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I. Introduction

On October 22, 2004, President Bush signed into law
the American Jobs Creation Act of 2004, which arguably
represents the most vital piece of tax legislation in almost
20 years.1 That landmark tax legislation repeals an export
subsidy regime that the World Trade Organization had
found to be illegal.2 The WTO’s finding resulted in the
imposition of escalating European Union sanctions po-
tentially amounting to billions of dollars; thus, the Jobs
Act was considered to be must-pass legislation.3 Offset-
ting the repeal of the export subsidy, and of equal

1American Jobs Creation Act of 2004, P.L. 108-357, 118 Stat.
1418; see Bill Thomas, ‘‘Industry Tax Relief Rewards,’’ The
Washington Times, Oct. 21, 2004, at A19.

2Jobs Act section 101, 118 Stat. at 1423.
3Thomas, supra note 1, at A19.

Micah A. Levy is a senior attorney, Department of
the Treasury, Office of Chief Counsel. The author was
an attorney-adviser to the Honorable James S. Halp-
ern of the United States Tax Court from 1998 to 1999.
Before his departure in August 1999, he participated
in the deliberations regarding The Limited, the prin-
ciple case discussed in this report, and prepared
initial drafts of the opinion.

This article examines the issues litigated in The
Limited, a high-profile case in which the Sixth Circuit
(reversing the Tax Court in no uncertain terms)
allowed the taxpayer to avoid immediate taxation on
$175 million of untaxed foreign income that it had
repatriated through a series of related transactions
among its various foreign and domestic subsidiaries.
That result hinged on the Sixth Circuit’s taxpayer-
friendly interpretation of a narrow exception to the
general rule of taxation for repatriated foreign earn-
ings. Congress, unhappy with the outcome, sought
to remedy the perceived abuse by amending the
exception as part of historic tax legislation enacted in
late 2004. This article concludes that Congress’s
‘‘fix,’’ while perhaps not optimal, adequately solves
the immediate problem prospectively. For disputes
governed by preamendment law, Levy says, the Tax
Court should stick to its guns.

The author is humbled by the tireless devotion of
his wife, Irene, who spent countless hours improving
this article’s style and substance. The author grate-
fully acknowledges the assistance of Prof. Leandra
Lederman, whose encouragement and valuable in-
sights were instrumental in placing this article. He
also thanks Allen Madison for his ongoing and
zealous debate of the substantive issues involved
herein, which helped to hone the author’s argu-
ments. Additional useful comments and criticisms
were provided on prepublication drafts by Fred
Wallach. Finally, the author would like to thank the
editors and staff of the Annual Review of Banking &
Financial Law for their excellent editorial comments
and suggestions. The views expressed in this article
are those of the author and do not necessarily reflect
the views of the Office of Chief Counsel or any of the
aforementioned individuals.

This article first appeared as ‘‘Impact of the
American Jobs Creation Act of 2004 on the Internal
Revenue Code Section 956(c)(2)(A) Exception From
U.S. Property for ‘Deposits With Persons Carrying on
the Banking Business,’’’ at 24 Annual Review of Bank-
ing & Financial Law 295 (2005). Reprinted with per-
mission of the Trustees of Boston University.
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importance, the legislation provides domestic manufac-
turing and other business tax relief.4 It also provides for
the reform and controversial $10 billion buyout of the
U.S. tobacco subsidy regime.5

Among the revenue-raising provisions included in the
Jobs Act is a seemingly minor amendment to an obscure
provision of the income tax laws entitled ‘‘Clarification of
Banking Business for Purposes of Determining Invest-
ments of Earnings in United States Property.’’6 That
amendment is expected to generate in excess of $400
million over 10 years, although the accuracy of that
estimate is questionable.7 The amendment is intended to
plug a tax loophole8 that allowed U.S. corporations to
access offshore funds on a tax-free basis. In particular, the
impetus for the amendment was the courtroom success
of The Limited Inc., which in 1993 engaged in a series of
transactions with some of its subsidiaries that resulted in
moving $175 million of untaxed foreign income from the
coffers of a third-tier foreign subsidiary corporation into
the hands of a second-tier domestic corporation.9 The IRS
determined that the transactions resulted in a taxable
repatriation of income that was tantamount to a divi-
dend.10 The Limited disagreed, arguing that it made use
of a legitimate income tax loophole.11 The parties battled
in court, and when the dust settled The Limited pre-
vailed, thereby repatriating over a decade’s worth of
untaxed earnings and profits without the imposition of
any U.S. corporate income tax.12 Congress had not con-
templated that result when it originally enacted the tax
provision relied on by The Limited.13 Consequently, the
Jobs Act eliminates the abusive asserted loophole pro-
spectively.

This article examines the courtroom battles waged in
The Limited, as well as the legislative response that they
prompted, to determine the state of the law for tax years
at issue both before and after the new legislation’s
effective date. Part II of this article outlines the federal
income tax and banking laws that underlie The Limited’s

transactions. Part III explains the analyses and holdings
of the opinions issued by the Tax Court and the Court of
Appeals for the Sixth Circuit. Part IV describes the
legislative response to the Sixth Circuit opinion. Part V
critiques both courts’ interpretations of the preamend-
ment taxing provision and related regulations and sug-
gests the proper interpretation of the law at that time. It
then considers the new legislation to determine whether
it will achieve the optimal result, both in terms of
theoretical tax policy and empirical outcome. Finally, Part
VI concludes that although the new legislation ad-
equately reverses the result reached by the Sixth Circuit
on a prospective basis, it substantially will fail to raise the
revenues expected by Congress. Also, it recommends that
in adjudicating controversies over similar transactions
that occurred in years preceding the new legislation’s
effective date, the Tax Court should continue to apply its
interpretation of the code section at issue and disregard
the Sixth Circuit’s analysis.

II. Background

A brief review of the underlying principles of interna-
tional corporate taxation before the enactment of the Jobs
Act, as well as a survey of relevant banking laws, is
helpful to understand the use and alleged abuse of the
asserted tax loophole.

A. Corporate Taxation — The ‘Classical’ System

Virtually all of the laws dealing with federal income
tax are codified in the Internal Revenue Code.14 The
current version of the Internal Revenue Code is the
Internal Revenue Code of 1986, as amended.15 Since the
early 20th century, the United States has employed the
‘‘classical’’ system of taxation.16 Under that system, cor-
porations are recognized as separate taxpayers.17 As a
result, section 11 imposes a tax on the taxable income of
every corporation, which is applied annually at the entity
or corporate level.18 The shareholders of a corporation
generally are not taxed on the corporation’s income.19

Once corporate income has been taxed at the entity level,
the after-tax dollars are available for distribution to
shareholders.

4Press Release, White House Press Secretary Scott McClellan,
‘‘Statement on H.R. 4520, The American Jobs Creation Act of
2004’’ (Oct. 22, 2004).

5Id.; Joint Comm. on Taxation, 108th Cong., Estimated Budget
Effects of the Chairman’s Mark Relating to H.R. 4520, The ‘‘American
Jobs Creation Act of 2004,’’ JCX-68-04 R (2004).

6Jobs Act section 837, 118 Stat. at 1596.
7JCT, 108th Cong., Estimated Budget Effects of the Chairman’s

Mark Relating to H.R. 4520, the ‘‘American Jobs Creation Act of
2004,’’ JCX-68-04 R (2004).

8Although not a well-defined term of art, the term ‘‘loop-
hole’’ is often used to denote a flaw in the language of a statute
that can be exploited by a taxpayer to circumvent the spirit of
the law while adhering to its letter. See Boris I. Bittker, ‘‘Income
Tax ‘Loopholes’ and Political Rhetoric,’’ 71 Mich. L. Rev. 1099,
1102 (1972-73). In this instance, however, the term refers to a
flawed judicial interpretation of an ambiguous statute that
enabled taxpayers to achieve a perverse result.

9See The Limited Inc. v. Commissioner, 286 F.3d 324, Doc
2002-8860, 2002 TNT 71-10 (6th Cir. 2002).

10Id. at 340.
11Id. at 330.
12See id.
13S. Rep. No. 108-192, at 164 (2003).

14See 26 U.S.C. subtitle A (2000).
15See Tax Reform Act of 1986, P.L. 99-514, 100 Stat. 2085. For

ease of reference, unless otherwise indicated all ‘‘section’’ refer-
ences are to the Internal Revenue Code of 1986, as amended
before the enactment of the Jobs Act, and all ‘‘newly enacted
section’’ references are to the Internal Revenue Code of 1986, as
amended by the Jobs Act.

16The Revenue Act of 1913 established a corporate taxing
regime separate and apart from the individual taxing regime.
See Revenue Act of 1913, chapter 16, sections II.A, II.G, 38 Stat.
114 (1913). Interestingly, the term ‘‘classical’’ is somewhat of a
misnomer. The United States is the only country that employs
the classical system (taxing corporations at a rate close to the top
individual tax rate, coupled with full taxation of dividends to
shareholders) that is also a member country of the Organization
for Economic Cooperation and Development (OECD).

17See section 7701(a)(1), (a)(14).
18Section 11.
19See sections 11, 7701(a)(8).
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Individual shareholders of corporations are taxable on
their individual income, including their investment in-
come.20 Dividend distributions generally are taxed to
recipient shareholders in the year of receipt.21 Commen-
tators sometimes disparagingly refer to that system of
taxation as the double tax system.22 Whether or not
practitioners or commentators fundamentally agree with
the concept of the ‘‘classical’’ system, they should agree
that if applicable in the first instance, it must be applied
evenhandedly. The notion of ‘‘horizontal equity’’ requires
that similarly situated taxpayers be treated similarly.23 In
other words, under our voluntary compliance system of
tax collection, no taxpayer wants to see another taxpayer
avoid his share of income tax liability.24 Further, a corpo-
ration would gain a competitive advantage vis-à-vis
other corporations if it could avoid (or defer) its corpo-
rate income tax liability.25

In summary, historically, if a U.S. person owned an
interest in a U.S. corporation, it was an interest in an
entity that was taxed annually on its income.26 Thus, the
value of the interest, in theory, was affected annually by
the corporate tax. Further, the U.S. person generally was
taxed on any dividends paid with after-tax dollars in the
year of receipt.27 In contrast, some foreign corporations
that resided in tax havens could retain and reinvest their
annual income without being taxed at the entity level.28

Consequently, the value of an interest in such a foreign
corporation was not diminished by an annual corporate
tax. Theoretically, a shareholder-level income tax still
would be imposed on a U.S. investor in that foreign

corporation when its earnings and profits were distrib-
uted by means of a dividend.29

B. Worldwide Taxation
While adherence to the classical system of taxation has

broadened the tax base by increasing the number of
persons that are considered taxpayers, the United States
also has adopted a system of worldwide taxation, which
casts a broad net in identifying the items of income that
are subject to tax with respect to each taxpayer.30 Under
the U.S. system of worldwide taxation, citizens and
residents are taxed annually on all of their income,
including income derived from foreign sources.31 Fur-
ther, the system of worldwide taxation is currently im-
posed by most developed countries and virtually all of
the major trading partners of the United States.32

C. Subpart F
1. General history. The separate taxing identity of corpo-
rations, coupled with the U.S. system for taxing the
worldwide income of U.S. persons, led to the creative tax
planning structures that proliferated throughout the
1940s and 1950s.33 For example, U.S. corporations would
set up subsidiary profit centers (colloquially referred to
as base companies) in tax havens.34 In the case of a
domestic manufacturing operation, goods could be sold
to a base company for subsequent resale to purchasers in
other countries, which would shift profits from high-tax
to low-tax (or no-tax) jurisdictions.35 Base companies also
could be used as intermediaries to shift royalty and
insurance income from the United States to tax havens.36

Often, that foreign base company income would not be
taxed by the United States until distributed to U.S.
shareholders.37

In 1961, President John F. Kennedy spearheaded an
effort to end that deferral.38 His administration proposed
the complete repeal of deferral for business income
derived by foreign corporations that were controlled by
U.S. persons (controlled foreign corporations).39 Ulti-
mately, rather than eliminating deferral altogether, Con-
gress enacted compromise legislation that ended deferral

20See section 61(a) (generally defining gross income as ‘‘all
income from whatever source derived’’).

21Section 451(a).
22The Jobs and Growth Tax Relief Reconciliation Act of 2003

reduced the tax rate on dividends received by individual
shareholders to the rate imposed on long-term capital gains.
Also, the top long-term capital gains rate was reduced to 15
percent, thereby easing the burden of double taxation but not
eliminating it altogether. Barring further action by Congress, the
new reduced rates on dividends and capital gains will expire in
2009. Jobs and Growth Tax Relief Reconciliation Act of 2003, P.L.
108-27, 117 Stat. 752. Also, certain code provisions allow for a
single level of income tax on corporate earnings in limited
circumstances. See, e.g., sections 1361-1379 (regarding the tax
treatment of subchapter S corporations and their shareholders).

23See, e.g., Dilts v. United States, 845 F. Supp. 1505, 1510, Doc
94-3741, 94 TNT 67-8 (D. Wyo. 1994).

24Cf. Leandra Lederman, ‘‘The Interplay Between Norms and
Enforcement in Tax Compliance,’’ 64 Ohio St. L.J. 1453, 1497
(2003) (implying that taxpayers might feel like ‘‘chumps’’ if they
pay their taxes when other taxpayers seem to get away with tax
evasion).

25Robert S. McIntyre and T.D. Coo Nguyen, Joint Project of
Citizens for Tax Justice and The Institute on Taxation and Economic
Policy, Corporate Income Taxes in the Bush Years 13 (2004), available
at http://www.ctj.org/corpfed04an.pdf.

26See section 11.
27See sections 61(a), 301(a).
28A ‘‘tax haven’’ is a country offering outside businesses and

individuals an environment with little or no taxation. Dictionary
of Finance and Investment Terms 590 (4th ed. 1995).

29Sections 61(a), 301(a).
30The United States imposes the system of worldwide taxa-

tion to the exclusion of a territorial system. Countries that have
adopted territorial systems of taxation generally either exempt
from tax, or simply do not tax, the foreign income of their
citizens or residents. See Joseph Isenbergh, Foundations of U.S.
International Taxation [900 Foreign Income Portfolios] Tax Mgmt.
(BNA) section I.B.4. (2005).

31See, e.g., section 61.
32Office of Tax Policy, Dep’t of the Treasury, The Deferral of

Income Earned Through U.S. Controlled Foreign Corporations: A
Policy Study, at X (2000), available at http://www.ustreas.gov/
offices/tax-policy/library/subpartf.pdf (last modified Dec. 27,
2000).

33Id. at 10.
34See Isenbergh, International Taxation, supra note 30, at 171.
35See id.
36See id.
37See id.
38Office of Tax Policy, Controlled Foreign Corporations, supra

note 32, at 12.
39Id.
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in what were perceived to be the most abusive situations,
but preserved deferral for activities that were deemed to
be worthy of encouragement.40 That compromise legisla-
tion is codified in chapter 1 (Normal Taxes and Surtaxes),
subchapter N (Tax Based on Income from Sources Within
or Without the United States), part III (Income from
Sources Without the United States), subpart F (Controlled
Foreign Corporations), and is composed of sections 951
through 964. In international tax practitioners’ parlance,
those sections are referred to as subpart F.41 Subpart F
was enacted to end tax deferral resulting from the failure
of the U.S. income tax system to tax foreign-source
income of CFCs until that income is distributed to the
CFCs’ U.S. shareholders as dividends.42 Along with
transfer pricing43 and the foreign tax credit,44 subpart F is
the bread and butter of international tax practice. The
complexities and pitfalls of subpart F are numerous and
vast. Indeed, most tax practitioners who do not practice
in the international arena often have little understanding
or exposure to subpart F issues.
2. Core principles of subpart F. Some of the core prin-
ciples and mechanisms of subpart F merit explanation.
First, there is the concept of a CFC. The term ‘‘controlled
foreign corporation’’ is a term of art that is defined in
section 957.45 Section 957(a) generally provides that:

the term ‘‘controlled foreign corporation’’ means
any foreign corporation if more than 50 percent of —

(1) the total combined voting power of all
classes of stock of such corporation entitled to
vote; or

(2) the total value of the stock of such corpo-
ration, is owned . . . by United States share-
holders on any day during the tax year of
such corporation.46

Section 958 provides that ‘‘stock owned’’ means stock
owned directly and indirectly, thereby applying a look-
through rule in defining a CFC.47 For instance, if U.S.
shareholders own 100 percent of CFC 1, and CFC 1 owns
100 percent of CFC 2, those U.S. shareholders would be
treated as owning 100 percent of CFC 2 indirectly
through their ownership of CFC 1.48 Further, there is no
cutoff with respect to the look-through provision.49 If
CFC 2 in turn owns 100 percent of CFC 3, the U.S.
shareholders would concomitantly be treated as owning

CFC 3.50 In a corporate structure containing a chain of
CFCs, each with 100 percent ownership of the subsidiary
CFC below, the U.S. shareholders of the first-tier CFC
would be considered U.S. shareholders of each foreign
corporation down the chain, and each foreign corpora-
tion down the chain similarly would be considered a
CFC.51 While that example is greatly simplified, two
facets are of importance: There is a look-through rule
with respect to U.S. shareholders’ ownership of lower-
tier foreign corporations and that rule is effective no
matter how many tiers the corporate structure includes.52

The second element of subpart F that warrants expla-
nation is the taxing mechanism. Generally, the United
States does not have direct taxing authority over foreign
corporations.53 The ‘‘magic’’ of subpart F is that it looks to
a ‘‘U.S. shareholder’’ — a person who is subject to direct
taxation by the United States — and taxes that U.S.
shareholder on some of the CFC’s earnings and profits,
despite the fact that those earnings and profits may be
undistributed.54 That taxing mechanism, which is con-
trary to the prototypical taxing model for U.S. persons
who own interests in U.S. corporations, is the heart of
subpart F. Accordingly, U.S. shareholders often are taxed
on income that was earned by a foreign corporation but
may not have been realized by the U.S. shareholder in the
year of income inclusion.55

However, only particular types of earnings and profits
that were the target of the compromise subpart F legis-
lation are subject to those rules. Subpart F primarily
targets what is referred to, albeit tautologically, as ‘‘sub-
part F income.’’56 The main component of subpart F
income is ‘‘foreign base company income.’’57 It is that
category that contains most of the income that Congress
believed to be rife with abuse.58 Foreign base company
income generally is composed of passive investment
income items, but it also includes some active business

40Id. at 12-13.
41Sections 951-964 (hereinafter subpart F).
42See H.R. Rep. No. 87-1447, at 405, 461 (1962); S. Rep. No.

87-1881, at 707, 784 (1962).
43See section 482 (dealing with the allocation and apportion-

ment of gross income and other taxable attributes among
commonly controlled organizations, trades, or businesses).

44See sections 901-908 (dealing with the tax credit against
foreign taxes paid directly or indirectly by U.S. taxpayers).

45Section 957.
46Section 957(a).
47Section 958; see Treas. reg. section 1.958-1(b) (as amended in

2001).
48Cf. Treas. reg. section 1.958-1(b).
49See section 958; cf. Treas. reg. section 1.958-1(b).

50Cf. Treas. reg. section 1.958-1(d).
51Id.; section 951(b).
52The example is simplified because it ignores, inter alia, the

complexities resulting from ownership attribution rules and
situations involving non-wholly-owned subsidiaries. None of
those complexities, however, are implicated with respect to the
issues discussed in this article.

53See sections 11(a), 11(d), 882.
54For purposes of subpart F, the term ‘‘U.S. shareholder’’ is

defined generally as ‘‘a United States person . . . who
owns . . . 10 percent or more of the total combined voting
power . . . of such foreign corporation.’’ Section 951(b).

55Generally, in the United States, an item of income is not
taxed until it is both realized and recognized. Realization occurs
when there is ‘‘an event or transaction, such as the sale or
exchange of property that substantially changes the taxpayer’s
economic position so that income tax may be imposed or a tax
allowance granted.’’ Black’s Law Dictionary 1271 (7th ed. 1999).

