifically, the record discloses that neither the incone
of B&L Hong Kong fromthe sale of B&L products for use or con-
sunption in Hong Kong, see sec. 954(d)(1)(B), nor its incone
during petitioners' taxable year ended Decenber 30, 1984, from
the sal e of products purchased fromB&L Irel and, see sec. 1.954-
1(b)(4)(iii)(a), Income Tax Regs., is at issue. It is not clear
fromthe record whether any other income of B& Hong Kong from
the sale of B&L products it did not assenble is at issue. How
ever, we presune that the parties wll exclude any such incone
that is not at issue when making their conputations herein under
Rul e 155.

We now turn to the parties' argunments under section
954(b)(4) relating to B& Hong Kong's inconme fromthe sale of B&L
products it did not assenble and frominterest that the parties
and/or the record make clear is at issue. Respondent argues that
she did not abuse her discretion under section 954(b)(4) by
failing to exclude the income at issue of B& Hong Kong fromthe
sale of B&L products it did not assenble and frominterest from
petitioners' gross incone for their taxable years ended Decenber
25, 1983, through Decenber 28, 1986. Although the record in

t hese cases m ght support a finding that B& Hong Kong was not
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formed for a significant purpose of reducing taxes, it does not
necessarily follow that respondent abused her discretion by
failing to exclude the income at issue of B& Hong Kong fromthe
sale of B&L products it did not assenble and frominterest from
petitioners' gross incone for their taxable years ended Decenber
25, 1983, through Decenber 28, 1986. In any event, the instant
record does not support a finding that respondent abused her
di scretion by failing to determ ne that reduction of taxes was
not a significant purpose for effecting the transactions that
gave rise to that incone.

W initially note that petitioners reported certain of B&L
Hong Kong's inconme from sources other than the sale of sungl asses
assenbled by it as subpart F inconme for each of their taxable
years ended Decenber 30, 1984, through Decenber 28, 1986
Al t hough petitioners did not report subpart F incone from B&L
Hong Kong for their taxable year ended Decenber 25, 1983, a
menor andum prepared by B&L in connection with the tax audit of
petitioners' taxable years ended Decenber 25, 1983, and Decenber
30, 1984, indicated that petitioners did not report any such
incone for their taxable year ended Decenber 25, 1983, because
B&L Hong Kong "generated an overall |oss from Subpart F opera-
tions" for that year. Petitioners did not assert that any por-
tion of B& Hong Kong's incone at issue fromthe sale of B&L

products it did not assenble and frominterest was excludible
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fromtheir gross inconme under section 954(b)(4) until they filed
their amended petitions in these cases |ess than three nonths
prior to trial. It appears that, at |least prior thereto, peti-
tioners thensel ves had reason to believe that that inconme was not
excludible fromtheir gross incone under section 954(b)(4) for
their taxable years ended Decenber 25, 1983, through Decenber 28,
1986.

Wth respect to B& Hong Kong's interest inconme at iSsue,
petitioners do not point to any evidence to support a finding
t hat reducing taxes was not a significant purpose for effecting
the transactions that gave rise to that interest incone.* Al-
t hough petitioners argue on brief that B& Hong Kong had interest
income frominvestnents of its working capital, it is not clear
fromthe record what transactions gave rise to the interest
incone at issue. On the record before us, we find that peti-
tioners failed to prove that respondent abused her discretion by
failing to conclude that reducing taxes was not a significant

purpose for effecting the transactions that gave rise to B&L Hong

4 On brief, respondent argues that the issue whether B&L Hong
Kong's interest inconme is excludible under sec. 954(b)(4) is not
a proper issue because it was not raised in the pleadings.
Respondent is wong. Petitioners anended their petition to
assert that B&L Hong Kong's incone fromthe sale of B&L products
it did not assenble and from "ot her revenues" was excl udi bl e
under sec. 954(Db)(4).
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Kong's interest incone at issue.?*

Wth respect to B& Hong Kong's incone at issue fromthe
sale of B&L products it did not assenble, petitioners argue that
the factors set forth in section 1.954-1(b)(3)(iv), Incone Tax
Regs., show that the transactions that gave rise to that incone
were not effected for a significant purpose of reducing taxes.