56See section 952(a).
57See section 952.
58See Revenue Act of 1962: Hearing on H.R. 10650 Before the

Senate Committee on Finance, 87th Cong. Part I, 98 (1962). Subpart
F income also includes insurance income and various illegal or
illicit types of income (for example, government bribes and
kickbacks and income attributable to investments in countries
on the international boycott list). See id.; sections 952(a)(1), (a)(4).
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activities, such as shipping income, some oil-related
income, and income derived from what Congress be-
lieved were abusive foreign base company structures.59

What is most notably absent from the definition of
foreign base company income is the actual income of
active businesses that are located in the regions in which
they operate.60 Congress preserved deferral for that ‘‘un-
tainted’’ income to protect the ability of CFCs to compete
in foreign markets in which their competitors’ annual
income is not subject to current taxation.61

Further, section 959 prevents a CFC’s subpart F in-
come from being taxed a second time after it is distrib-
uted to U.S. shareholders by excluding amounts that
were previously taxed from the shareholders’ gross in-
come.62 Because of that exclusion, subpart F does not
change the number of instances of taxation. For foreign
corporations, if taxation would have occurred only at the
U.S. shareholder level, subpart F accelerates the
shareholder-level tax (which normally would not be
imposed until income is distributed) to correspond to the
timing of the U.S. corporate tax (which generally would
be imposed in the year the income is earned). Subpart F
does not, however, impose a new level of corporate
income tax.

Finally, the amount of subpart F income realized by a
CFC in any tax year is limited to the CFC’s current
earnings and profits.63 For example, although a CFC may
have realized $100 of foreign base company income
during its tax year, if the CFC has only $60 of earnings
and profits, its U.S. shareholders will include only their
pro rata share of that CFC’s subpart F income limited to
its $60 of earnings and profits.64

To summarize, subpart F taxes a CFC’s U.S. sharehold-
ers on certain ‘‘tainted’’ income, whether or not it is
actually distributed by means of a dividend or otherwise.
The great compromise of subpart F is between the
sometimes conflicting policy objectives of ending abusive
tax deferral and promoting U.S. corporate competition in
foreign markets. On one hand, our classical system of
taxation imposes an income tax on the undistributed
income of U.S. corporations (at the entity level).65 Invest-
ments in foreign corporations, however, can be struc-
tured to generate capital growth without current taxation
(for example, if the foreign corporation is located in a tax
haven). In what generally were deemed to be abusive
situations, subpart F leveled the playing field by elimi-

nating that deferral in furtherance of ‘‘capital export
neutrality.’’66 On the other hand, U.S. corporations are
concerned that their foreign subsidiaries will be unable to
compete in their resident foreign markets if their earnings
and profits are subject to current taxation while those of
their foreign competitors are not.67 Congress recognized
that imposing a current tax on the undistributed earnings
and profits of CFCs would stifle competition; it therefore
refused to eliminate deferral completely, as the Kennedy
administration had proponed.68 Since subpart F’s enact-
ment, that compromise legislation has remained contro-
versial, resulting in several congressional attempts to
subject all sales and services income derived by CFCs to
current U.S. taxation.69

3. Section 956. In addition to imposing a tax on subpart
F income, section 951 also provides that U.S. shareholders
must include in gross income their pro rata share of the
amount determined under section 956 (section 956 in-
come).70 Congress preserved the deferral of income rec-
ognition for untainted, non-subpart F income to protect
U.S. corporations’ competitive posture in the global
economy.71 For those CFCs that were generating real,
untainted, non-subpart-F income, Congress intended to
maintain the minimum single level of income taxation
afforded foreign corporations.72 However, Congress rec-
ognized that accumulated earnings and profits of a CFC
essentially could be made available to its U.S. sharehold-
ers by means of something other than a taxable divi-
dend.73 For example, the CFC could make loans to its U.S.
shareholders. If a U.S. shareholder were a U.S. corpora-
tion, the CFC could purchase shares of stock in its U.S.
corporate parent. In fact, there are countless ways to
make a CFC’s undistributed (and as yet untaxed) earn-
ings and profits available to a U.S. shareholder without
actually declaring a dividend, which generally would not
trigger the second (or in these cases, the first) level of tax
imposed by our classical system of taxation.

Recognizing these potential abuses, Congress enacted
section 956 as a backstop to subpart F.74 For each U.S.
shareholder of a CFC, section 956 determines a pro rata

59See Revenue Act of 1962: Hearing on H.R. 10650 Before the
Senate Comm. on Fin., 87th Cong. pt. I, 98 (1962). See also section
954(a).

60See section 954.
61Throughout this article, the terms ‘‘untainted’’ and

‘‘tainted’’ distinguish types of income that Congress determined
deserved either continued deferral or current taxation, respec-
tively. They are not meant to suggest value judgments as to
whether that income is legitimate. Indeed, presumably Con-
gress would encourage U.S. corporations to generate as much
tainted (currently taxable) income as possible.

62Section 959(b).
63Section 952(c)(1)(A).
64Id.; cf. Treas. reg. section 1.952-1(c)(3) Example (1)(b) (1996).
65Section 11.

66‘‘Capital export neutrality’’ is the premise that the U.S.
taxing system should not encourage or discourage investment
abroad; the decision of where to make capital investments
should be based on business and economic considerations, and
such decisions should be tax-neutral. See, e.g., JCT, 108th Cong.,
Description and Analysis of Present-Law Rules Relating to Int’l
Taxation JCX-40-99 (1999).

67Cf. H.R. Rep. No. 1447, at 461-462 (1962).
68See Lowell D. Yoder, Subpart F — General [926-2nd Foreign

Income Portfolios] Tax Mgmt. (BNA) section II.B.2 (2005).
69See, e.g., The Foreign Income Tax Rationalization and

Simplification Act of 1992, H.R. 5270, 102d Cong. section 201
(1992); Come Home Corporate America Bill of 1995, H.R. 1629,
104th Cong. section 8 (1995).

70Section 951(a)(1).
71See H.R. Rep. No. 1447, at 461-462 (1962).
72Id.
73See S. Rep. No. 1881, at 87-88 (1962). See also Ewing W.

Madole, Controlled Foreign Corporations — Section 956 [929-2nd
Foreign Income Portfolios] Tax Mgmt. (BNA) section I.A (2005).

74See Lowell D. Yoder and Katherine M. Christensen, ‘‘The
Limited Inc. v. Commissioner: Strategy to Use Foreign Earnings in
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amount of the CFC’s investment in United States prop-
erty as defined under section 956(c)(1) (U.S. property)
and section 951 taxes that amount.75 Congress believed
that amounts ‘‘invested in U.S. property’’ were tanta-
mount to dividend distributions.76 But, section 956 cap-
tures amounts invested in U.S. property only to the
extent that they exceed the U.S. shareholder’s pro rata
share of the CFC’s previously taxed earnings and profits,
not in excess of the CFC’s total earnings and profits.77

Thus, the theory underlying subpart F is simple. The
code imposes an income tax currently on a CFC’s undis-
tributed earnings and profits if they are of the tainted or
abusive subpart F variety. Deferral is preserved only for
a CFC’s untainted, non-subpart F income from opera-
tions. Ultimately, even a U.S. shareholder’s share of
non-subpart F income will be subject to U.S. income tax,
but only when that income is received as a dividend or is
otherwise effectively repatriated.

Although the theory of section 956 is simple, the devil
is in the details. Section 956(c)(1) defines the term
‘‘United States property’’ as:

any property acquired after December 31, 1962,
which is —

(A) tangible property located in the United
States;
(B) stock of a domestic corporation;
(C) an obligation of a United States person; or
(D) any right to the use in the United States of
—

(i) a patent or copyright,
(ii) an invention, model, or design
(whether or not patented),
(iii) a secret formula or process, or
(iv) any other similar property right,

which is acquired or developed by the con-
trolled foreign corporation for use in the
United States.78

Although the definition of U.S. property in the first
instance is heavy-handed and attacks all sorts of mecha-
nisms by which funds can be repatriated, section 956 goes
on to exempt from tax some investments in U.S. property
that do not return or restore the untaxed CFC earnings
directly into the hands of U.S. shareholders.79 There are
several exceptions covering a broad range of investment
activities, and it is likely that there is no single overarch-
ing purpose supporting all of them.80 The exceptions thus

provide some instances in which income can be repatri-
ated in the broader sense (that is, returned to the United
States) without being repatriated in the narrower, tax-
abusive sense (that is, returned to ultimate use and
disposition of the investing U.S. shareholder).

Some of the section 956(c)(2) exceptions to the defini-
tion of ‘‘United States property’’ identify investment
transactions between essentially unrelated parties. For
example, section 956(c)(1)(B) provides that U.S. property
includes stock in a domestic corporation. Section
956(c)(2)(F), however, provides an exception to the term
U.S. property for stock of a domestic corporation that
does not own a 10 percent or more voting interest in the
investing CFC, and does not have 25 percent or more of
its voting power owned by the U.S. shareholders of the
CFC. In other words, if a CFC generates untainted,
non-subpart F income, it is free to invest that income in
the U.S. capital markets without triggering section 956
income, as long as the CFC does not simply purchase the
stock of its parent-U.S. shareholder or of some other
domestic corporation in which its parent-U.S. share-
holder owns a significant interest. By way of further
example, section 956(c)(1)(C) provides that U.S. property
includes an obligation of a U.S. person. Section
956(c)(2)(F), however, provides the same related-party
exception for those obligations as it does for investments
in the stock of a domestic corporation. Therefore, a CFC
similarly is free to invest its untainted, non-subpart F
income in the U.S. corporate debt markets, as long as it
does not invest in the debt of its parent-U.S. shareholder
or of some other domestic corporation in which its
parent-U.S. shareholder owns a significant interest.

It is noteworthy that the exceptions contained in
section 956(c)(2)(F) for both stock and obligations of
unrelated domestic corporations were added to the code
in 1976, 14 years after the original enactment of the
subpart F legislation.81 When originally enacted, the
definition of U.S. property included, without limitation,
any stock of a domestic corporation and any obligation of

the United States Subject to Section 956,’’ 29 Tax Mgm’t Int’l J.
141, 147 (2000) (providing a detailed description of the legisla-
tive history to section 956).

75Sections 951(a)(1)(B), 956(a)(1) (as enacted by the Revenue
Act of 1962, P.L. 87-834, section 12, 76 Stat. 960).

76See S. Rep. No. 1881, at 87-88 (1962).
77Sections 956(a)(1)(B), (a)(2).
78Section 956(c)(1).
79See section 956(c)(2).
80For example, compare section 956(c)(2)(A), which excepts

obligations of the United States, with section 956(c)(2)(F), which
excepts obligations of domestic corporations, but only when the

domestic corporations are not prohibitively related to the CFC.
It is debatable whether those sections either affirmatively en-
courage investment with the United States and with U.S.
corporations (while recognizing that investing in a related
corporation is a prohibited repatriation in the narrower sense)
or recognize that because those activities do not implicate the
narrower sense of repatriation (they do not return the invest-
ment to the ultimate use or disposition of the U.S. shareholder),
they simply should not trigger section 956 in the first place.
While the shade of distinction between those two views (be-
tween affirmatively encouraging an activity as opposed to
simply not finding a need to prohibit it) is admittedly slight, it
is clear that there need not be one single impetus supporting
each of the exceptions to the definition of U.S. property. Cf.
Yoder and Christensen, supra note 74, at 453 n.95 (2002), citing
Dougherty v. Commissioner, 60 T.C. 917, 927 (1973) (‘‘the Court
notes the ‘multiplicity of legislative purposes which underlay
the enactment of subpart F,’ and finds that ‘the search for a
unified legislative purpose in subpart F proves to be elusive.’’’).

81See Tax Reform Act of 1976, P.L. 94-455, section 1021(a), 90
Stat. 1525, 1619.
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a U.S. person.82 However, in 1976, Congress was con-
cerned that the income tax imposed on investments in
section 956 property encouraged the accumulation of
funds offshore, thereby exacerbating the balance of pay-
ments problem.83

While some section 956(c)(2) exceptions to the defini-
tion of U.S. property contain related-party triggers, oth-
ers do not. For example, section 956(c)(1)(C) provides
that the term ‘‘United States property’’ includes an obli-
gation of a United States person, but section 956(c)(2)(A)
goes on to except any obligations of the United States.
CFCs therefore are free to invest their non-subpart F
income in U.S. government securities, for example, with-
out triggering income tax to their U.S. shareholders,
regardless of the identity of the other corporate group
members.84

Section 956(c)(2)(A) also provides an exception from
the definition of U.S. property for ‘‘deposits with persons
carrying on the banking business.’’85 Even though a
deposit with a U.S. person would be treated, in the first
instance, as U.S. property pursuant to section
956(c)(1)(C), if the deposit is with a U.S. person that is
carrying on the banking business, that obligation (de-
posit) would escape characterization as U.S. property.
Inexplicably, the phrase ‘‘deposits with persons carrying
on the banking business’’ is not defined in section 956 or
elsewhere in the code or Treasury regulations. It is the
interpretation of that phrase that has created problems
for taxpayers, the IRS, the courts, and Congress.
4. Controversial temp. Treas. reg. section 1.956-1T(b)(4).
Temp. Treas. reg. section 1.956-1T(b)(4) was promulgated
to prevent U.S. shareholders from avoiding the section
951 imposition of income with respect to section 956
investments in U.S. property by making creative use of
the earnings and profits limitation.86 As previously ex-
plained, the taxable portion of a CFC’s investment in U.S.

property is limited to the CFC’s earnings and profits.87

The Treasury Department’s concern was that by first
contributing untaxed earnings to a subsidiary foreign
corporation that had negligible earnings and profits in a
tax-free transaction and by later having the subsidiary
invest the contribution in U.S. property, a CFC’s U.S.
shareholders would be shielded from application of
section 956.88 In other words, if the subsidiary foreign
corporation were treated as the investing corporation,
and if it had no earnings and profits, then there would be
no section 956 income to the U.S. shareholders. Temp.
Treas. reg. section 1.956-1T(b)(4) prevents a CFC from
escaping the section 956 backstop by providing a ‘‘look-
through’’ rule with respect to a CFC’s investment in U.S.
property. If an investment is made by a subsidiary
foreign corporation that is created or availed of by a
parent CFC to avoid section 956, the investment is
considered to be held indirectly by the parent CFC and
the subpart F inclusion would be limited to its earnings
and profits, not those of the newly formed subsidiary
corporation.89

D. Relevant Banking Law Provisions

1. Bank Holding Company Act. To preserve the integrity
of its banking system, the United States historically has
segregated the banking business from other commercial
activities.90 Before amendment in 1970, the Bank Holding
Company Act (BHCA) generally prohibited companies
that owned banks from engaging in any business other
than the banking business or a business that was closely
related to banking.91 After amendment, the BHCA nar-
rowly defined the term ‘‘bank’’ as an institution that both
accepted demand deposits (that is, deposits that the
depositor had a legal right to withdraw on demand) and
engaged in the business of making commercial loans.92

2. Competitive Equality Banking Act (CEBA). In the
early 1980s, several commercial firms began to acquire
control of national banks or FDIC-insured state banks
that limited their operations either by not accepting
demand deposits or by not making commercial loans.93

By limiting their operations in that manner, those banks
fell outside of the BCHA’s narrow definition of the term
‘‘bank’’ and therefore were able to avoid its restrictions.94

The mainstream banking industry felt that those ‘‘non-
bank banks’’ were unfairly competing with traditional
banks that were subject to the BHCA restrictions.95 As a

82See Revenue Act of 1962, P.L. 87-834, section 12, 76 Stat. 960.
83See S. Rep. No. 94-938 (1976), reprinted in 1976-3 C.B. 57,

226. The balance of payments is a measure used to evaluate a
country’s competitive economic strengths and weaknesses and
forecast the strength of its currency. Dictionary of Finance and
Investment Terms 40 (4th ed. 1995). It typically is divided into
three accounts: current, capital, and gold. Id. The current
account includes imports and exports of goods, services, gifts,
and income (including dividends). Id.

84Admittedly, it is likely that any entity that is ‘‘related’’ to
the U.S. government is not a U.S. taxpayer in the first instance.
However, the theoretical point remains that not all of the section
956(c)(2) exceptions themselves contain related-party excep-
tions.

85The exception for ‘‘deposits with persons carrying on the
banking business’’ was originally enacted as section
956(b)(2)(A). See Revenue Act of 1962, 76 Stat. 960, 1016. In 1993
Congress amended section 956 by, inter alia, redesignating
subsection (b) as subsection (c). Omnibus Budget Reconciliation
Act of 1993, P.L.103-66, section 13232(a)(1), 107 Stat. 312, 501.

86T.D. 8209, 1988-2 C.B. 174 (explaining that ‘‘[t]he current
test allows CFCs, in certain situations, to circumvent the invest-
ment in U.S. property rules by allowing those corporations to
transfer assets representing earnings and profits to another CFC
and having the transferee invest those earnings in U.S. prop-
erty.’’).

87See section 956(a).
88See T.D. 8209, 1988-2 C.B. 174.
89Temp. Treas. reg. section 1.956-1T(b)(4) (1988).
90See 12 U.S.C. section 1841-1850 (2000).
91See Bank Holding Company Act of 1956, ch 240, 70 Stat. 133

(codified at 12 U.S.C. section 1841 et seq.) (as amended by the Act
of July 1, 1966, P.L. 89-485, sections 1-6, 80 Stat. 236, 237) (BHCA
before amendment by the Bank Holding Company Act Amend-
ments of 1970).

92Bank Holding Company Act Amendments of 1970, P.L.
91-607, section 101(c), 84 Stat. 1760, 1762 (codified as amended
at 12 U.S.C. section 1841(c)).

93See S. Rep. 100-19, at 495-496 (1987).
94See id.
95See S. Rep. 100-19 (1987).
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result, Congress enacted the Competitive Equality Bank-
ing Act of 1987 (CEBA).96 CEBA modified the definition
of ‘‘bank’’ for purposes of the bank ownership provisions
contained in the BHCA to include all FDIC-insured
institutions.97 That new and broader definition swept
most nonbank banks into the ‘‘bank’’ definition for
purposes of the BHCA, which thereafter leveled the
playing field by subjecting nonbank banks to the same
regulatory schemes and restrictions imposed on tradi-
tional banks.

However, CEBA specifically carved out limited-
purpose credit card institutions from the newly enacted,
broader definition of the term ‘‘bank.’’98 CEBA provides
that the term ‘‘bank’’ does not include, inter alia, an
institution that engages only in credit card operations,
does not accept demand deposits, does not accept sav-
ings or time deposits of less than $100,000, maintains
only one office that accepts deposits, and does not engage
in the business of making commercial loans.99 At the
same time, CEBA limited-purpose credit card institutions
remain subject to examination and supervision by the
three federal agencies having authority over federal
banking institutions: the Office of the Comptroller of the
Currency (OCC); the Federal Deposit Insurance Corpo-
ration; and the Board of Governors of the Federal Reserve
System (Federal Reserve Board).100 Accordingly, Con-
gress preserved — but substantially limited — the non-
bank bank loophole that allowed commercial firms to
continue to own FDIC-insured credit card issuing insti-
tutions. CEBA also furthered the segregation of banking
from other commercial activities by preventing limited-
purpose credit card issuing institutions from competing
with traditional banks by prohibiting them from engag-
ing in other banking activities.101

In addition to carving out an exception from the
definition of the term ‘‘bank’’ for limited-purpose credit
card institutions, Congress also grandfathered certain
existing nonbanks.102 In general, any corporation that
controlled an institution that became a bank solely as a
result of the CEBA amendments would not be considered
a ‘‘bank holding company,’’ and therefore would not be
forced to divest itself of that bank, provided that it did
not own any true banks and that it prospectively limited
certain of its activities.103 To continue to meet the excep-
tion, any grandfathered bank subsidiary of such a com-
pany must not accept demand deposits or deposits that
the depositor may withdraw by check or similar means
for payment to third parties and must not engage in the
business of making commercial loans, excluding loans
made in the ordinary course of credit card operations.104

Through that grandfathering clause, many commercial
enterprises, including Chrysler Corp., General Electric
Co., and Sears, Roebuck & Co., were permitted to retain
their affiliated banks.105

III. Judicial Interpretation

A. The Tax Court Opinion in The Limited

1. Relevant facts. The Limited is the ultimate parent of a
group of affiliated corporations, both foreign and domes-
tic.106 It earns income primarily from garment sales
through its retail stores and several wholly owned do-
mestic retail store subsidiaries.107 The Limited manufac-
tures a substantial portion of its garment inventory in the
Far East through a third-tier foreign subsidiary corpora-
tion called Mast Industries Far East Inc.108 Mast Indus-
tries Far East, whose principal place of business and
manufacturing activities are located in Hong Kong,109 is a
contract manufacturer of garment inventory throughout
Asia.110 For federal income tax purposes, Mast Industries
Far East is considered a CFC of The Limited.111

Using that structure, The Limited corporate group was
able to locate a portion of its profits offshore by purchas-
ing garment inventory manufactured in Hong Kong by
Mast Industries Far East. Much of the income generated
by Mast Industries Far East is not subpart F income.
Thus, even though Mast Industries Far East is a CFC, its
current earnings and profits are not included currently in
The Limited’s U.S. consolidated return income. Instead,
U.S. income tax generally is deferred until the earnings
are made available to its U.S.-parent shareholder by
means of a dividend or by other taxable repatriation.112

As Mast Industries Far East continues to operate, its
income is free to be reinvested into its manufacturing
activities and to generate growth without imposition of
U.S. tax on the corporate group. Indeed, having declared
no significant dividends from the early 1980s through
1993, Mast Industries Far East accumulated earnings and
profits in excess of $330 million.113 Further, because the
U.S. accounting regime is not in sync with the U.S. taxing
regime, the earnings were reported for financial account-
ing purposes, although they were not reported on the
corporate group’s income tax returns.114

96Competitive Equality Banking Act of 1987, P.L. 100-86, 101
Stat. 552 (codified as amended in scattered sections of 12 U.S.C.).

97Id. section 101(a)(1).
98Id.
99Id.
100See 12 U.S.C. sections 221, 248(a), 481, 1813(a)(1)(A),

1813(c)(2), 1820(b) (2000).
101See S. Rep. No. 100-19 (1987).
102Competitive Equality Banking Act section 101(h).
103See 12 U.S.C. section 1843(f) (2000).
104See id. section 1843(f)(2)(B).

105Elizabeth R. Schiltz, ‘‘The Amazing, Elastic, Ever-
Expanding Exportation Doctrine and Its Effect on Predatory
Lending Regulation,’’ 88 Minn. L. Rev. 518, 573 (2004).

106See The Limited Inc. v. Commissioner, 113 T.C. 169, 170-71,
Doc 1999-29280, 1999 TNT 173-5 (1999).

107Id. at 170.
108Id. at 177. The Limited wholly owns Mast Industries Inc.,

a domestic subsidiary. Id. at 176. Mast Industries Inc., in turn,
wholly owns Mast Industries Far East, a foreign subsidiary. Id.
at 176-77.

109Id. at 177.
110Id.
111See section 957(a).
112See sections 301(a), 951(a)(1)(B).
113The Limited, 113 T.C. at 177.
114Financial accounting reporting methods frequently pro-

vide different income recognition rules than those provided by
the federal income tax system, even though both endeavor to
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Before 1982 The Limited and its subsidiary store
divisions did not issue credit cards.115 In 1982 The
Limited acquired new store divisions that had preexist-
ing private-label credit card operations (that is, credit
cards that were honored only in one or more store
divisions).116 The Limited administered its open-end cus-
tomer credit operations through various domestic sub-
sidiaries.117 Those subsidiaries established customer
credit plans under the Retail Installment Sales Acts
enacted in each of the 50 states, the District of Columbia,
and Puerto Rico.118 Under those state laws, the subsid-
iaries were required to comply on a state-by-state basis
with varying limitations on interest rates, minimum
finance charges, delinquency charges, uncollectable
check fees, and methods for calculating the average daily
balance of accounts.119

In early 1988 The Limited took advantage of the
remaining nonbank bank loophole by beginning the
process of forming a wholly owned domestic subsidiary,
World Financial Network National Bank (WFNNB), as a
CEBA limited-purpose credit card institution.120 The cor-
porate organization was completed as of March 15,
1989.121 WFNNB’s articles of association stated that the
association was organized to carry on the banking busi-
ness under the laws of the United States.122 Significantly,
the articles of association were drafted to fully incorpo-
rate the CEBA limited-purpose credit card institution
restrictions, including provisions that the association (1)
would engage only in credit card operations; (2) would
not accept demand deposits or deposits that the deposi-
tor may withdraw by check or similar means for payment
to third parties or others; (3) would not accept any
savings or time deposits of less than $100,000; (4) would
maintain no more than one office that accepted deposits;
and (5) would not engage in the business of making
commercial loans.123 In other words, WFNNB could not
legally engage in many of the activities traditionally
within the purview of the banking industry.

On November 19, 1992, WFNNB engaged Merrill,
Lynch, Pierce, Fenner & Smith Inc. as its agent to broker
the issuance of FDIC-insured certificates of deposit, each
in the amount of $100,000 or more.124 During 1992 and
1993, WFNNB borrowed in excess of $26 million through
the issuance of those certificates of deposit.125

In January 1993 Mast Industries Far East organized
Mast Industries Far East (Netherlands Antilles) N.V.
(MFE N.V.), a wholly owned foreign subsidiary corpora-
tion organized in the Netherlands Antilles.126 Mast In-
dustries Far East transferred $100,000 to MFE N.V. as a
capital contribution.127 MFE N.V. had no employees in
1993 and unrelated parties provided its general and
administrative services.128

On January 28, 1993, just nine days after forming MFE
N.V., Mast Industries Far East contributed an additional
$175 million to the capital of MFE N.V.129 Immediately
thereafter, MFE N.V. invested the $175 million in eight
certificates of deposit issued by WFNNB.130 Each of the
eight certificates of deposit was nonnegotiable and non-
transferable,131 provided for annual interest,132 and con-
tained a provision stating that the certificate automati-
cally would renew for a like period unless the holder
affirmatively gave notice of withdrawal to WFNNB.133

2. IRS position. The IRS determined that The Limited
was required to include the $175 million investment in
the WFNNB certificates of deposit in its income for the
1993 tax year.134 The IRS maintained that the MFE N.V.
certificates of deposits constituted an indirect investment
in U.S. property by The Limited’s CFC under section
956.135 The statutory analysis used to support the IRS’s
argument was straightforward: (1) Mast Industries Far
East was a CFC of a first-tier domestic subsidiary of The
Limited, therefore the earnings and profits of Mast In-
dustries Far East were subject to subpart F;136 (2) Mast
Industries Far East’s earnings and profits that were at
issue were not tainted subpart F income and therefore
were not currently included in the U.S. shareholder’s
income;137 (3) however, taxation of Mast Industries Far
East’s non-subpart-F earnings and profits was only de-
ferred and that income would be taxable to its U.S.report the same underlying transactions. See Thor Power Tool v.

Commissioner, 439 U.S. 522, 541-543 (1979); Frank Lyon v. United
States, 435 U.S. 561 (1978).

115The Limited, 113 T.C. at 171.
116Respondent’s Opening Brief at 14, Proposed Findings of

Fact 38-39, The Limited, 113 T.C. 169 (No. 26618-95).
117Specifically, Limited Credit Services Inc., a corporation

that was organized and existing under Delaware law, adminis-
tered The Limited’s open-end credit operations. Further, World
Financial Network Inc., which was also a corporation organized
and existing under Delaware law, funded the consumer credit
associated with the open-end credit systems through a receiv-
ables financing facility. Both Limited Credit Services Inc. and
World Financial Network Inc. were incorporated after the
acquisitions to take over the open-end credit card operations of
the new store divisions. The Limited, 113 T.C. at 171.

118Id.
119Id.
120Respondent’s Opening Brief at 24-25, Proposed Finding of

Fact 101, The Limited, 113 T.C. 169 (No. 26618-95).
121The Limited, 113 T.C. at 173.
122Id.
123Id.

124Id. at 175.
125Id.
126Id. at 177.
127Respondent’s Opening Brief at 60, Proposed Finding of

Fact 308, The Limited, 113 T.C. 169 (No. 26618-95).
128The Limited, 113 T.C. at 177; Respondent’s Opening Brief at

67, Proposed Finding of Fact 316, The Limited, 113 T.C. 169 (No.
26618-95).

129The Limited, 113 T.C. at 177.
130Id. at 175, 177.
131Id. at 175.
132Id. (the annual interest rate was set at 3.1 percent (3.14

percent annual yield)).
133Id.
134Id. at 180.
135Id.
136See sections 951, 957.
137See section 952.
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shareholder when repatriated either by dividend or oth-
erwise;138 (4) in 1993 the earnings and profits at issue
were invested in obligations (certificates of deposit) of a
U.S. person (WFNNB), and therefore triggered income to
the U.S. shareholder;139 (5) because one of the principal
purposes for organizing MFE N.V. was to avoid the
application of section 956, the investment should be
treated as an indirect investment of Mast Industries Far
East; and finally, as a result, (6) the income triggered was
limited by Mast Industries Far East’s ample earnings and
profits, not by MFE N.V.’s negligible earnings and prof-
its.140

3. The Limited’s position. The Limited maintained that
although the certificates of deposit were in the first
instance ‘‘investments of earnings in United States prop-
erty’’ under section 956(c)(1)(C), they were covered by
the exception provided in section 956(c)(2)(A)141 as ‘‘de-
posits with persons carrying on the banking business.’’142

Further, The Limited argued that avoidance of section
956 was not one of the principal purposes for organizing
MFE N.V.143 It therefore reasoned that even if the certifi-
cates of deposit were not excepted from the definition of
U.S. property as ‘‘deposits with persons carrying on the
banking business,’’ any triggered section 956 income was
limited to the negligible earnings and profits of its newly
formed subsidiary, MFE N.V.144

4. Tax Court analysis
a. CEBA credit card banks are not ‘persons carrying

on the banking business.’
i. ‘Persons carrying on the banking business’ is

ambiguous. The first issue before the Tax Court was
whether the putative deposits with WFNNB constituted
‘‘deposits with persons carrying on the banking busi-
ness.’’145 As previously discussed, neither the code nor
the Treasury regulations define the phrase. The IRS
argued that to be in the banking business, a person first
must be a bank as defined in section 581, which defines
the term ‘‘bank’’ for purposes of subchapter H of the code
(dealing with the taxation of banking institutions).146

Under section 581, the term ‘‘bank’’ means a bank or trust
company a substantial part of the business of which
consists of receiving deposits and making loans and
discounts.147 In addition to arguing whether WFNNB
met the section 581 definition of a ‘‘bank,’’ The Limited

argued that section 581 was irrelevant to the subpart F
issue.148 In any event, the Tax Court ruled that the issue
was not whether WFNNB was a ‘‘bank’’ at all, but
whether WFNNB was engaged in the banking busi-
ness.149 The Tax Court went on to find that both the
phrase ‘‘deposits with persons carrying on the banking
business,’’ and the subordinate term ‘‘banking business’’
were ambiguous.150

ii. Business facilitation standard. Having found
that the phrase ‘‘deposits with persons carrying on the
banking business’’ was ambiguous, the Tax Court en-
gaged in both a textual and contextual analysis of the
statute.151 First, it found that by using the definite article
‘‘the’’ before the term ‘‘banking business’’ (that is, ‘‘the’’
banking business, as opposed to merely ‘‘a’’ banking
business), Congress intended the section 956(c)(2)(A)
exception to apply to deposits with persons engaged in a
particularized group of activities.152 Looking to the leg-
islative history, the Tax Court found that the exceptions to
the definition of U.S. property were meant for normal
commercial transactions and generally were not intended
to permit the funds to remain in the United States
indefinitely.153 The Tax Court reasoned that the deposi-
tary must conduct a baseline number of banking activi-
ties to trigger the exception because Congress did not
intend for the exception to apply indiscriminately to
deposits made with any person engaged in a banking-
related activity.154 Instead, Congress contemplated de-
posits with persons engaged in a group of activities
carried on to aid the domestic business activities of CFCs
(the business facilitation standard).155 Applying that rea-
soning to the facts of The Limited — including that the
CEBA restrictions prohibited WFNNB from engaging in
activities traditionally within the purview of the banking
industry — the Tax Court found that WFNNB was a
special-purpose institution that was of little use to a
foreign business customer seeking banking services.156

iii. Implicit related-party exception. After holding
that WFNNB was not a person carrying on the banking
business, the Tax Court provided a separate and distinct
analysis to support its ruling. Under the heading of
‘‘Dividend Equivalence,’’ the opinion explained that the
impetus behind section 956 was to prevent back door

138See sections 245, 951, 956.
139See sections 951, 956.
140See sections 951(a)(1)(B), 959(a)(2); temp. Treas. reg. section

1.956-1T(b)(4) (1988).
141The section at issue was designated section 956(b)(2)(A)

during the year in issue. See supra note 85 and accompanying
text.

142The Limited Inc. v. Commissioner, 113 T.C. 169, 181 (1999).
143Id. at 191.
144The IRS and The Limited each offered alternative argu-

ments at trial. Id. at 180-82. For example, the IRS argued that the
certificates of deposit were not ‘‘deposits’’ as that term is used in
the section 956(c)(2)(A) exception. Id. at 180.

145Id.
146Respondent’s Opening Brief at 143-149, The Limited, 113

T.C. 169 (No. 26618-95).
147Section 581.

148By its very terms, section 581 limits the definition of
‘‘bank’’ to the purposes of sections 582 and 584. Id.

149The Limited, 113 T.C. at 182.
150Id. at 182 and n.8. The court relied, in part, on the expert

testimony of Robert L. Clarke, comptroller of the currency from
December 1985 through February 1992. Mr. Clarke was engaged
by and appeared on behalf of The Limited. He testified that
‘‘[d]uring the time I served as Comptroller of the Currency, the
issues of what it means to be a ‘bank’ and exactly what
constitutes the ‘banking business’ regularly confronted the
Office of the Comptroller of the Currency, Congress and the
court system, including the Supreme Court.’’ Id. at 182.

151The Limited, 113 T.C. 169.
152Id. at 186.
153Id. at 185, citing S. Rep. No. 87-1881 (1962); H.R. Rep. No.

87-1447 (1962).
154Id. at 186-188.
155Id. at 186.
156Id. at 188.
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attempts by CFCs to get what essentially should be
taxable dividends into the hands of their U.S. sharehold-
ers.157 The Tax Court examined the substance of the
transactions at issue and found the repatriations to be
essentially taxable dividends.158 The Tax Court reasoned
that this approach resolved the ambiguity in the statutory
text in a way that would fulfill the overall purpose of the
taxing regime.159

Most of the Tax Court’s analysis under ‘‘Dividend
Equivalence’’ is devoted to the notion that an implicit
related-party limitation must be read into the exception
for deposits with persons carrying on the banking busi-
ness. The basis for the Tax Court’s analysis was the
concomitant evolution of the section 956 regime on one
hand, and the BHCA on the other.160 The Tax Court
reasoned that the definition of U.S. property as originally
enacted by the Tax Reform Act of 1962 included all
tangible and intangible property located in the United
States.161 While there was an exception for deposits with
persons carrying on the banking business, the BHCA
prohibited cross-ownership of banks and nonbanks.162

Thus, the issue of a deposit being a prohibited repatria-
tion (dividend equivalence) would never arise.

In 1976, seeking to loosen the definition of U.S. prop-
erty to help the balance of payments, Congress added the
exception found today in section 956(c)(2)(F) for stock
and obligations of domestic corporations that are not
prohibitively related to the investing CFC.163 That addi-
tion, the Tax Court reasoned, demonstrated Congress’s
continued intent to prohibit the tax-free repatriation of a
CFC’s non-subpart F income in a manner that is equiva-
lent to a taxable dividend.164 The Tax Court posited that
this historical happenstance explained why there is no
explicit related-party prohibition contained in the excep-
tion for deposits with persons carrying on the banking
business.165 The court ruled that CEBA did not change
the effect of the section 956(c)(2)(A) exception to the
definition of U.S. property.166 The exception for deposits
with persons carrying on the banking business was, and
continued to be, an exception that would never apply to
prohibitively related parties because the BHCA contin-
ued to prohibit the cross-ownership of banks and non-
banks.167 The court was able to interpret the section
956(c)(2)(A) exception to include an implicit related-party
exception because it had already concluded that the
phrase ‘‘deposits with persons carrying on the banking
business’’ was ambiguous.168

Finally, the Tax Court examined the actual transactions
at issue and concluded that, whether or not WFNNB was
a person carrying on the banking business, the certifi-
cates of deposit at issue were the equivalent of taxable
dividends.169 That conclusion was based on the relation-
ship between the parties, as well as on the mechanics of
the transactions, which ultimately provided the U.S.
shareholder with unrestricted use of the CFC’s untaxed
accumulated earnings and profits.170

b. Temp. Treas. reg. section 1.956-1T(b)(4). Having
concluded that the certificates of deposit were not depos-
its with persons carrying on the banking business, the
Tax Court went on to address temp. Treas. reg. section
1.956-1T.171 The Limited argued that it organized MFE
N.V. because Mast Industries Far East feared expropria-
tion of its assets by the People’s Republic of China.172

Mast Industries Far East was a Hong Kong corporation,
and China was scheduled to take over Hong Kong in
1997.173 The Limited argued that such fear was the sole
motivation for devising a plan to transfer the assets out of
the Hong Kong subsidiary.174 However, the Tax Court
found that The Limited had decided to invest its subsid-
iary’s untaxed accumulated earnings and profits in
WFNNB before MFE N.V. was formed.175 Further, the Tax
Court found that in choosing to use a foreign subsidiary
as the investing entity, rather than a domestic one, The
Limited was attempting to avoid subpart F income under
section 956.176 Accordingly, the court concluded that a
principal purpose for creating, organizing, and funding
MFE N.V. was to avoid the application of section 956 and,
as a result, the court attributed the investment to Mast
Industries Far East under temp. Treas. reg. section 1.956-
1T(b)(4).177

c. Holding. In summary, the Tax Court held that the
WFNNB certificates of deposit were not ‘‘deposits with
persons carrying on the banking business’’ because (1)
WFNNB, as a CEBA limited-purpose credit card institu-
tion, did not engage in the activities that Congress
intended in using the term ‘‘the banking business’’ and
(2) the certificates of deposit constituted a taxable repa-
triation (dividend equivalent) under subpart F generally
and section 956 specifically.178 Therefore, the certificates
of deposit were held to be investments in U.S. property
under section 956(c)(1) and, as such, triggered income
recognition to the U.S. shareholders under section 951.179

Further, the income recognition was not limited to the
negligible earnings and profits of MFE N.V. because the
Tax Court found that a principal purpose of organizing

157Id. at 188-189.
158Id. at 190-191.
159Id. at 189.
160Id. at 188-191.
161Id.
162Id.
163See Tax Reform Act of 1976, P.L. 94-455, section 1021(a), 90

Stat. 1525.
164The Limited, 113 T.C. at 188-191.
165Id. at 188-189.
166Id.
167Id. at 189 and n.12.
168Id. at 189.

169Id. at 190-191.
170Id.
171Id. at 191. The Limited would have prevailed had it met its

burden on either the substantive section 956 issue or the regula-
tion issue.