We di sagree. W have examned all of the facts and circunstances
di scl osed by the record with respect to that incone and find that
petitioners have failed to show that respondent abused her dis-
cretion by failing to determ ne that the transactions that gave
rise to B& Hong Kong's incone at issue fromthe sale of B&L
products it did not assenble were not effected for a significant
pur pose of reducing taxes.

Al though the testinony of current and former B&L enpl oyees
(viz., M. Chan and John Vay) establishes that tax avoi dance was
not a significant purpose for the formati on of B& Hong Kong, the
record is silent, particularly with respect to petitioners

t axabl e years ended Decenber 25, 1983, through Decenber 28, 1986

4  Petitioners argue that B& Hong Kong's interest incone at
issue is excludible fromtheir gross inconme pursuant to sec.
954(b)(3)(A). The record does not establish the total anmount of
B&L Hong Kong's foreign base conpany incone (determ ned w thout
regard to sec. 954(b)(2) and (5)) for any of the taxable years
ended Dec. 25, 1983, through Dec. 28, 1986. Consequently, we are
unabl e to determ ne whether B&L Hong Kong's interest inconme (or
any ot her foreign base conpany incone that we have found herein)

i s excludible pursuant to sec. 954(b)(3)(A).
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as to petitioners' purpose for structuring as they did the trans-
actions that gave rise to B& Hong Kong's incone at issue from
the sale of B&L products it did not assenble.

In addition, the type of business carried on by B& Hong
Kong that gave rise to the incone at issue fromthe sale of B&L
products it did not assenble was a sal es business that derived
inconme fromthe sale of B& products that it (1) purchased from
its parent or other related conpanies, (2) sold for use or con-
sunption outside Hong Kong, and (3) did not manufacture or as-
senble in Hong Kong. Thus, the class of incone at issue that B&L
Hong Kong derived fromthat business was forei gn base conpany
sal es incone as defined in section 954(d)(1).

Petitioners concede that the tax rates in Hong Kong were
| ower than the tax rates in the United States. Moreover, the
record shows that B&L's managenent was aware of the differences
between the tax rates in Hong Kong and the United States during
and inmedi ately prior to the years at issue and that B&L's man-
agenent nmade efforts during those years to reduce its overall tax
bur den.

Al t hough nost of B&L Hong Kong's sales activity nay have
occurred in Hong Kong, the fact that the incone at issue of B&L
Hong Kong fromthe sale of B&L products it did not assenble was
derived fromthe sale of those products for use or consunption

out si de Hong Kong indicates to us that B& Hong Kong's custoners
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were | ocated outside Hong Kong.

In sum the present record does not support a finding that
respondent abused her discretion by failing to determne that the
transactions that gave rise to B& Hong Kong's inconme at issue
fromthe sale of B&L products it did not assenble were not ef-
fected for a significant purpose of reducing taxes. |In fact, the
record does not even support a finding that tax reducti on was not
a significant purpose for effecting those transactions.

Based on our review of the entire record before us, we find
that petitioners failed to prove that respondent abused her
discretion by failing to conclude that the transactions that gave
rise to B& Hong Kong's incone at issue fromthe sale of B&L
products it did not assenble and frominterest were not effected
for a significant purpose of reducing taxes for their taxable
years ended Decenber 25, 1983, through Decenber 28, 1986. ¢
Accordingly, we hold that respondent did not abuse her discretion
under section 954(b)(4) by failing to exclude that incone from
petitioners' gross incone for those years.

To reflect the foregoing and the concessions of the parties,

Deci sion in docket No.

13983-91 will be entered under

Rul e 155.

46 Al though we do not address herein every argunent advanced by
petitioners under sec. 954(b)(4), we have considered all of their
argunents and find themto be without nerit.