172Id.
173Id.
174Id.
175Id.
176Id. at 191-192.
177Id. at 192.
178Id. at 190-191.
179Id. at 192.
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the subsidiary was to avoid the application of section
956.180 As a result, the certificates of deposit were attrib-
uted indirectly to Mast Industries Far East, which had
sufficient earnings and profits to support dividend treat-
ment for the entire investment.181 The decision sustained
the IRS’s determination of a deficiency in tax, which
required the taxpayer to include $174,127,665 in gross
income under section 951(a)(1)(B).182 The Limited was one
of a series of high-profile cases decided by the Tax Court
in the late 1990s that fueled a growing perception that the
Tax Court had a pro-government bias.183

B. The Sixth Circuit Opinion in The Limited
1. Standard of review. The Limited appealed the Tax
Court decision to the Sixth Circuit, which began its
analysis with boilerplate language explaining the stan-
dard of review.184 In short, the standard of review for
factual issues is ‘‘clearly erroneous,’’ and for legal issues
the standard is de novo review.185 The Sixth Circuit
explained that for mixed questions of fact and law, the
facts are reviewed under a clearly erroneous standard,
while the application of the facts to the law are reviewed
under a de novo standard.186 The Sixth Circuit stated that
those standards are ‘‘evaluated against the backdrop of
each party’s burden of proof in the Tax Court,’’ where the
taxpayer bears the burden of proving that the IRS’s
determination of a deficiency is erroneous or arbitrary by
a preponderance of the evidence.187 Because it perceived
The Limited to be appealing the Tax Court’s ‘‘legal
interpretation’’ of the phrase ‘‘deposits with persons
carrying on the banking business,’’ the Sixth Circuit
undertook a de novo review.188

Before interpreting the section 956 exception for ‘‘de-
posits with persons carrying on the banking business,’’
the Sixth Circuit ‘‘[set] the tone’’ for its analysis by
enunciating the principle that ‘‘statutes imposing a tax
are construed liberally in favor of the taxpayer.’’189 The
court then outlined the canons of statutory construction

under which it was constrained.190 To summarize, the
Sixth Circuit explained that the plain meaning of the
statutory text must be examined; undefined words are to
be given their ordinary meaning within their context; and
legislative history can be consulted on a finding that the
text is ambiguous.191

2. CEBA credit card banks are ‘persons carrying on the
banking business.’ At the outset, the Sixth Circuit found
that the Tax Court’s conclusion was ‘‘incorrect because
the phrase ‘persons carrying on the banking business’
had an ordinary and natural meaning, and credit card
companies like WFNNB constituted ‘persons carrying on
the banking business.’’’192 To support that finding, the
Sixth Circuit explained that WFNNB: (1) was a nationally
chartered bank; (2) issued credit cards (thus extending
credit and receiving payment for loans); (3) accepted
certain deposits; (4) was regulated by the OCC; (5) was
regulated by the Federal Reserve; (6) was insured by the
FDIC; and (7) in light of its national charter, could not
engage in any business but the banking business.193

Having concluded that WFNNB was in ‘‘the banking
business’’ based on the plain meaning of that term, the
Sixth Circuit went on to criticize the Tax Court’s analysis
of the word ‘‘the’’ used in the phrase ‘‘the banking
business.’’ Citing a 1961 edition of Webster’s dictio-
nary,194 the court found that the definite article ‘‘the’’ had
two usages: to indicate that a following noun refers to
something previously mentioned, and, when used with a
noun that is modified by an attributive noun, to limit the
application of the modified noun to that specified by the
attributive noun.195 The Sixth Circuit then chastised the
Tax Court for considering only the first definition and not
the second.196 The Sixth Circuit reasoned that as a matter
of statutory construction, Congress could not have in-
tended the first meaning because the term ‘‘banking
business’’ was not previously mentioned.197 According to
the court, ‘‘the banking business’’ did not refer to a
particularized banking business, but instead could be
applied sensibly only to limit ‘‘business’’ to a business
dealing with banking.198 The Sixth Circuit concluded that
because WFNNB was a business dealing with banking, it
carried on ‘‘the banking business’’ for purposes of the
section 956 exception.199

The Sixth Circuit next criticized the Tax Court for
examining the legislative history of section 956, stating
that ‘‘[b]ecause a plain language reading of [section
956(c)(2)(A)] is neither ambiguous nor unreasonable,
there is no need to look to legislative history.’’200 Instead

180Id.
181Id. at 180, 192.
182Id. at 192.
183Cf. Microsoft Corp. v. Commissioner, 115 T.C. 228, Doc

2000-24102, 2000 TNT 181-60 (2000), rev’d, 311 F.3d 1178, Doc
2002-26651, 2002 TNT 233-1 (9th Cir. 2002); Compaq Computer
Corp. v. Commissioner, 113 T.C. 214, Doc 1999-30659, 1999 TNT
183-7 (1999), rev’d, 277 F.3d 778, Doc 2002-184, 2002 TNT 1-5 (5th
Cir. 2001); United Parcel Serv. of Am. v. Commissioner, T.C. Memo.
1999-268, Doc 1999-26528, 1999 TNT 153-11 (1999), rev’d and
remanded, 254 F.3d 1014, Doc 2001-17453, 2001 TNT 122-5 (11th
Cir. 2001). See also Joel V. Williamson et al., ‘‘Tax Strategies for
Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures,
Financings, Reorganizations & Restructurings 2003 — Litigating
Transfer Pricing Cases and Tax-Advantaged Transactions,’’ 598
PLI/TAX 1027, 1046 (2003).

184The Limited Inc. v. Commissioner, 286 F.3d 324, 331 (6th Cir.
2002).

185Id.
186Id.
187Id.
188Id. at 331-332.
189Id. at 332, citing Weingarden v. Commissioner, 825 F.2d 1027,

1029 (6th Cir. 1987).

190Id. at 332.
191Id.
192Id.
193Id. at 333.
194The court presumably used the 1961 dictionary because

subpart F was enacted in 1962. Webster’s Third New International
Dictionary 2368 (Philip Babcock Gove ed., 1961).

195The Limited, 286 F.3d at 333-334.
196Id. at 334.
197Id.
198Id.
199Id.
200Id. at 332.
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of reading into the code the ‘‘complex business-
facilitation’’ requirement, the Sixth Circuit reasoned, the
Tax Court should have adhered to the principle of
statutory construction requiring that statutes imposing
tax should be interpreted liberally in favor of taxpay-
ers.201 Accordingly, the Sixth Circuit ruled that the section
956 exception should have been construed in the taxpay-
er’s favor.202

Finally, the Sixth Circuit criticized the Tax Court’s
finding of an implicit related-party exception as being
judicial legislation.203 The Sixth Circuit held that a
related-party standard ‘‘contradicts the plain meaning’’
of the section 956 exception, suggesting that Congress
easily could have made the related-party prohibition
found in the other exceptions more general or applied it
to the exception at issue.204

3. Rejection of the commissioner’s arguments. After
making short shrift of the Tax Court’s analysis, the Sixth
Circuit turned to the commissioner’s arguments being
advanced on appeal. The Sixth Circuit recounted, and
ultimately rejected, each of the three alternative bases for
the commissioner’s conclusion that WFNNB was not
‘‘carrying on the banking business’’205: (1) a person must
be a ‘‘bank’’ as defined in section 581 to be carrying on
the banking business;206 (2) because CEBA limited-
purpose credit card institutions are excepted from the
definition of the term ‘‘bank’’ as defined by the BHCA,
they are not ‘‘carrying on the banking business;’’207 and
(3) the certificates of deposit should not be considered
‘‘deposits’’ for purposes of the exception for ‘‘deposits
with persons carrying on the banking business.’’208

The Sixth Circuit first rejected the commissioner’s
section 581 argument for many of the same reasons that
the Tax Court rejected it.209 The Sixth Circuit then ex-
plained that there is no statutory basis for applying the
BHCA’s definition of ‘‘bank,’’ which excludes CEBA
limited-purpose credit card institutions, to section 956.210

In other words, the section 956 exception to the definition
of U.S. property for ‘‘deposits with persons carrying on
the banking business’’ does not make reference to the
BHCA, and the BCHA definition of the term ‘‘bank’’ is
only for purposes of Title 12 of the United States Code,
which deals with banks and banking. The court then
extrapolated what would happen if it interpreted the

section 956 exception to exclude institutions that were
excepted from the BHCA’s definition of the term
‘‘bank.’’211 The Sixth Circuit reasoned that excluding
WFNNB because it was not a full-service bank likewise
would require viewing other non-full-service ‘‘banks’’ as
not ‘‘carrying on the banking business.’’212 The court
found that approach untenable because it would require
excluding U.S. branches of foreign banks, federal savings
associations, and federal savings banks, and therefore
would conflict too greatly with an ordinary and normal
understanding of what it means to be carrying on the
banking business.213

Lastly, the Sixth Circuit rejected the commissioner’s
determination that the certificates of deposit did not
constitute ‘‘deposits’’ for purposes of the section 956
exception because they would not have been transacted
between unrelated parties.214 The court held that the
question was not whether independent parties would
have engaged in the transaction but whether the certifi-
cates of deposit were ‘‘deposits.’’215 Again, looking to the
ordinary meaning of the term at issue, and without
‘‘belaboring the point with dictionary definitions,’’ the
Sixth Circuit ruled that ‘‘it is sufficiently clear that a
certificate of deposit constitutes a ‘deposit’ absent a spe-
cialized definition.’’216

4. Holding. In summary, the Sixth Circuit ruled that a
bank is a bank — meaning that WFNNB qualified as a
‘‘person carrying on the banking business’’ — and that a
deposit is a deposit — meaning that the transactions at
issue were ‘‘deposits with persons carrying on the bank-
ing business.’’ Based on those rulings, the Sixth Circuit
reversed the Tax Court decision without having to ad-
dress the regulation issue.217

IV. Subsequent Legislation
On September 18, 2003, Sen. Charles Grassley, R-Iowa,

introduced a bill aimed predominantly at placing the
United States in compliance with the controversial WTO
rulings that had found the United States to be fostering
an illegal export tax regime.218 The bill also was aimed at
reforming and simplifying the international tax rules.219

After initial revision, section 451 of S. 1637, the Jumpstart

201Id. at 335.
202Id.
203The opinion reads, ‘‘[w]hile obviously not the policy that

the Tax Court would promote were it an über-legislature,
interpreting section 956(b)(2)(A) without a related-party prohi-
bition hardly rises to a level of unreasonableness that merits
ignoring the plain text of the statute.’’ Id. at 336.

204Id. at 335-336.
205Id. at 336-340.
206Id. at 336-338.
207Id.
208Id. at 336.
209Primarily, the court of appeals noted that section 581 was

inapplicable to the section 956(b)(2)(A) exception by its very
terms, which state that its definition of the term ‘‘bank’’ is ‘‘[f]or
purposes of sections 582 and 584.’’ See id. at 336-338.

210Id. at 339.

211See id.
212Id.
213Id.
214Id. at 339-340.
215Id. at 340.
216Id.
217Although the Sixth Circuit opinion was pro-taxpayer, it

likely was a Pyrrhic victory for the multinational corporate
community. The decision likely might fuel a reactionary con-
gressional attempt to eliminate deferral altogether. That would
not be the most efficient tax policy response because commercial
markets are becoming increasingly global. To succeed, domes-
tically controlled foreign corporations must not be put at a
competitive disadvantage vis-à-vis their foreign competitors.

218See Jumpstart Our Business Strength (JOBS) Act, S. 1637,
108th Cong. (2004) (introduced in Senate).

219Press Release, White House Press Secretary Scott McClel-
lan, statement on H.R. 4520, the Jobs Act (Oct. 22, 2004), Doc
2004-20750, 2004 TNT 206-68.
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Our Business Strength (JOBS) Act (the Senate bill), pro-
vided that the section 956(c)(2)(A) exception to the defi-
nition of U.S. property would be amended to close the
loophole exploited by The Limited.220

The Senate bill was passed in May 2004 with substan-
tial revisions to section 451221 and was sent to conference.

On October 22, 2004, President Bush signed into law the
Jobs Act.222 Section 837 of the Jobs Act, entitled ‘‘Clarifi-
cation of Banking Business for Purposes of Determining
Investment of Earnings in United States Property,’’
amended section 956(c)(2)(A) to read:

(A) obligations of the United States, money, or
deposits with —

(i) any bank (as defined by section 2(c) of the
Bank Holding Company Act of 1956 (12
U.S.C. 1841(c)), without regard to subpara-
graphs (C) and (G) of paragraph (2) of such
section), or

(ii) any corporation not described in clause (i)
with respect to which a bank holding com-
pany (as defined by section 2(a) of such Act)
or financial holding company (as defined by
section 2(p) of such Act) owns directly or
indirectly more than 80 percent by vote or
value of the stock of such corporation;223

The section 956(c)(2)(A) amendment is effective as of the
enactment date of the legislation and does not include
any grandfathering provisions.224

V. Analysis

It is important to analyze the section 956(c)(2)(A)
exception and the related regulations before the Jobs Act
amendment to understand and gauge the impact of the
new law. Perhaps more importantly, however, that analy-
sis is critical because the amendment is prospective only,
and does nothing to elucidate the meaning of the phrase

220The Senate bill would have amended the section
956(c)(2)(A) exception to read, in pertinent part, as follows:

(A) obligations of the United States, money, or deposits
with —

(i) any bank (as defined by section 2(c) of the Bank
Holding Company Act of 1956 (12 U.S.C. 1841(c)),
without regard to subparagraphs (C) and (G) of para-
graph (2) of such section), or
(ii) any corporation not described in clause (i) with
respect to which a bank holding company (as defined
by section 2(a) of such Act) or financial holding com-
pany (as defined by section 2(p) of such Act) owns
directly or indirectly more than 80 percent by vote or
value of the stock of such corporation.

See S. 1637, 108th Cong. section 451 (2004) (Reported in Senate).
The effect of the proposed legislation would have been, inter
alia, to limit the section 956(c)(2)(A) exception to deposits with a
‘‘bank,’’ as such term is defined by the BHCA, taking into
account the CEBA amendment. Therefore, section (c)(2)(F) of the
BHCA, which excepts CEBA limited-purpose credit card insti-
tutions from the definition of the term ‘‘bank,’’ also would have
excepted those institutions from qualifying as depositaries for
purposes of the section 956(c)(2)(A) exception.

221Section 451 of the bill was revised to amend the section
956(c)(2)(A) exception to the definition of U.S. property to read
‘‘(A) obligations of the United States, money, or deposits with
persons described in paragraph (4).’’ In turn, paragraph (4), as
added, read as follows:

(4) FINANCIAL SERVICES PROVIDERS —
(A) IN GENERAL — For purposes of paragraph (2)(A), a
person is described in this paragraph if at least 80 percent
of the person’s income is income described in section
904(d)(2)(C)(ii) (and the regulations thereunder) which is
derived from persons who are not related persons.
(B) SPECIAL RULES — For purposes of subparagraph
(A) —

(i) all related persons shall be treated as 1 person in
applying the 80-percent test, and
(ii) there shall be disregarded any item of income or
gain from a transaction or series of transactions a
principal purpose of which is the qualification of a
person as a person described in this paragraph.

(C) RELATED PERSON — For purposes of this para-
graph, the term ‘‘related person’’ has the meaning given
such term by section 954(d)(3).

S. 1637, 108th Cong. section 451 (2004) (Engrossed as Agreed to
or Passed by Senate). The Senate bill would have amended the
section 956(c)(2)(A) exception at issue to apply to deposits with
‘‘financial services providers.’’ The term ‘‘financial services
providers’’ would have been defined as a person whose income
is at least 80 percent composed of ‘‘financial services income’’
(as defined in section 904(d)(2)(C)(ii)) that is derived from
unrelated parties. Section 904(d)(2)(C)(ii) generally provides
that such income must be derived in the active conduct of a
banking, financing, or similar business.

In the first instance, that may not seem to bring clarity to the
ambiguous exception because the test simply changes from
looking at whether a person is carrying on the banking business
to looking at whether a person’s income is derived in the active

conduct of a banking, financing, or similar business. However,
the phrase ‘‘banking, financing, or similar business’’ is a statu-
torily defined term of art that is used to describe a particular
category of income for purposes of determining the limitation
on a corporation’s allowable foreign income tax credit. See
section 904(d). The phrase has a long history of interpretive case
law and is more familiar to most international tax practitioners
than the phrase ‘‘carrying on the banking business.’’

Under the Senate bill’s proposed definition, the deposits at
issue in The Limited might not have qualified for any exception
to the definition of U.S. property because all related persons are
treated as one person in applying the 80 percent test. S. 1637
section 451 (Engrossed as Agreed to or Passed by Senate). The
Limited, WFNNB’s parent, would have been ‘‘related’’ to
WFNNB because it wholly owned WFNNB. See section
954(d)(3); S. 1637 section 451 (Engrossed as Agreed to or Passed
by Senate). As such, the amendment would have required
WFNNB to include The Limited’s income in determining
whether it predominantly earned financial services income.
Thus, even if 100 percent of WFNNB’s income was unrelated
financial services income, it is doubtful whether 80 percent of
the combined income of WFNNB and The Limited would have
been unrelated financial services income in any given year,
because of the magnitude of income that The Limited derived
from retail sales operations.

222Note 1 supra.
223Jobs Act, section 837, 118 Stat. at 1596.
224Id. section 837(b).
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‘‘deposits with persons carrying on the banking busi-
ness.’’ Consequently, an indeterminable number of tax-
payer transactions that might progress to audit, contro-
versy, and perhaps litigation over the next several years
still would be governed by the prior law.

A. The Pre-Jobs Act Section 956(c)(2)(A) Exception
1. The section 956(c)(2)(A) exception is ambiguous. The
seminal issue is whether the phrase ‘‘deposits with
persons carrying on the banking business’’ is ambiguous
as used in section 956(c)(2)(A). Neither the code nor the
Treasury regulations promulgated thereunder provide a
definition. The Tax Court held that WFNNB was not
carrying on the banking business, because the CEBA
restrictions adopted in its articles of association pre-
vented it from engaging in many activities that tradition-
ally are viewed as banking activities.225 The Sixth Circuit
examined WFNNB and disagreed.226 The fact that courts
have reached different conclusions about whether the
same entity is ‘‘carrying on the banking business’’ sug-
gests that such phrase contains at least some degree of
ambiguity.

More evidence to support a finding of ambiguity can
be found in the testimony of both parties’ expert wit-
nesses. Regarding the term ‘‘banking business,’’ none of
the experts claimed that ‘‘it is a term of art or has a
well-defined meaning.’’227 Specifically, The Limited’s ex-
pert, Robert L. Clarke, who served as comptroller of the
currency from December 1985 through February 1992,
testified that ‘‘the banking business’’ is an ambiguous
term.228

The OCC’s publication 2003 Activities Permissible for a
National Bank provides additional evidence of the term’s
ambiguity. The publication states: ‘‘National banks may
engage in activities that are part of, or incidental to, the
business of banking, or are otherwise authorized for a
national bank. The business of banking is an evolving
concept and the permissible activities of national banks
similarly evolve over time.’’229 Surely, if the government’s
administrator of national banks finds ‘‘the business of
banking’’ to be an ‘‘evolving concept,’’ ‘‘the banking
business’’ cannot have a bright-line meaning in the
context of section 956.

If the phrase were unambiguous, it would be easy to
distinguish between those persons who are carrying on
the banking business and those who are not. At one end
of the spectrum would be a full-service national bank like
Citibank, which offers a range of financial services to the
public including: certificates of deposit, checking ac-
counts, savings accounts, automated teller machine/
debit cards, and hundreds of branches in the United

States and throughout the world.230 Citibank is clearly
engaged in the banking business under the Sixth Circuit
opinion.231 Also, under the Tax Court’s analysis, Citibank
should be considered a person carrying on the banking
business.232

Further down the spectrum, consider a pure insurance
company. The insurance business is closely related to the
banking business.233 National banks frequently offer in-
surance products through subsidiary corporations be-
cause that cross-ownership is not prohibited by the
BHCA.234 An insurance company could make the case
that by using the phrase ‘‘persons carrying on the bank-
ing business,’’ Congress was not limiting the exception to
persons who were in fact banks. Otherwise, the statute
simply would have provided an exception for deposits
with ‘‘banks.’’ Instead, the exception is arguably for a
category of persons broader than just banks, and insur-
ance companies carry on activities that are closely akin to
the banking business. It is difficult to determine whether
an insurance company would be in the banking business
under the Sixth Circuit’s test because an insurance com-
pany is not a per se ‘‘bank.’’ Presumably, to qualify for the
exception in the Tax Court, an insurance company would
have the burden of demonstrating that its activities meet
the business facilitation standard and that it is not
prohibitively related to the CFC depositor.235

Now consider The Limited’s consumer credit opera-
tions before the formation of WFNNB. Neither Limited
Credit Services nor World Financial Network was orga-
nized as a national banking association. Because neither
entity accepted deposits, they would not have been
FDIC-insured. However, to the extent that they issued
consumer credit, they would have been regulated by the
Federal Reserve Board. They engaged in identically all of
the relevant activities that WFNNB engaged in, including
the extension of credit and the receipt of payment for
loans under the issuance of credit cards.236 Although
Limited Credit Services and World Financial Network
clearly would not be considered ‘‘persons carrying on the

225See discussion supra notes 145-156, notes 178-183, and
accompanying text.

226See discussion supra notes 192-217 and accompanying text.
227The Limited Inc. v. Commissioner, 113 T.C. 169, 182 (1999).
228See supra note 150.
229The Office of the Comptroller of the Currency, 2003

Activities Permissible for a National Bank 3 (2004), available at
http://www.occ.treas.gov/corpapps/BankAct.pdf (last visited
May 12, 2004).

230Citigroup, Products and Services, at http://web.da-
us.citibank.com/cgi-bin/citifi/scripts/prod_and_service/
prod_serv_overview.jsp (last visited Apr. 12, 2005).

231The Sixth Circuit opinion explained that WFNNB carries
on ‘‘the banking business,’’ per the definition of the term
‘‘banking’’ contained in Webster’s Dictionary because it: (1) is a
nationally chartered bank; (2) issues credit cards (thus extending
credit and receiving payment for loans); (3) accepts certain
deposits; (4) is regulated by the OCC; (5) is regulated by the
Federal Reserve; (6) is insured by the FDIC; and (7) in light of its
national charter, cannot engage in any business but the banking
business. The Limited, 286 F.3d at 333-334. Citibank likewise
meets all of those criteria.

232It seems certain that Citibank would meet the business
facilitation standard enunciated by the Tax Court. Although
there is no bright-line test for who qualifies under that standard,
there do not appear to be any activities that might be considered
‘‘banking’’ activities in which Citibank does not participate.

233See 12 U.S.C. section 249(a)(2)(B)(i) (2000).
234See id.
235See Tax Ct. R. 142(a)(1); Welch v. Helvering, 290 U.S. 111, 115

(1933).
236The Limited, 113 T.C. at 171-174.
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banking business’’ under the Tax Court’s business facili-
tation standard, it is unclear whether they would have
satisfied the Sixth Circuit’s ‘‘a bank is a bank’’ test.237

In summary, several threshold questions must be
addressed to determine if an entity is carrying on the
banking business:

• is it necessary to be a bank;
• if not, how many banking activities must an entity

engage in to qualify;
• do the activities need to be purely banking activities

(that is, activities that only banks can perform) or
could those activities be activities that are common
to both banks and commercial entities (for example,
credit card services);

• is it sufficient to be a bank (that is, regardless of the
actual business activity in which an entity is en-
gaged); and

• is it sufficient to be a defunct bank that has ceased to
engage in any business whatsoever, with the excep-
tion of accepting ‘‘deposits’’ from related foreign
corporations?

Although none of those questions are answered by the
text of the section 956 exception, the Sixth Circuit rashly
found the exception to be unambiguous.238 The fact that
so many entities exist that cannot be classified readily as
‘‘carrying on the banking business’’ betrays the ambigu-
ity inherent in the phrase. Without a statutory or regula-
tory definition, ‘‘the banking business’’ is an amorphous
term that carries different connotations and includes
different activities, depending on the context in which it
is used. Congress has used the phrase ‘‘the banking
business’’ to define other terms in addition to the section
956(c)(2)(A) exception, but there is no comprehensive
statutory definition of the phrase itself.239 The phrase

certainly does not have a ‘‘plain meaning’’ that can be
divorced from the statutory context from which it arises.
Further, even the Sixth Circuit opinion did not provide a
definition of the term ‘‘banking business’’ that is helpful
in determining whether any of the entities on the spec-
trum previously described are in the banking business.

2. CEBA credit card banks are not ‘persons carrying on
the banking business.’

a. All per se ‘banks’ are not necessarily in ‘the
banking business.’ The Limited argued that WFNNB is a
national bank, which is empowered by the National Bank
Act to exercise ‘‘all such incidental powers as shall be
necessary to carry on the business of banking.’’240 It then
explained that its charter from the OCC authorizes it to
‘‘commence the business of banking.’’241 The Limited
therefore concluded that WFNNB may legally engage
only in ‘‘the business of banking,’’ and that all other
business activity is prohibited.242 The Limited’s ‘‘a bank
is a bank’’ argument is simplistic in form and easy to
digest without the troubling need to delve into banking
law.243 Indeed, nowhere in its brief does The Limited
even address CEBA.244

It is true that the OCC charters, regulates, and super-
vises all national banks.245 However, even without OCC
oversight, it is indisputable that WFNNB is a national
bank. Nonetheless, that argument misses the point. The
commissioner made a determination that WFNNB was

237To push the envelope even further, consider a retail store
that sells, among other things, toasters. Arguably, banks also
have engaged in the business of selling toasters. One might
think that getting a ‘‘free toaster’’ for opening a new account
constitutes a gift. However, the tax law is clear that to be a gift,
the item must be received out of detached and disinterested
generosity — out of affection, respect, admiration, charity, or
like impulse. See Commissioner v. Duberstein, 363 U.S. 278, 285
(1960), quoting Robertson v. United States, 343 U.S. 711, 714 (1952);
Commissioner v. LoBue, 351 U.S. 243, 246 (1956); cf. Rev. Proc.
2000-30, 2000-28 IRB 113, Doc 2000-17591, 2000 TNT 124-9.
Therefore, the store could assert that although the Sixth Circuit
refused to infer meaning from the distinction between the
definite and indefinite articles, the store qualifies as a person
carrying on the banking business because it is carrying on a
banking business. Ultimately, it is doubtful that the Sixth Circuit
would agree, presumably because only a bank is a bank.
Certainly, the store would not be carrying on the banking
business under the Tax Court’s business facilitation standard.

238The Sixth Circuit made the conclusory statement that ‘‘the
phrase ‘persons carrying on the banking business’ has an
ordinary and natural meaning wherein credit card companies,
such as WFNNB, constitute ‘persons carrying on the banking
business.’’’ The Limited, 286 F.3d at 332.

239See, e.g., section 871(i)(3)(A) (2000) (defining the term
‘‘deposit’’ for purposes of the tax on nonresident alien individu-
als as ‘‘amounts which are deposits with persons carrying on the
banking business’’); 12 U.S.C. section 36(l) (2000) (‘‘The words

‘State bank,’ ‘State banks,’ ‘bank,’ or ‘banks,’ as used in this
section, shall be held to include trust companies, savings banks,
or other such corporations or institutions carrying on the
banking business under the authority of State laws.’’).

240Appellant’s Opening Brief at 6, The Limited, 286 F.3d 324
(No. 00-2245), citing 12 U.S.C. section 24 Seventh, Doc 2001-3439,
2001 TNT 37-29, at 17. See also Appellant’s Reply Brief at 12-13,
The Limited, 286 F.3d 324 (No. 00-2245), Doc 2001-6376, 2001 TNT
57-25 (‘‘Nationally chartered credit card banks are ‘banks,’
enjoying all the powers conferred on national banks by the
National Bank Act and subject to the same regulatory scheme.’’).

241Appellant’s Opening Brief at 6, The Limited, 286 F.3d 324
(No. 00-2245), citing 12 U.S.C. section 24 Seventh, at 17, Doc
2001-3439.

242Id.
243Indeed, many commentators have latched onto the notion

that the Tax Court ignored the plain language of the statute by
refusing to hold that a bank is necessarily in the banking
business. See, e.g., Richard M. Lipton, ‘‘The Tax Court Stretches
the Fabric of the Law in The Limited,’’ J. Tax’n, at 11-12 (January
2000). Ironically, the statute plainly does not provide an excep-
tion for deposits with banks. Conceivably, there could be a
deductive argument supporting the proposition that all banks
are necessarily in the banking business; however, that argument
would not be based solely on a plain language reading of the
statute.

244Appellant’s Opening Brief, The Limited, 286 F.3d 324 (No.
00-2245). In its brief to the Sixth Circuit, The Limited mentioned
CEBA only twice: once in its statement of facts as a simple
historical development and then again in a quote from one of its
expert witnesses. Neither instance contained any meaningful or
substantive analysis of the CEBA restrictions’ effect on an
entity’s ability to carry on the banking business. Doc 2001-3439,
at 13, 20.

24512 C.F.R. section 4.2 (2004).
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not engaged in the banking business;246 it never asserted
that WFNNB was not nominally a ‘‘national bank.’’ To
the extent the determination raised a factual question, the
burden was on The Limited to prove that the determina-
tion was erroneous.247 Whether a person is carrying on
the banking business seems primarily dependent on the
activities the person engages in — not on the status or
label that is assigned to that person. A person might
organize a national bank for reasons other than to carry
on the banking business.248 In that case, WFNNB was
organized to take over the operations of the various
subsidiaries that managed The Limited’s customer credit
card operations.249 As a ‘‘national bank,’’ WFNNB was
able to realize significant cost savings and increased
revenue by issuing new private-label credit cards to
existing customer cardholders.250 At most, one could
argue that being a bank might be a necessary prerequisite
to being in the banking business; however, that techni-
cally goes against a plain reading of the statute, which by
its terms admits a nonbank that is otherwise, perhaps
illegally, carrying on the banking business.251 Alterna-
tively, perhaps being a bank ex post is evidence tending to
support a finding that a person is carrying on the banking
business. In either case, the activities of the person in
question must be analyzed.

The Sixth Circuit also put misplaced emphasis on
OCC oversight to support its finding that The Limited
carried on the banking business.252 Being a bank impli-
cates a host of attendant circumstances, including regu-

latory oversight by the OCC.253 To avoid circular reason-
ing, OCC oversight can support only a finding that a
person is a bank. After having found that a person is a
bank, OCC oversight does not add evidentiary weight to
the determination of whether a person is carrying on the
banking business. In other words, being a bank and
having OCC oversight cannot be more relevant than
simply being a bank. Similarly, Federal Reserve Board
oversight and FDIC insurance should not add marginal
weight to the investigation.

The Sixth Circuit also relied on the fact that WFNNB
accepted certain deposits to conclude that it carried on
the banking business.254 The statute contemplates from
the outset that there are some people who accept deposits
who are carrying on the banking business, and that there
are others who are not.255 The test under the section
956(c)(2)(A) exception looks further, to whether a person
who has accepted a deposit also was carrying on the
banking business. Insofar as the test presupposes that
those persons have accepted deposits, it cannot be a
relevant fact that those who ostensibly are carrying on
the banking business accepted the deposits at issue.

b. Effect of the CEBA restrictions on a person’s
ability to conduct ‘the banking business.’ Having
stripped away WFNNB’s label as a ‘‘national bank’’ —
and all of the consequences that the label carries — we
are left with the question whether WFNNB conducts any
activities that make it a person carrying on the banking
business. All that remains of the Sixth Circuit’s descrip-
tion of WFNNB’s activities is that it operated The Limited
group’s private-label credit card operations — an activity
common to both the banking and commercial sectors —
and issued several large certificates of deposit through
Merrill Lynch. If those activities are sufficient to consider
WFNNB as being a person carrying on the banking
business, it would follow that its nonbank predecessors,
Limited Credit Services and World Financial Network,
were also carrying on the banking business (unless being
a ‘‘bank’’ is a necessary prerequisite to being engaged in
the banking business). After all, both entities engaged in
exactly the same activities regarding The Limited’s credit
card operations as those performed by their successor,
WFNNB. It seems untenable, however, to assert that
deposits with any related retailer that issues private-label
credit cards, without making use of a CEBA limited-
purpose credit card institution, would be exempt from
the definition of U.S. property.

Moreover, regarding The Limited’s assertion that
WFNNB may legally engage only in ‘‘the business of
banking,’’ and that all other business activity is prohib-
ited, what the banking laws giveth, they also taketh
away. In the first instance, the National Bank Act might
have given WFNNB the power to exercise ‘‘all such
incidental powers as shall be necessary to carry on the
business of banking.’’ That, however, is not the end of the
story. The CEBA restrictions explicitly curtailed that
provision of authority. Indeed, the Sixth Circuit was

246The Limited, 113 T.C. at 180.
247Tax Court Rule 142(a)(1); Welch v. Helvering, 290 U.S. 111,

115 (1933).
248For example, one reason to organize as a bank might be to

gain the ability to export a uniform rate. In 1978 the Supreme
Court held in Marquette that a national bank based in one state
is able to charge its out-of-state credit card customers the
interest rate on unpaid balances allowed by its home state, even
if the rate is greater than that permitted by the nonresident
customers’ resident state. Marquette Nat’l Bank of Minneapolis v.
First of Omaha Serv. Corp., 439 U.S. 299, 308-310 (1978). Before
that decision, it was unclear whether national banks could
export their home state rates into their credit card customers’
home state, or whether they had to comply with the individual
usury laws of each state based on their customers’ residences.
By allowing national banks to export a single rate, the decision
afforded them numerous tangential benefits. In addition to
allowing national banks the ability to charge higher interest in
some instances, it greatly reduced onerous regulatory compli-
ance costs. Cf. Todd J. Zywicki, ‘‘The Economics of Credit
Cards,’’ 3 Chap. L. Rev. 79, 164-166 (2000). Those savings greatly
benefited the backroom credit card operations of retailers, who
did not otherwise engage in any banking activities, but who
were burdened with the regulatory nightmare of complying
with state usury laws.

249The Limited, 113 T.C. 171-175.
250Id. at 171-172 (explaining that the president of Limited

Credit believed that The Limited could increase the profitability
of its credit card operations by $10 million by avoiding the
various states’ retail installment sales laws). The new customer
card agreements reflected WFNNB’s ability to export a uniform
rate of interest under the Marquette decision.

251See section 956(c)(2)(A).
252The Limited, 286 F.3d at 333.

253See 12 C.F.R. section 4.2 (2004).
254The Limited, 286 F.3d at 333.
255See section 956(c)(2)(A).
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misled because The Limited neglected to examine the
effect of the CEBA restrictions in espousing its ‘‘a bank is
a bank’’ argument. The Limited was not forced to divest
itself of WFNNB only because, as a CEBA limited-
purpose credit card institution, WFNNB was not consid-
ered a ‘‘bank’’ for purposes of the BHCA. The issue that
the Sixth Circuit should have addressed is whether the
CEBA restrictions limited WFNNB’s activities so that it
could no longer be considered as carrying on the banking
business.256

In its reply brief to the Sixth Circuit, The Limited again
improperly framed the issue as whether WFNNB consti-
tuted a bank. By posing the question that way, The
Limited seemingly could overcome that CEBA obstacle
on the theory that ‘‘CEBA’s restrictions do not prevent
WFNNB’s engaging in ‘the banking business’; rather, the
primary U.S. bank regulators all view CEBA banks as
banks carrying on the banking business, and treat them
the same as other banks.’’257 The Limited reasoned,
‘‘CEBA did not except banks specializing in credit card
lending, like WFNNB, from the BHCA’s definition of
‘bank’ because they are not banks. CEBA’s exceptions are
necessary precisely because they are banks.’’258

The rhetoric of that argument is that WFNNB must be
a bank because otherwise the CEBA exception would be
unnecessary. The response to that argument is twofold.
First, credit card institutions actually were not considered
to be banks as defined in the BHCA until CEBA broadened
the definition to include them. The CEBA exceptions,
therefore, were necessary to continue to afford CEBA
limited-purpose credit card institutions nonbank status
for purposes of the BHCA. Second, the issue is not whether
WFNNB is a bank. The reasoning of any argument that
simply concludes that WFNNB is a bank is specious. The
issue is whether a national bank that is also a CEBA
limited-purpose credit card institution is ‘‘carrying on the
banking business’’ for purposes of section 956.

The tangential question that arises is why Congress
decided to prohibit CEBA credit card institutions from
engaging in particular banking activities. The impetus for
the CEBA legislation had nothing to do with interna-
tional tax matters. Instead, the legislation was an attempt
to appease a banking industry that had successfully
lobbied Congress to level the playing field between
regulated banks and institutions that were avoiding

regulation as banks by not technically meeting the
BHCA’s narrow definition of the term ‘‘bank.’’259 The
BHCA is aimed at preventing the cross-ownership of
banks and nonbanks; CEBA limited-purpose credit card
institutions are allowed to be owned by commercial
entities precisely because Congress views them as not
being in prohibitive competition with banks (that is, they
engage only in activities that commercial businesses are
allowed to engage in, to wit, the issuance of consumer
credit). Inductively, then, CEBA limited-purpose credit
card institutions cannot be considered to be carrying on
the banking business.260 Under CEBA, those institutions
may engage only in credit card operations — that is, only
in the business of issuing and processing credit cards for
individuals and in transactions that are necessarily inci-
dent to that business.261 Therefore, it is clear from the
legislative histories and evolution of both subpart F and
CEBA that Congress did not intend for an entity like
WFNNB to qualify as a person carrying on the banking
business.

However, the Sixth Circuit faulted the Tax Court for
examining legislative history before searching for an
ordinary and natural meaning for the term ‘‘banking
business.’’262 The court found that there was no dispute
that WFNNB carried on a ‘‘business.’’ Therefore, the
Sixth Circuit focused on whether WFNNB’s business was
the ‘‘banking business.’’ It looked to a 1961 dictionary
definition of the word ‘‘banking,’’ defining it as:

the business of a bank, orig. restricted to money
changing and now devoted to taking money on

256In an article highly critical of the Tax Court opinion,
Richard Lipton suggests that the CEBA restrictions were volun-
tarily incorporated into WFNNB’s charter, and thus as a factual
matter, the Tax Court’s findings regarding the CEBA limited-
purpose credit card institution’s powers was inaccurate. Lipton,
supra note 243, at 11. While Mr. Lipton’s factual observation is
unassailable, his drawn inference is unsound. If the involuntary
adoption of the CEBA restrictions would prevent an entity from
carrying on the banking business, then it should not make a
difference if such restrictions were adopted voluntarily. In other
words, the only sound inference would be that WFNNB volun-
tarily chose not to carry on the banking business, though its
charter would have permitted it in the first instance.

257Appellant’s Reply Brief at 12, The Limited, 286 F.3d 324
(No. 00-2245), Doc 2001-6376.

258Id. at 13.

259See discussion supra Part II.D.
260Interestingly, the Federal Reserve Board issued a legal

opinion in 1996 regarding whether a CEBA limited-purpose
credit card institution was subject to the Community Reinvest-
ment Act (CRA), which governs insured depository institutions.
Memorandum from Robert deV. Frierson, asst. gen. counsel,
Board of Governors of the Federal Reserve System, to Patrick A.
Forte, president, Association of Financial Services Holding
Companies (Sept. 6, 1996). The opinion was issued in response
to a request for guidance on the types of activities in which a
CEBA limited-purpose credit card institution is permitted to
engage, given the CEBA restrictions, which could receive con-
sideration under new CRA regulations. Id. at 2-3. The opinion
concluded that CEBA limited-purpose credit card institutions
were subject to the CRA and that they were permitted to engage
in some activities that would allow them to perform in a
satisfactory or better manner under the CRA without losing the
BHCA exemption. Id. at 4-5. The impetus for that guidance
request was the recognition that CEBA limited-purpose credit
card institutions are prohibited from engaging in the activities
enjoyed by banks. Indeed, the Federal Reserve Board explicitly
acknowledged that the statutory CEBA provisions ‘‘reflect a
legislative policy of restricting the ability of CEBA credit card
banks to compete with retail banks by limiting the institution’s
deposit-taking and lending activities.’’ Id. at 3-4. Given that
traditional banks clearly are engaged in the banking business, it
seems logical that CEBA limited-purpose credit card institu-
tions, which are not in competition with banks, are not engaged
in the banking business.

261S. Rep. No. 100-19, at 519-520 (1987).
262The Limited Inc. v. Commissioner, 286 F.3d 324, 335 (6th Cir.

2002).
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deposit subject to check or draft, loaning money
and credit (as by discounting notes and bills),
issuing drafts and any other associated form of
general dealing in money or credit.263

Based solely on that dictionary definition, the Sixth
Circuit concluded that WFNNB carried on the banking
business because WFNNB was a bank that extended
credit and received payment for loans (in the form of its
credit card operations).264

The court did not, however, attempt to reconcile CEBA
with that definition. In other words, the Sixth Circuit did
not address the government’s argument, which was
affirmed by the Tax Court, that CEBA limited-purpose
credit card institutions are allowed to be owned by
commercial entities because they do not engage in activi-
ties that are exclusively banking activities and therefore
do not prohibitively compete with banks. Moreover, the
activities of CEBA limited-purpose credit card institu-
tions are considered to be consumer lending,265 not com-
mercial lending, which arguably is a prohibited activity
for CEBA limited-purpose credit card institutions.266

WFNNB did not, as the Sixth Circuit implied, issue credit
cards that tap into revolving credit lines and that can be
used to purchase goods and services in the commercial
markets. WFNNB issued only private-label credit cards
that were accepted only in The Limited’s store divisions;
therefore, the cards merely represented seller financ-
ing.267 A CEBA limited-purpose credit card institution
might have a stronger case for arguing that it is carrying
on the banking business if it issued Visa or MasterCard,
which could facilitate the overall business needs of its
customers.

Indeed, operating a consumer credit card business is a
business common to both the banking industry and the
retail industry. The section 956 exception is arguably an
exception meant to encourage investment with banks
and those in the banking industry, not retailers or those
engaged in commercial business. Unless all retailers that
issue private-label credit cards are in ‘‘the banking busi-
ness,’’ presumably a person needs to be engaged in
something more than consumer credit card activities to
qualify for the section 956 exception.

c. Summary. At the heart of the commissioner’s posi-
tion and the Tax Court’s ruling is a determination that
CEBA limited-purpose credit card institutions are not in
the banking business.268 The burden was on The Limited
to show that the CEBA restrictions did not cut away
enough permissible banking activities to render WFNNB
a person that is not carrying on the banking business. A
review of the evolution of banking law regarding CEBA

limited-purpose credit card institutions confirms that
those special-purpose banks are not considered to be in
the banking business, in the conventional sense of the
phrase. The Limited did not adequately rebut that propo-
sition, thereby failing to carry its burden of proof at trial.

3. Tax Court should decline to follow the Sixth Circuit
under Golsen. The Tax Court is a court of national
jurisdiction established by statute under Article I of the
U.S. Constitution.269 The Tax Court historically has been
the forum of choice for sophisticated litigants facing
highly complex tax matters.270 That is likely due to the
credentials of the judges and the limited jurisdiction of
the court.271 Many appellate courts similarly have ac-
knowledged the specialized expertise of the Tax Court.272

In 1957 the Tax Court announced that as a national
court, it had a duty to follow its own beliefs unless
overruled by the Supreme Court.273 Thus, the Tax Court
was not bound by decisions of the various appellate
courts. In 1970 the Tax Court reexamined that position in
Golsen v. Commissioner.274 After thoughtful consideration
and in the interests of better judicial administration, the
Tax Court now will follow an appellate court decision
that is squarely on point if an appeal from a pending Tax
Court decision would lie to that appellate court alone.275

However, the Tax Court need not adopt as its own the
views of an appellate court with which it continues to
disagree. The court is free to continue to give effect to its
own views in circuits that have not unequivocally ex-
pressed contrary views.276

263Id. at 333.
264Id.
265Bank Holding Company Act, 12 U.S.C. section 2(c)(2)(F)

(2000).
266A government expert argued that the term ‘‘loaning

money,’’ as used in the quoted dictionary definition, meant
commercial lending.

267The Limited Inc. v. Commissioner, 113 T.C. 169, 171, 174
(1999).

268Id. at 169.

269See section 7441 (2000).
270That presumes the tax at issue is one over which the Tax

Court has jurisdiction and for which the litigants believe the law
to be technically on their side. Litigants whose positions lack
technical statutory or regulatory support, but who have argu-
ably strong policy or rhetorical positions, often fare better in
other venues.

271The Tax Court is an Article I court created by Congress to
provide a judicial forum in which affected persons can dispute,
inter alia, deficiencies determined by the IRS. See section 7441
(2000). With few exceptions, judicial appointments to the Tax
Court have been individuals with lengthy and distinguished tax
practice backgrounds in government, the private sector, and
often both.

272See, e.g., Pahl v. Commissioner, 150 F.3d 1124, 1127, Doc
98-24325, 98 TNT 149-15 (9th Cir. 1998), citing Harbor Bancorp v.
Commissioner, 115 F.3d 722, 727, Doc 97-23557, 97 TNT 156-2 (9th
Cir. 1997) (‘‘The Tax Court’s opinions bearing on the Internal
Revenue Code are entitled to respect because of its special
expertise in the field.’’); Dexsil Corp. v. Commissioner, 147 F.3d 96,
101, Doc 98-19342, 98 TNT 115-9 (2d Cir. 1998), citing Elliotts Inc.
v. Commissioner, 716 F.2d 1241, 1245 (9th Cir. 1983) (‘‘[W]e accord
deference to the Tax Court’s special expertise.’’); Bhada v. Com-
missioner, 892 F.2d 39, 43 (6th Cir. 1989) (‘‘The issues in this case
are close and the interplay of the various sections of the Internal
Revenue Code are both complex and confusing. We give some
deference to the conclusions of the Tax Court.’’).

273Lawrence v. Commissioner, 27 T.C. 713, 716-717 (1957),
overruled by Golsen v. Commissioner, 54 T.C. 742 (1970), aff’d, 445
F.2d 985 (10th Cir. 1971).

274Golsen, 54 T.C. at 757.
275Id.
276Id.
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Under Golsen, the Tax Court should continue to assert
its view on The Limited despite the Sixth Circuit’s holding.
As demonstrated below, the problem with the Sixth
Circuit’s reversal of The Limited is that it does not advance
tax law jurisprudence and is rife with errors. While none
of those errors rises to the level of reversible error, they
cast doubt on whether the Sixth Circuit decision is the
product of reasoned analysis.

a. Technical errors. The Sixth Circuit’s first technical
error involved the assignment of CFC status among The
Limited’s subsidiaries. The court asserted that ‘‘[s]ection
951(a), which taxes the income of CFCs, does not nor-
mally apply to an entity such as [MFE N.V.], which is a
wholly owned subsidiary of a CFC, and not a CFC
itself.’’277 That classificiation is inaccurate. As discussed
above, section 957 generally provides that the term
‘‘controlled foreign corporation’’ means any foreign cor-
poration if more than 50 percent of the vote or value of
the corporation is owned by U.S. shareholders.278 Fur-
ther, section 958 provides a look-through rule for U.S.
shareholders’ ownership of lower-tier foreign corpora-
tions, which is effective no matter how many tiers are
included in the corporate structure.279 Thus, if Mast
Industries Far East is a CFC, and if it wholly owns a
foreign subsidiary (that is, MFE N.V.), that foreign sub-
sidiary is also a CFC with respect to the U.S. shareholders
of Mast Industries Far East. The court’s misstatement,
while remarkable, is mere dicta and has no empirical
effect on the analysis or outcome of the opinion.280

The Sixth Circuit magnified that mistake when it
misconstrued temp. Treas. reg. section 1.956-1T(b)(4). The
court believed that it was necessary for the commissioner
to invoke the regulation to attribute the certificates of
deposit to Mast Industries Far East because section 951(a)
would not otherwise tax MFE N.V. (based on the assump-
tion that MFE N.V. was not a CFC).281 In actuality, the
commissioner invoked the regulation to get around the
problem that MFE N.V. had negligible earnings and
profits, and therefore could not on its own sustain a
constructive dividend to the extent of the proposed

deficiency.282 The Sixth Circuit thus demonstrated a basic
misunderstanding of what the regulation was intended
to do and the impetus for its promulgation.283 That
mistake does not, however, constitute grounds for rever-
sal because the Sixth Circuit reversed the Tax Court
decision on the section 956 issue (that is, whether
WFNNB was a person carrying on the banking busi-
ness)284 and thus never reached the regulation issue.285

The Sixth Circuit also erred when it explained that the
‘‘regulation issue’’ focused on whether the court could
conclude that ‘‘the principal purpose for creating, orga-
nizing, or funding MFE-NV was to avoid the application
of section 956.’’286 Rather, the regulation looks to see if one
of the principal purposes for creating, organizing, or
funding a subsidiary was to avoid the application of
section 956. That criticism is not one of semantics but
highlights an important feature of the regulation, which
is discussed infra at section V.A.4. While that misstate-
ment may be disregarded as dicta, it is fair to say that it
demonstrates a general absence of reasoned analysis and
understanding of the issue as well as of its precedential
consequences.

b. Procedural errors. The Sixth Circuit made a signifi-
cant procedural error with its misplaced application of
Weingarden v. Commissioner.287 Specifically, the court erred
in declaring that ‘‘[s]etting the tone for our statutory
analysis is the principle that statutes imposing a tax are
construed liberally in favor of the taxpayer.’’288 That
simply is not the law. In Weingarden, Judge Merritt cited
the 1933 Supreme Court decision in Porter v. Commis-
sioner289 to support that there is a general canon of
construction requiring tax-levying statutes to be inter-
preted liberally in favor of taxpayers.290 However, with
the exception of dicta in a single concurring opinion, the
Supreme Court has not repeated the rule that it articu-
lated in Porter since the early 1930s.291 The significance of

277The Limited Inc. v. Commissioner, 286 F.3d 324, 329 (6th Cir.
2002) (emphasis added).

278Section 957 (2000). See also supra notes 45-46 and accom-
panying text.

279Section 958.
280Although the statement is remarkable, it may not be

inexplicable. Generally, a Tax Court division opinion will con-
tain a headnote, which is an abbreviated summary of the issues
and decision prepared by the authoring judge. Interview by
Jerald David August with Thomas B. Wells, Chief Judge of the
United States Tax Court (2002), at http://www.fedtaxlaw.com/
wells.htm. The headnote accompanying the Tax Court’s opinion
explains, ‘‘F1 is a controlled foreign corporation with respect to
P. F2 is a foreign subsidiary of F1. F1 funded F2, which
purchased certificates of deposit (CDs) from D.’’ The Limited Inc.
v. Commissioner, 113 T.C. 169 (1999). While that is pure specula-
tion, it is conceivable that someone reading the headnote, who
had no exposure to subpart F, would assume that because F1
was explicitly labeled as a ‘‘CFC,’’ while F2 was not, that F2 was
not a CFC. That erroneous interpretation would not be facially
inconsistent with the abbreviated headnote.

281The Limited, 286 F.3d at 329.

282See discussion supra Part II.C.4.
283Accord Lowell D. Yoder and Katherine M. Christensen,

‘‘The Limited Inc. v. Commissioner: Appellate Court Slams Tax
Court’s Narrow Interpretation of Section 956 Bank Deposits
Exception,’’ 31 Tax Mgmt. Int’l J. 453 (2002), at n.31 (‘‘Unfortu-
nately, [the aforementioned misstatement] reveals a fundamen-
tal misunderstanding by the appellate court concerning Subpart
F (although the statement does not affect the ultimate holding).
The court apparently did not understand that the reason the
anti-abuse rule was needed is because [MFE N.V.] had no
earnings and profits, not because it was not a CFC.’’).

284The Limited, 286 F.3d at 340.
285The government needed to prevail on both issues for its

determined deficiency to be sustained. Id. at 328-329, 340.
286Id. (emphasis added).
287825 F.2d 1027 (6th Cir. 1987).
288The Limited, 286 F.3d at 332.
289Porter v. Commissioner, 288 U.S. 436 (1933).
290Weingarden, 825 F.2d at 1029, citing Porter, 288 U.S. at 442.
291See United Dominion Indus. v. United States, 532 U.S. 822,

839 (2001) (Thomas, J., concurring). For earlier instances in
which the Supreme Court expressed the ‘‘liberal interpretation’’
rule, see Miller v. Standard Nut Margarine Co. of Florida, 284 U.S.
498 (1932); Bonwit Teller & Co. v. United States, 283 U.S. 258
(1931); United States v. Michel, 282 U.S. 656 (1931); United States
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Porter’s ‘‘familiar rule’’ is further diminished by subse-
quent revisions and reenactments of the internal revenue
laws.292

If any lingering doubt293 exists about the continued
vitality of the ‘‘liberal interpretation’’ rule after the codi-
fication of the Internal Revenue Code of 1939, consider
the 1961 Supreme Court decision in James v. United
States.294 In James, the Supreme Court faced the issue of
whether embezzled funds were includable in ‘‘gross
income’’ under sections 22(a) and 61(a) of the Internal
Revenue Code of 1939 — sections that clearly involved
an income tax.295 The Court explained that it gave ‘‘a
liberal construction to the broad phraseology of the ‘gross
income’ definition statutes in recognition of the intention
of Congress to tax all gains except those specifically
exempted.’’296 That represents a ‘‘liberal interpretation’’
rule in favor of the government, rather than taxpayers.
Thus, there has been a paradigm shift in the Court’s
federal income tax jurisprudence. Today, most tax prac-
titioners and courts interpret tax statutes in context,

without bias toward any party, and the IRS commissioner
enjoys a presumption of correctness on factual matters.297

The Sixth Circuit took another procedural misstep in
analyzing whether the determination that a person is or
is not ‘‘carrying on the banking business’’ is a finding of
fact or a holding of law. In its brief to the Sixth Circuit,
The Limited asserted that the Tax Court’s holding on the
section 956 issue presented a question of law, subject to de
novo review.298 The government likewise asserted on brief
that ‘‘[t]he meaning of the phrase ‘deposits with persons
carrying on the banking business’ as used in section
[956(c)(2)(A)] is a matter of statutory construction subject
to de novo review.’’299 The Sixth Circuit therefore began its
analysis of the section 956 issue by explaining that The
Limited was appealing the Tax Court’s legal interpretation
of the phrase.300

The Sixth Circuit cited Kearns v. Commissioner for the
proposition that the Tax Court’s factual determinations
are subject to a clearly erroneous standard of review and
that its legal conclusions are subject to de novo review.301

Kearns, in turn, cited Rose v. Commissioner as authority for
the proposition that the Tax Court’s legal conclusions are
subject to de novo review.302 In Rose, the taxpayers had
claimed both depreciation deductions under section 167
and investment tax credits under section 48(a)(1) with
respect to two Pablo Picasso ‘‘reproduction masters.’’303

The taxpayers’ rights to both depreciation deductions
and investment tax credits hinged on whether they used
those reproduction masters in a ‘‘trade or business’’ or
held them ‘‘for the production of income.’’304 Ruling in
favor of the IRS, the Sixth Circuit explained that
‘‘[w]hether the taxpayers used the Picasso packages in a
‘trade or business’ or held them ‘for the production of

v. Updike, 281 U.S. 489 (1930); Bowers v. New York & Albany
Lighterage Co., 273 U.S. 346 (1927); United States v. Merriam, 263
U.S. 179 (1923).

292The ratification of the Sixteenth Amendment to the Con-
stitution, which is the enabling amendment for the imposition
of a federal income tax, was effective on February 25, 1913. U.S.
Const. Art. XVI. Shortly thereafter, Congress enacted the Tariff
Act of October 3, 1913, section II, ch. 16, 38 Stat. 114, 166 (1913).
The Porter decision came along 20 years later, citing the ‘‘famil-
iar rule that tax laws are to be construed liberally in favor of
taxpayers.’’ 288 U.S. at 442. That canon of statutory construction
likely applied to the various income tax acts of the day.
However, on February 10, 1939, after the Supreme Court had
last expressed the canon, Congress recodified all of the internal
revenue laws with the enactment of the Internal Revenue Code
of 1939. See Revenue Act of 1939, 53 Stat. 1 (1939). On August 16,
1954, the internal revenue laws again were recodified into what
became the foundation for the current code. See Revenue Act of
1954, 68A Stat. 3 (1954). On October 22, 1986, the Tax Reform Act
of 1986 redesignated the 1954 code as the Internal Revenue
Code of 1986, which is the current embodiment of the code. P.L.
99-514, section 2, 100 Stat. 2085, 2095 (1986). See discussion supra
note 14, note 15, and accompanying text.

293One could argue that the Supreme Court’s failure to
reaffirm the ‘‘liberal interpretation’’ rule does not necessarily
mean that the Court no longer abides by that canon. It is
possible that the Supreme Court simply has not had proper
occasion to reaffirm its stance.

294366 U.S. 213 (1961).
295Id. at 213-214. If the controversy in James had involved

deductions, the analysis would not be relevant in determining
whether the ‘‘liberal interpretation’’ canon has continued vital-
ity because deductions historically have been held to be a matter
of legislative grace (that is, not liberally construed in a taxpay-
er’s favor). See Deputy v. Du Pont, 308 U.S. 488, 493 (1940); New
Colonial Ice Co. v. Helvering, 292 U.S. 435, 440 (1934).

296James, 366 U.S. at 219; accord Commissioner v. Glenshaw
Glass, 348 U.S. 426, 430 (1955) (‘‘And the Court has given liberal
construction to this broad phraseology in recognition of the
intention of Congress to tax all gains except those specifically
exempted.’’).

297Cf. Tax Court Rule 142(a). While there is no express
statutory presumption, numerous courts have observed one.
See, e.g., Jelle v. Commissioner, 116 T.C. 63, 72, Doc 2001-3145, 2001
TNT 22-8 (2001) (‘‘The taxpayer bears the burden of establishing
that this reasonable cause exception is applicable, as respon-
dent’s determination of an accuracy-related penalty is pre-
sumed correct.’’); Shea v. Commissioner, 112 T.C. 183, 196, Doc
1999-12501, 1999 TNT 63-3 (1999) (‘‘Generally, the Commission-
er’s determination in a notice of deficiency is presumed cor-
rect.’’); Cluck v. Commissioner, 105 T.C. 324, 339, Doc 95-9954, 95
TNT 213-10 (1995) (‘‘The Commissioner’s determination that the
taxpayer’s underpayment was due to negligence is presumed
correct, and the taxpayer has the burden of proving that the
determination is erroneous.’’).

298Brief for Appellant, The Limited Inc. v. Commissioner, 286
F.3d 324 (6th Cir. 2002) (No. 00-2245), at 16 (citing Wuebker v.
Commissioner, 205 F.3d 897, 901, Doc 2000-6521, 2000 TNT 44-62
(6th Cir. 2000) and Mitchell v. Commissioner, 73 F.3d 628, 631, Doc
96-1928, 96 TNT 12-8 (6th Cir. 1996)).

299Appellee’s Opening Brief at 18, The Limited Inc. v. Commis-
sioner, 286 F.3d 324 (6th Cir. 2002) (No. 00-2245).

300The Limited, 286 F.3d at 331-332.
301Id. at 331.
302Kearns v. Commissioner, 979 F.2d 1176, 1178 (6th Cir. 1992),

citing Rose v. Commissioner, 868 F.2d 851, 853 (6th Cir. 1989).
303The Court explained that a ‘‘reproduction master’’ is a

photo screen negative used to produce an image. Rose, 868 F.2d
at 852.

304Id. at 853 and n.2.
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income’ is a question of fact.’’305 By analogy, it would
seem that the question whether a person is ‘‘carrying on
the banking business’’ in The Limited also should be a
question of fact, or at least a mixed question of law and
fact.306 Even so, the Sixth Circuit’s de novo review of the
meaning of the phrase was technically correct, but only
as a result of the government’s concession. At a mini-
mum, the court should have openly acknowledged the
government’s concession so that future litigants might
not be misled by the review standard applied in that case.
The more proper approach would have been sua sponte to
treat the issue as a question of fact or a mixed question of
law and fact.

c. Improper factual finding. In addition to the tech-
nical and procedural errors previously described, the
Sixth Circuit improperly made an independent factual
determination regarding whether certificates of deposits
constitute ‘‘deposits.’’ The IRS determined that the trans-
actions nominally labeled ‘‘certificates of deposit’’ were
not in substance ‘‘deposits’’ for purposes of the section
956 exception because no unrelated party would have
invested in them.307 Because the Tax Court held that The
Limited failed to meet its initial burden regarding
whether WFNNB carried on the banking business, it
never reached the ‘‘deposits’’ issue.308 However, the
government asserted that issue at trial, thus preserving it
for appeal.309 On appeal, the government again asserted
that the ‘‘deposits’’ issue presented a question of fact.310

Nonetheless, the Sixth Circuit found that ‘‘a certificate
of deposit constitutes a deposit,’’ even though it con-
ceded that the transactions were unlikely to have oc-
curred between unrelated parties.311 That finding, when
taken to its logical conclusion, suggests that if a corpora-
tion lends money, pays a royalty, or pays a dividend, and
it papers the transaction nominally as a ‘‘certificate of
deposit,’’ the transaction ipse dixit becomes a ‘‘deposit’’
for federal income tax and banking purposes. The Sixth
Circuit should have remanded the case to the Tax Court,
as trier of fact, to decide the ‘‘deposits’’ issue as a factual
finding, rather than offering its unconsidered analysis.

d. Analytical error. The Sixth Circuit criticized the Tax
Court’s analysis of the definite article ‘‘the’’ as contained
in the phrase ‘‘the banking business.’’ It found that the
Tax Court’s analysis was overly technical and ultimately
at odds with the ‘‘plain language’’ of the statute.312

However, the Sixth Circuit’s own lexical analysis gives
little guidance to future parties. After reviewing two
distinct definitions of the word ‘‘the’’ contained in a 1961
edition of Webster’s dictionary, the Sixth Circuit was
convinced that Congress intended the exception to be for
deposits with persons carrying on ‘‘the banking business,’’
not persons carrying on ‘‘the banking business.’’313 Al-
though that discussion may have given the Tax Court an
interesting, but unsound, lesson in semantics, it failed to
address the point the Tax Court was making.314

The Tax Court’s analysis of the definite article ‘‘the’’
was specifically intended to show that ‘‘it is not sufficient
for [The Limited] to prove that the activities and business
that WFNNB carried on were a banking business. Rather,
the issue is whether WFNNB ‘was carrying on the bank-
ing business.’’’315 Whether the definite article ‘‘the’’ modi-
fies ‘‘banking’’ or ‘‘banking business’’ really does not
address the Tax Court’s legal conclusion — that engaging
in a single banking activity does not necessarily equate to
carrying on the banking business for purposes of section
956(c)(2)(A).316 In sum, the Sixth Circuit created an en-
tirely new argument, attributed it to the Tax Court, and
then found fault with it.

The Sixth Circuit also questioned the appropriateness
of focusing on the definite article ‘‘the’’ to any extent at
all, based on its belief that at least one other circuit had
rejected that approach.317 In Georgetown Univ. Hosp. v.
Sullivan, the D.C. Circuit rejected an argument that the
definite article ‘‘the,’’ as used in a particular statute,
necessarily implied that the modified term must be
singular.318 Citing Supreme Court authority, the George-
town court found that the phrase ‘‘the amount in contro-
versy’’ was not limited to a single amount.319 However,
using the definite article ‘‘the’’ as the basis for interpret-
ing a statute’s substantive meaning is quite different from

305Id.
306The Sixth Circuit has also applied the clearly erroneous

standard of review (implying that a question of fact was at
issue) in affirming a Tax Court decision that held that shares of
stock in a former subsidiary received by the taxpayers under a
plan of reorganization constituted ‘‘property’’ within the mean-
ing of section 304(a)(2)(A). Bhada v. Commissioner, 892 F.2d 39, 43
(6th Cir. 1989). That issue also seems analogous to the question
of whether a person is ‘‘carrying on the banking business.’’

307Respondent’s Opening Brief at 168, The Limited Inc. v.
Commissioner, 113 T.C. 169 (1999) (No. 26618-95). Alternatively,
the ‘‘certificates of deposit’’ could have represented repayment
of a loan, or a royalty, or based on the facts, more likely a
dividend.

308The Limited, 113 T.C. at 188.
309Respondent’s Opening Brief at 168, The Limited, 113 T.C.

169 (1999) (No. 26618-95). See also The Limited, 113 T.C. at 180.
310See The Limited Inc. v. Commissioner, 286 F.3d 324, 336 (6th

Cir. 2002); Appellee’s Opening Brief at 18, The Limited, 286 F.3d
324 (No. 00-2245).

311The Limited, Inc., 286 F.3d at 340.

312Id. at 333-34.
313Id. at 334 (concluding that, despite hypertechnical ambi-

guity, only one of the two definitions of the word ‘‘the’’ could be
applied sensibly to modify the term ‘‘banking business’’).

314The American Heritage Dictionary has 16 distinct definitions
of the word ‘‘the’’ spread between two unique etymologies. The
American Heritage Dictionary of the English Language 1530 (3d ed.
1996). Interestingly, none of them correspond to the definition
latched on to by the Sixth Circuit.

315The Limited Inc. v. Commissioner, 113 T.C. 169, 186 (1999).
316Id.
317The Limited Inc., 286 F.3d at 332, citing Georgetown Univ.

Hosp. v. Sullivan, 934 F.2d 1280, 1284 n.4 (D.C. Cir. 1991)
(‘‘reading meaning into a definite article has been rejected by at
least one other circuit and is hardly the wisest place to begin
statutory interpretation’’).

318Georgetown Univ. Hosp., 934 F.2d at 1284 n.4 (analyzing 42
U.S.C. section 1395oo (f)(2)).

319Id.; see Barr v. United States, 324 U.S. 83, 90-92 (1945)
(holding that ‘‘the buying rate’’ for foreign currency under the
Tariff Act of 1930, 31 U.S.C. section 372, included more than one
buying rate).
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using ‘‘the’’ to make a singular/plural distinction. Fur-
ther, the Sixth Circuit overlooked the fact that Justice
Scalia analyzed the definite article ‘‘the’’ as a basis for
interpreting the Constitution in another case decided in
the same year as Georgetown.320

The Sixth Circuit created an entirely
new argument, attributed it to the Tax
Court, and then found fault with it.

In any event, even assuming that the Sixth Circuit is
correct that the word ‘‘the’’ found in the section
956(c)(2)(A) exception modifies only the adjective ‘‘bank-
ing,’’ how does that interpretation help identify which
depositaries are covered by the statute? Surely, Congress
could have provided an exception for deposits with
persons carrying on any banking activity. Instead, Con-
gress limited the exception to deposits with the narrower
class of persons carrying on the ‘‘banking business.’’
Conceivably, Congress intended that the phrase ‘‘persons
carrying on the banking business’’ meant those who
engaged in a threshold amount of banking activities. By
attacking the analysis of the word ‘‘the,’’ the Sixth Circuit
ignored the substantive point made by the Tax Court. As
a consequence, taxpayers have no guidance as to whether
there is some required minimum threshold of banking
activities (even if the threshold is not the ‘‘business
facilitation standard’’ set out by the Tax Court) or
whether carrying on a single banking activity would
satisfy the section 956(c)(2)(A) exception.

e. Anomalous procedural posture. Those technical,
procedural, and analytical errors expose a more signifi-
cant mishandling of the case. A quick look at the timeline
is telling. The Sixth Circuit entered judgment reversing
the Tax Court on March 29, 2002.321 That entry started
both the 90-day period within which the government had
to file a writ of certiorari with the Supreme Court322 and
the 45-day period within which the government had to

ask the Sixth Circuit for a rehearing.323 However, because
the court did not issue a written opinion, the government
had nothing on which to base a course of future action.
On April 10, 2002, the government filed a motion asking
the Sixth Circuit to vacate its judgment and further to
stay entry of judgment until such time as an opinion was
issued.324 The Sixth Circuit construed the government’s
motion as a request to extend the time to file a petition for
rehearing.325 Astonishingly, the next day, on April 11,
2002, the Sixth Circuit released its opinion reversing the
Tax Court without remand.326

Proponents of the Sixth Circuit’s opinion argue that if
the court had not been rushed to issue an opinion, many
of those errors would have been found and corrected.
However, those errors are symptoms of a systemic failure
in the process of rendering judgment. The Sixth Circuit’s
inexplicable rush to judgment, evidenced by the delayed
opinion and rudimentary substantive errors, suggests
that its opinion was not the result of ‘‘reasoned elabora-
tion.’’327 Indeed, the Sixth Circuit might have reevaluated
its ruling if it had taken the necessary time to commit its
opinion to paper before announcing judgment. The Tax
Court therefore should not be swayed by the Sixth
Circuit’s analysis — or lack thereof.

Ultimately, if the Tax Court feels that CEBA limited-
purpose credit card institutions are not ‘‘persons carrying
on the banking business’’ for purposes of the section 956
exception, it certainly should stick to its guns. If the issue
is litigated again with respect to any tax year preceding
the Jobs Act amendment, and especially with respect to a
CEBA limited-purpose credit card institution that issues
only private-label credit cards, the Tax Court should
continue to find that those institutions are not ‘‘persons
carrying on the banking business.’’ The Sixth Circuit’s
reversal contains no reasoned analysis to the contrary
that considers the context within which the exception
was promulgated. It is also replete with errors that
demonstrate a lack of understanding of, or careful atten-
tion to, that highly technical area of tax law. The Tax
Court should demand from any court that would reverse
its decision an opinion issued after reasoned elaboration
with sound analysis.

320See Freytag v. Commissioner, 501 U.S. 868, 901-902 (1991)
(Scalia, J., concurring). In interpreting the Appointments Clause
of the U.S. Constitution, Justice Scalia stated: ‘‘A careful reading
of the Constitution and attention to the apparent purpose of the
Appointments Clause make it clear that the Tax Court cannot be
one of those ‘Courts of Law’ referred to there. The Clause does
not refer generally to ‘Bodies exercising judicial Functions,’ or
even to ‘Courts’ generally, or even to ‘Courts of Law’ generally.
It refers to ‘the Courts of Law.’ Certainly that does not mean any
‘Court of Law’ (the Supreme Court of Rhode Island would not
do). The definite article ‘the’ obviously narrows the class of
eligible ‘Courts of Law’ to those courts of law envisioned by the
Constitution. Those are Article III courts, and the Tax Court is
not one of them.’’ Id. (emphasis in original).

321The Limited, 286 F.3d 324, judgment entered No. 00-2245,
(6th Cir. Mar. 29, 2002) (General Docket, U.S. Court of Appeals
for the Sixth Circuit, entry: ‘‘JUDGMENT: On appeal we RE-
VERSE the Tax Court Judgment. A memorandum opinion will
follow this judgment entry. [sic] Jones, Daughtrey, and Cole,
Circuit Judges. (stb)’’).

322See 28 U.S.C. section 2101(c) (2000); Sup. Ct. R. 13.

323See Fed. R. App. P. 40(a)(1).
324The Limited, 286 F.3d 324, motion docketed No. 00-2245 (6th

Cir. Apr. 10, 2002) (‘‘Appellee MOTION filed to vacate judgment
and to stay entry of judgment until such time as an opinion is
issued. Motion also construed as a motion to extend time to file
a petition for rehearing. Motion filed by Gary R. Allen for
Appellee CIR. Certificate of service 4/9/02. (stb)’’).

325Id.
326The Limited, 286 F.3d 324, opinion filed No. 00-2245 (6th Cir.

Apr. 11, 2002) (General Docket, U.S. Court of Appeals for the
Sixth Circuit, ‘‘OPINION filed: the judgment of the Tax Court is
REVERSED. Decision for publication under local rule 206.
Nathaniel R. Jones, Martha C. Daughtrey, R. G. Cole (AUTHOR-
ING), Circuit Judges. (stb)’’).

327See Frederick Schauer, ‘‘Opinions as Rules,’’ 62 U. Chi. L.
Rev. 1455, 1465 (1995) (‘‘it is part of our understanding of judicial
practice that judges’ opinions should be reached by a process of
‘reasoned elaboration,’ and that judges should explain, justify,
and give reasons for their decisions’’) (internal citation omitted).

COMMENTARY / SPECIAL REPORT

TAX NOTES, October 24, 2005 505

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



4. Temp. Treas. reg. section 1.956-1T(b)(4). The applica-
tion of temp. Treas. reg. section 1.956-1T(b)(4) was crucial
to the government’s position that the $175 million in MFE
N.V. certificates of deposit were indirect investments in
U.S. property by Mast Industries Far East.328 The Tax
Court agreed with the government’s invocation of the
regulation; however, the court’s approach may have been
misguided because of the confusing standards employed
by the regulation.329 Even though those ambiguities
might not warrant invalidating the regulation, they
should be resolved so that the regulation more effectively
can buttress section 956.

The federal income tax strategy employed by The
Limited involved two critical aspects. First, it took ad-
vantage of the opportunity presented by the formation of
WFNNB as a national bank.330 Second, and of equal
importance, it involved the formation of a shell-
intermediary corporation. It is undisputed that MFE N.V.
had no employees or business operations331 and that
MFE N.V. was formed specifically to facilitate the repa-
triation.332 The disagreement was whether MFE N.V. was
formed to avoid the application of section 956, which
would become an issue only if the court found that
WFNNB was not carrying on the banking business.333

The IRS determined that MFE N.V. should be disre-
garded under temp. Treas. reg. section 1.956-1T(b)(4)
because it was established unequivocally that one of the
principal purposes for organizing MFE N.V. was to avoid
section 956.334 Indeed, that is what the IRS argued before
the Tax Court.335

The Limited argued that the purpose for organizing
MFE N.V. was to interpose an additional corporate layer
between Mast Industries Far East and the WFNNB
‘‘deposits.’’336 The Limited allegedly believed that the
additional layer would ‘‘improve the efficacy’’ of the
deposits as protection against expropriation by the Peo-
ple’s Republic of China, which was scheduled to take
over Hong Kong in 1997.337 The Limited primarily relied
on its 1992 revenue ruling request to support its assertion
that it feared expropriation.338 In the request, The Limited

proposed a transaction in which Mast Industries Far East
and some of its branches located throughout Southeast
Asia would spin off some liquid assets that they did not
need.339 The asserted business purpose for the proposed
transaction was The Limited’s concern for the safety of
Mast Industries Far East’s assets in light of China’s
impending resumption of sovereignty over Hong
Kong.340 The IRS eventually granted the request in 1993,
although notably after MFE N.V. already had invested in
the WFNNB certificates of deposit.341

The Tax Court ultimately upheld the commissioner’s
determination, ruling that the certificates of deposit were
attributable to Mast Industries Far East, as opposed to
MFE N.V.342 However, the Tax Court’s analysis support-
ing that ruling has caused quite a stir. First, the Tax Court
cited the testimony of The Limited’s executive vice
president of finance, who was unable to explain why The
Limited believed that interjecting an additional corpora-
tion would improve the efficacy of the deposits as
expropriation protection.343 Second, the Tax Court cited
the testimony of The Limited’s vice president of tax.
Asked why MFE did not consider forming a domestic
subsidiary, as opposed to a Netherlands Antilles subsid-
iary,344 the tax VP responded: ‘‘It didn’t really accomplish
anything from the asset protection side . . . but . . . there is
no question it would have been deemed a dividend or
something.’’345

The Tax Court explained that it need not decide
whether asset protection was a principal purpose moti-
vating the organization of MFE N.V. because the court
found that it was not the sole purpose, contrary to the
testimony of the tax VP.346 The Tax Court then made the
following critical findings: A principal purpose of orga-
nizing and funding MFE N.V. was to avoid section 956
income with respect to the capital contribution, and
another principal purpose was to limit any subpart F
income to MFE N.V.’s negligible earnings and profits.347

The Tax Court concluded: ‘‘[t]hus, we find that a princi-
pal purpose for creating, organizing and funding MFE
N.V. to purchase the [certificates of deposit], rather than
using a domestic corporation or having [Mast Industries
Far East] purchase the CDs directly, was to avoid the
application of section 956.’’348 Accordingly, the court held
that the certificates of deposit were attributable to Mast

328See The Limited, 113 T.C. 169, 191-92.
329Id.
330Id. at 181.
331Id. at 177.
332Id. at 191-92.
333See The Limited, 113 T.C. 169.
334See id. at 169, 192. The regulation provides, in pertinent

part:
A [CFC] will be considered to hold indirectly . . . at the
discretion of the District Director, investments in U.S.
property acquired by any other foreign corporation that is
controlled by the [CFC], if one of the principal purposes
for creating, organizing, or funding (through capital
contributions or debt) such other foreign corporation is to
avoid the application of section 956 with respect to the
[CFC].

Temp. Treas. reg. section 1.956-1T(b)(4) (1988).
335The Limited, 113 T.C. at 180.
336Id. at 191.
337Id.
338Appellant’s Opening Brief at 43, The Limited, 286 F.3d 324

(No. 00-2245).

339Id. at 7; Tr. of Oral Argument, Statements of Ms. McLaugh-
lin, at 7-8, The Limited, 286 F.3d 324 (No. 00-2245).

340Appellant’s Opening Brief at 5-7, The Limited, 286 F.3d 324
(No. 00-2245).

341See LTR 9341014, 93 TNT 213-24 (July 15, 1993).
342The Limited, 113 T.C. at 192.
343Id. at 192.
344Id.
345Id.
346Id.
347Id. at 191-192.
348Id. at 192.
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Industries Far East under temp. Treas. reg. section 1.956-
1T(b)(4).349 The Sixth Circuit never addressed the regula-
tion issue on appeal.350

The standard set out in temp. Treas. reg. section
1.956-1T(b)(4) is fraught with uncertainty. Rather than
looking to whether avoidance of section 956 is the prin-
cipal purpose for organizing a foreign subsidiary, the
regulation is triggered if the avoidance is one of the
principal purposes.351 The first ambiguity stems from the
regulation’s implicit notion that a transaction could have
several purposes.352 Problematically, the regulation gives
no guidance to determine which purposes should be
considered ‘‘principal purposes.’’353 Tax minimization is
virtually without exception always a consideration when
structuring a transaction. Assuming arguendo that a tax-
payer has a ‘‘legitimate’’ business purpose (that is, nontax
reason) for undertaking a transaction, how is the IRS to
determine whether an ancillary tax minimization strat-
egy rises to the level of a ‘‘purpose,’’ let alone a ‘‘principal
purpose’’? That determination is especially tricky given
the maxim that taxpayers have the right to arrange their
affairs to minimize taxes.354

The second ambiguity results from the regulation’s
broad net. Subpart F allows continued deferral of some
earnings and profits of CFCs.355 A CFC’s non-subpart F
income is not subjected to federal income tax, at least not
in the first instance, until made available to U.S. share-
holders by means of a dividend.356 Of course, there are
other ways to make accumulated earnings available to
U.S. shareholders without declaring a taxable divi-
dend.357 Therefore, section 956 provides the backstop to
subpart F.358 Generally, section 956 imposes a tax on U.S.
shareholders of a CFC that invests its untaxed earnings in
U.S. property.359 In that way, the section prevents a CFC
from simply getting its untaxed earnings into the hands
of its U.S. shareholders by means of a nominal loan,
license, or royalty. Without section 956, subpart F would
be a toothless trap for the unwary regarding non-subpart
F income. The regulation, however, ostensibly is trig-
gered whenever there is any planning around section 956,
including transactions that in no way get untaxed earn-
ings into the hands of U.S. shareholders.

Consider a CFC that engages in two distinct lines of
business, each with separate assets. To shield the assets of
one business from the liabilities of the other, the CFC
decides to separate the corporate identities of the two
businesses. To that end, the CFC decides to drop the
assets of one of the businesses into a newly formed
subsidiary. The CFC must choose between organizing the

new subsidiary as a domestic or foreign corporation. Of
course, if it drops the assets of one of the businesses into
a newly formed domestic corporation, in exchange for
stock in the domestic corporation, that contribution itself
would be an investment in U.S. property under section
956.360 To avoid that outcome, the CFC opts instead to
organize a foreign subsidiary. Surely that decision should
not trigger the regulation, even if technically the ‘‘pur-
pose’’ of organizing a new foreign subsidiary, as opposed
to a domestic one, was to avoid the application of section
956.

The ‘‘avoidance’’ contemplated by the regulation is
not the avoidance achieved by choosing to form a foreign
subsidiary as opposed to a domestic one, but rather it is
some further avoidance achieved through use of that
foreign subsidiary. In other words, the regulation pre-
sumes that a foreign subsidiary has been organized. It
then looks to whether one of the principal purposes for
creating, organizing, or funding that foreign subsidiary
was to avoid application of section 956. That necessarily
implies that there are some instances in which choosing
to form a foreign subsidiary would not have as a princi-
pal purpose the avoidance of section 956. It is therefore
improper to infer that a principal purpose for forming a
foreign subsidiary was avoidance of section 956 simply
because a foreign subsidiary was formed.

The question thus remains: What kinds of avoidance
does the regulation contemplate? As discussed earlier,
section 956 is the backstop to subpart F. Mechanically,
however, the amount determined under section 956
(which is subject to tax by section 951) is limited by the
earnings and profits of the investing CFC.361 ‘‘Earnings
and profits’’ is yet another term of art.362 In the simple
case, if a CFC earns $100, it will have $100 of earnings
and profits. If the CFC later invests $75 in U.S. property,
the amount determined under section 956 would be the
full $75. Also, a capital contribution does not increase the
CFC’s earnings and profits.363 That might seem like a
recipe for tax avoidance because all that a CFC would
need to do is contribute whatever it wants to invest in
U.S. property to a newly formed foreign subsidiary. The
foreign subsidiary, then, could make the investment, and
the negligible earnings and profits of the foreign subsid-
iary would limit the amount determined under section
956. That is precisely the abuse that temp. Treas. reg.
section 1.956-1T(b)(4) addresses — the regulation looks to
prevent a CFC from using the earnings and profits
limitation to artificially reduce or avoid section 956
income.364

349Id.
350The Limited Inc. v. Commissioner, 286 F.3d 324, 340 (6th Cir.

2002).
351Temp. Treas. reg. section 1.956-1T(b)(4) (1988).
352Id.
353Id.
354Gregory v. Helvering, 293 U.S. 465, 469 (1935).
355See discussion, supra Part II.C.
356Id.
357Id.
358Id.
359See section 956(a) (2000).

360Section 956(c)(1)(B).
361Section 956(a)(2).
362See Treas. reg. section 1.312-6 (1955).
363See William Galanis and David Friedel, Earnings and Profits

[762-2nd U.S. Income Series] Tax Mgmt. (BNA) section I.B.
(2005) (‘‘Because E&P is essentially an economic concept of a
corporation’s ability to pay dividends without distributing any
of the capital contributed by either its shareholders or creditors,
it should include all items of income, gains, losses, and deduc-
tions resulting from the economic activities of the corpora-
tion.’’); section 118.

364See discussion, supra Part II.C.4.
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If the regulation does not target the tax avoidance
achieved by forming a foreign subsidiary instead of a
domestic one, evidence regarding why a foreign subsid-
iary was formed similarly should not support a finding
that the principal purpose for formation was avoiding
section 956. However, the ambiguous text of the regula-
tion affirmatively invites that misapplication. That is why
the Tax Court’s analysis regarding the regulation issue
has rattled the tax community. As previously discussed,
the Tax Court found that: (1) a principal purpose of
organizing and funding MFE N.V. was to avoid section
956 income with respect to the capital contribution and (2)
another principal purpose was to limit any subpart F
income to MFE N.V.’s negligible earnings and profits.365

That second finding is necessary to conclude that the
regulation should be triggered. However, the first finding
is not. Indeed, the first finding looks to the choice of
formation, which arguably should not trigger the regu-
lation and which taxpayers should be free to choose. The
Tax Court’s next finding, that ‘‘a principal purpose for
creating, organizing and funding MFE N.V. to purchase
the [certificates of deposit], rather than using a domestic
corporation or having [Mast Industries Far East] purchase the
CDs directly, was to avoid the application of section
956,’’366 troubles critics of the Tax Court opinion.367 In the
court’s defense, it should be noted that the finding is not
a conclusion of law that was critical to the analysis.
However, the finding compounds the court’s asserted
misunderstanding of the distinction between legitimate
tax planning and illegitimate tax avoidance.

Conceivably, Congress could deal with the problem of
using a newly formed foreign subsidiary with negligible
earnings and profits as an investment vehicle to avoid
section 956 by enacting a look-through rule that would
track earnings and profits. Recognizing that a strict
earnings and profits limitation is fundamentally incom-
patible with the purpose of the section 956 backstop to
subpart F, Congress could repeal the earnings and profits
limitation regarding section 956 investments in U.S.
property, and instead require tracking of a CFC’s un-
tainted, non-subpart F income as it migrates through a
corporate group.368 In other words, rather than limiting a
foreign corporation’s section 956 income to that corpora-
tion’s earnings and profits, the code could provide that as
untainted, non-subpart F income is earned, that income
cannot be repatriated without taxing the U.S. sharehold-
ers, no matter which path the income takes to get into
shareholders’ hands. In that way, subjective determina-
tions about the collective intent of a corporate group’s
structuring choices would not burden the IRS and the
courts.

Another concern regarding the regulation is whether it
is so unclear or overreaching that it should be invali-

dated. Agency regulations may be invalidated under the
Chevron analysis if they contain an impermissible con-
struction of an ambiguous statute.369 Focusing solely on
the regulatory trigger (that is, if one of the principal
purposes for creating, organizing, or funding the foreign
corporation is to avoid the application of section 956),
however, it may be difficult to argue that the regulation
adopts an impermissible statutory construction. While
attempting to glean the meaning of ‘‘one of the principal
purposes’’ might generate confusion, it is doubtful that
requiring taxpayers to categorize and rank the purposes
behind their actions into some hierarchy is, in and of
itself, impermissibly at odds with the statute (assuming
that the ‘‘attribution’’ of an investment from one corpo-
ration to another is itself permissible).370

Regardless of whether the regulation is ultimately
validated by the courts, the proliferation of the ‘‘one of the
principal purposes’’ test seems ill-considered. At the
same time, it is imperative to prevent CFCs from exploit-
ing the earnings and profits limitations to exempt repa-
triated non-subpart F income from current taxation. It is
reprehensible to take the limited continued deferral af-
forded untainted income (a benefit to multinationals) and
combine it with an earnings and profits limitation (an-
other benefit) to create a tax avoidance strategy. Those
kinds of abuses motivate legislative efforts to repeal
deferral entirely. An earnings and profits look-through
rule might be the optimal solution because it would
ensure that any income afforded deferral would not be
available to a CFC’s U.S. shareholders without the impo-
sition of a single level of tax. However, look-through
rules are by nature complex, and the added complexity
might breed new and unforeseen federal income tax
abuses. For those reasons, the most practical solution
probably is to continue to attribute an investment in U.S.
property to the CFC that earned the income. Of course,
Treasury and the IRS could provide further guidance (in
the form of regulations) regarding the types of business
decisions that would represent legitimate ancillary tax
minimization strategies, as opposed to abusive section
956 tax avoidance schemes.

B. Effect of the Jobs Act Amendment
1. Newly amended section 956(c)(2)(A). Ultimately, in-
terpretation of the phrase ‘‘persons carrying on the
banking business’’ may have little empirical effect on
future commerce because The Limited’s courtroom suc-
cess prompted Congress to amend the section
956(c)(2)(A) exception as part of the Jobs Act.371 Newly
amended section 956(c)(2)(A) excepts from the definition
of U.S. property deposits with any ‘‘bank’’ or any other

365The Limited Inc. v. Commissioner, 113 T.C. 169, 191-192
(1999).

366Id. (emphasis added).
367See, e.g., Yoder and Christensen, supra note 74.
368International corporate groups track capital migration for

purposes of calculating the ‘‘deemed paid’’ foreign tax credit
provided in section 902.

369Chevron, U.S.A. Inc. v. Natural Resources Defense Council,
467 U.S. 837, 842-45 (1984).

370However, a case could be made that the phrase ‘‘one of the
principal purposes’’ is an oxymoron in light of a rigid interpre-
tation of the adjective ‘‘principal,’’ which itself connotes the
single, highest, or foremost purpose.

371Act of October 22, 2004, P.L. 108-357, section 837, 118 Stat.
1418 (2004) (codified at section 956(c)(2)). The stated reason for
the proposed change was that the transaction at issue in The
Limited was neither contemplated nor intended by Congress
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corporation that is 80 percent owned by either a bank
holding company or by a financial holding company.372

The exception explicitly defines the term ‘‘bank’’ for that
purpose by cross-reference to the definition contained in
the BHCA.373 Importantly, the cross-referenced definition
adopts the CEBA limited-purpose credit card institution
exception.374 Thus, by the explicit terms of the statute,
CEBA limited-purpose credit card institutions are not
considered to be banks for purposes of the section
956(c)(2)(A) exception. As a result, neither current nor
future deposits with those institutions will be excepted
from the definition of U.S. property. The amendment
reverses the result reached by the Sixth Circuit and
validates the decision of the Tax Court, at least to the
extent that the Tax Court determined that CEBA limited-
purpose credit card institutions were not what Congress
envisioned in using the phrase ‘‘persons carrying on the
banking business.’’
2. Effect on tax revenues. The Joint Committee on
Taxation has estimated that closing the section
956(c)(2)(A) loophole will raise in excess of $400 million
over 10 years.375 That number is wildly exaggerated for
two reasons. First, the Jobs Act amendment will raise
revenue only in the unlikely event that an investing CFC
chooses to suffer the imposition of tax by retaining the
disqualified investment. Section 956 income is based on a
U.S. shareholder’s pro rata share of the average of the
amounts of U.S. property held by the CFC as of the close
of each quarter of that shareholder’s tax year.376 That

method provides a rough justice measurement of the
CFC’s annual investment in U.S. property.377 Any amend-
ment to section 956(c)(2)(A) to remove (or clarify) an
existing exception, unless retroactive, likely would moti-
vate taxpayers to divest themselves of affected invest-
ments before a subsequent testing date. Indeed, despite
the Jobs Act amendment, The Limited remained free to
direct MFE N.V. to withdraw the certificates of deposit
and either to reinvest the accumulated earnings domes-
tically (for example, in a BHCA-defined bank) or more
likely to expatriate them before a testing date, thereby
avoiding any tax that might otherwise result from the
new law.

Second, a separate provision of the Jobs Act further
undermines the credibility of the revenue estimate re-
garding the amendment to section 956(c)(2)(A). Section
422 of the Jobs Act — ‘‘Incentives to Reinvest Foreign
Earnings in the United States’’ — adds new section 965,
which provides a temporary ‘‘tax holiday’’378 in the form
of a dividends received deduction. The notion of a ‘‘tax
holiday’’ has been lurking in the shadows of Congress for
years.379 However, before the enactment of the Jobs Act,
most of those proposals never saw the light of day,
presumably because they were viewed as being patently
unfair to corporate citizens that regularly repatriated and
reported untaxed offshore income.380 Generally, the in-
tent of a ‘‘tax holiday’’ is to encourage the repatriation of
offshore funds to help ease the balance of payments
crisis.381

when it excepted ‘‘deposits with persons carrying on the
banking business’’ from the definition of U.S. property. S. Rep.
No. 108-192, at 164 (2003).

372See section 956(c)(2)(A).
373Section 956(c)(2)(A)(i) (cross-referencing 12 U.S.C. section

1841(c)).
374Though the cross-reference disregards some exceptions to

the BHCA definition of the term ‘‘bank’’ that are not relevant to
the discussion, it does not disregard section 2(c)(2)(F) of the
BHCA, which is the exception for CEBA limited-purpose credit
card institutions. Id. section 1841(c)(2)(F).

375JCT, 108th Cong., Estimated Budget Effects of the Chairman’s
Mark Relating to H.R. 4520, the ‘‘American Jobs Creation Act of
2004,’’ JCX-68-04 R (2004). Oddly, the estimated budget effects of
the conference agreement for H.R. 4520 doubles the JCT’s
previous estimates for both the earlier House and Senate
versions of the amendment to section 956(c)(2)(A). See, e.g., JCT,
108th Cong., Estimated Revenue Effects of S. 1637, The ‘‘Jumpstart
Our Business Strength (‘JOBS’) Act,’’ JCX-36-04 (May 20, 2004);
JCT, 108th Cong., Estimated Revenue Effects of H.R. 4520, The
‘‘American Jobs Creation Act of 2004,’’ JCX-38-04 (June 8, 2004);
JCT, 108th Cong., Comparison of the Estimated Budget Effects of
H.R. 4520, the ‘‘American Jobs Creation Act of 2004,’’ and H.R. 4520,
the ‘‘Jumpstart Our Business Strength (‘JOBS’) Act,’’ JCX-53-04
(July 23, 2004).

376Section 951. In 1993 Congress amended section
951(a)(1)(B) to look to the average of the amounts of U.S.
property as of the close of each quarter. Act of August 10, 1993,
P.L. 103-66, sections 13231(a), 13232(c), 107 Stat. 495, 502 (codi-
fied as amended at section 951). Before the amendment, and
significantly during the years at issue in The Limited, section
951(a)(1)(B) imposed a tax on a U.S. shareholder’s pro rata share
of the increase in earnings invested in U.S. property relative to
the previous year’s investment.

377In that manner, it is more difficult for a CFC to game the
system by lowering or withdrawing its investments in U.S.
property immediately before any single testing date.

378A ‘‘tax holiday’’ provides a short window of time within
which untaxed income residing offshore can be repatriated
without imposition of the full corporate income tax.

379See, e.g., press release from John Kerry for President,
Stephanie Cutter and Bill Burton, ‘‘Fact Sheet on John Kerry’s
Plan To Create 10 Million Jobs,’’ available at http://releases.us
newswire.com/GetRelease.asp?id=121-03262004 (last modified
Mar. 26, 2004).

380The fact that those tax holidays were continually proposed
likely encouraged large multinationals to keep money offshore
because the potential benefit of a prospective tax holiday
outweighed the quantifiable burden imposed by bringing funds
back into the United States.

381In fiscal 2003 the balance of payments deficit for the
United States was $530.7 billion. Organization for Economic
Cooperation and Development, ‘‘Balance of Payments — Cur-
rent Balance for OECD Countries,’’ available at http://
www.oecd.org/dataoecd/56/0/18625402.pdf (last visited Nov.
13, 2004). While a modest deficit is not necessarily problematic,
that measure must be put into perspective. The 2003 U.S. deficit
was over 16 times larger than the next largest 2003 deficit for
any member country of the OECD. At the same time, U.S.-based
multinationals have accumulated billions of dollars of income
that sits offshore. The reason that this staggering amount of
income remains offshore is that U.S.-based multinationals do
not want to suffer the imposition of federal income tax that
would result from repatriating such income to U.S. shareholders
by means of dividends, especially if the income already has
been reported for financial accounting purposes. See John A.
Almond and Martin A. Sullivan, ‘‘While Congress Dawdles,
Trapped Foreign Profits Surge,’’ Tax Notes, June 28, 2004, p. 1587.

COMMENTARY / SPECIAL REPORT

(Footnote continued on next page.)

TAX NOTES, October 24, 2005 509

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



With some limitations, newly enacted section 965
generally allows corporate U.S. shareholders to deduct 85
percent of the cash dividends received from a CFC.382 The
deduction is provided only for any ‘‘extraordinary’’
dividend amount that does not exceed $500 million.383

Further, the extraordinary dividend must be invested in
the United States under a ‘‘domestic reinvestment
plan.’’384 Thus, U.S. shareholders have been provided a
temporary window within which they can deduct 85
percent of the hundreds of millions of dollars of repatri-
ated untaxed income that until now had been locked
offshore. Assuming a 35 percent corporate tax rate, the
effective rate of tax on those repatriated funds would be
5.25 percent. As such, a company like The Limited, with
a CFC that had not declared a significant dividend since
the 1980s and had more than $330 million in accumulated
earnings and profits, now could repatriate cash to fund a
domestic reinvestment plan while suffering only the
imposition of an effective 5.25 percent tax rate. Because
Congress now has provided that repatriation ‘‘freebie,’’ it
is unlikely that a corporation would maintain a taxable
investment under new section 956(c)(2)(A), when it easily
could repatriate the investment and be allowed an 85
percent deduction. For those reasons, it is doubtful that
the Jobs Act amendment to the section 956(c)(2)(A)
exception will generate any meaningful revenue.
3. Is the Jobs Act amendment the optimal solution to
the section 956(c)(2)(A) problem?

a. Scope of the problem. Before analyzing whether
Congress adopted the optimal legislative solution to the
section 956(c)(2)(A) problem from among the panoply of
possibilities, it is important to understand the magnitude
of the problem. Tax disputes can be divided broadly into
two categories: timing issues and permanent issues.
Timing issues are of the ‘‘now or later’’ variety. For
example, if a CFC could successfully challenge the IRS’s
determination that some of its earnings were subpart F
income, then such income would not be taxed currently
to the CFC’s U.S. shareholders. The earnings, however,
would not avoid taxation altogether. Ultimately, they
would be subject to tax when repatriated to the U.S.
shareholders.385 Permanent issues, however, are of the
‘‘now or never’’ variety. For example, resolution of
whether or not cash receipts are tax-exempt permanently
would change a person’s tax position. Obviously, legis-
lators should be most concerned with closing loopholes
that inadvertently afford taxpayers permanent tax exclu-
sions.386

Regarding the section 956 exception at issue, it is not
immediately clear whether the transactions engaged in
by The Limited implicate issues of timing or permanence.
In the first instance, the Sixth Circuit’s decision appears
to address a timing question. Mast Industries Far East
had non-subpart F income. It invested some of its accu-
mulated untaxed earnings, via its wholly owned foreign
subsidiary, in certificates of deposit issued by a U.S.
bank.387 Thus, the Sixth Circuit seemingly allowed The
Limited only to defer federal income tax. Presumably,
Mast Industries Far East must withdraw the earnings
from the certificates of deposit before it can declare and
pay taxable dividends to its U.S. shareholders, thus
ending the accrual of the deferral benefit.

However, a review of The Limited’s related-party
transactions suggests that they likely might involve a
permanent exclusion. Among the Tax Court’s unheralded
findings in The Limited are those related to WFNNB’s
financing. WFNNB had cash liquidity needs that could
not be met without borrowing.388 Accordingly, Limited
Services, a wholly owned first-tier subsidiary of The
Limited, performed the ‘‘treasury function’’ for WFNNB,
providing it with a $1 billion line of credit.389 Limited
Services had access to funds generated by The Limited’s
sale of its commercial paper.390 Additionally, at different
times, various unrelated lenders granted WFNNB lines of
credit on which it could draw as needed.391

Turning to the cash flows at issue, The Limited sold its
inventory through its retail stores and wholly owned
store subsidiaries.392 A substantial portion of those sales
were seller-financed, facilitated through the use of The
Limited’s various private-label credit cards.393 WFNNB
issued the cards while Limited Services financed the
credit extensions.394 Every time one of The Limited’s
various private-label credit cards was used, WFNNB
took money that it had borrowed from Limited Services
and transferred it to The Limited’s respective retail seller
to ‘‘pay’’ for the merchandise.395 Later, when the cus-
tomer remitted payment, WFNNB was able to repay its
borrowings to Limited Services.396 Meanwhile, untaxed
profits were accumulating in Mast Industries Far East.

On December 4, 1992, WFNNB was granted a $280
million line of credit by a syndicate of banks.397 It never
drew on that line because it could obtain funds less

That problem has existed for decades because of conflicting
policy objectives expressed by the federal income tax system,
which have facilitated and perhaps even encouraged the devel-
opment of that imbalance. While the income often is reflected on
the multinationals’ consolidated financial statements, it com-
monly does not appear on their federal income tax returns.

382Act of October 22, 2004, P.L. 108-357, section 422(a), 118
Stat. 1514 (codified at section 965(a)).

383Section 965(b)(1)-(2).
384Section 965(b)(4).
385See discussion, supra Part II.C.2.
386That is not to minimize the importance of timing issues.

With few exceptions, as the length of deferral increases, the

present value of the tax deferral benefit approaches the present
value of outright tax exemption. See Joseph Isenberg, Interna-
tional Taxation 170 (2000). Further, many of the largest dollar
federal income tax disputes are ultimately questions of timing,
which affect the expected present values of business transac-
tions.

387The Limited Inc. v. Commissioner, 113 T.C. 169, 177 (1999).
388Id. at 174.
389Id.
390Id.
391Id. at 174-175.
392Id. at 170-171.
393Id.
394Id. at 174.
395Id. at 171-176.
396Id.
397Id. at 174-75.
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expensively from Limited Services.398 In January 1993
WFNNB received the $175 million investment from MFE
N.V. On the same day, WFNNB transferred $175 million
to Limited Services to reduce the balance outstanding
under its line of credit.399 The $175 million investment
was nominally in the form of eight one-year certificates of
deposit.400 Also, each certificate provided that it was
nonnegotiable, nontransferable, and automatically re-
newable unless notice of withdrawal was affirmatively
presented to WFNNB.401 As a result of those machina-
tions, the untaxed non-subpart F income that had accu-
mulated in Mast Industries Far East over the previous
decade was brought into the United States without the
imposition of tax and was used to reduce the outstanding
financing debt with The Limited’s wholly owned subsid-
iary. As a practical matter, those funds might never be
divested from The Limited’s unfettered use and disposi-
tion. Accordingly, the issue does not fit neatly within one
of the two discrete dispute categories. What at first might
look like a timing question likely poses a more trouble-
some problem of permanently excluding Mast Industries
Far East’s untaxed accumulated earnings.

b. Should the Jobs Act amendment have included a
grandfathering provision? Another important issue to
consider in evaluating the legislative clarification to the
section 956(c)(2)(A) exception is whether the change
should have been effected gradually or immediately.
Often when Congress enacts legislation that changes the
federal income tax treatment of an entity or activity, the
legislation includes a grandfather clause that allows
some existing entities or activities to continue operating
under prior law.402 There is a body of scholarship sug-
gesting that the most efficient tax transition rule always
would be to grandfather prelegislative change entities
and activities to protect reliance on the old law.403

Typically, the issue of whether to grandfather arises in
the context of a taxpayer being locked into some activity.
Consider the paradigmatic example used to analyze the
effect of transition rules: the tax-exempt bond. Legal
scholars debate whether a tax transition rule would be
beneficial if Congress were to repeal the tax exemption

for municipal bonds.404 The general idea is that if inves-
tors knew prospectively that they would receive no
transition relief, they would demand a higher return on
municipal bonds to account for the associated risk of
repeal. The question is whether that approach is efficient
given the policy reason for tax exemption — namely, to
lower the cost of borrowing for municipalities.

If Congress were to repeal the tax exemption for
municipal bonds, the overall loss in value would be
disproportionately distributed among bondholders. The
heavier losses would be sustained by the bonds having
the most unrealized income that had lost tax-exempt
status. Congress presumably would weigh the effect of
that uneven distribution against the revenue lost from
grandfathering existing bondholders in deciding whe-
ther or not to allow grandfathering.

Regarding the Jobs Act amendment, grandfathering
might have afforded appropriate relief if timing issues
were the only relevant concern. In other words, if we
value stability of expectations and want to foster and
encourage taxpayer confidence in the law, those concerns
might outweigh the cost of affording particular taxpayers
or activities continued tax deferral while prospectively
imposing current tax on others. However, based on the
mechanics of subpart F, taxpayer choices may be more
pliable and there may be no uneven hardship as a
distributive matter.

Consider, for example, a CFC that has invested in
property that meets the definition of U.S. property in
section 956(c)(1) but that is excepted under section
956(c)(2). Congress’s prospective repeal of the exception
covering that investment imposes no disproportionate
burden among taxpayers because as previously de-
scribed, taxpayers could substitute nonexcepted invest-
ments with excepted investments before a subsequent
testing date.405 Therefore, Congress acted properly by not
including a grandfathering provision in the Jobs Act
amendment because the legislation was prospective and
the mechanics of subpart F allow CFCs enough invest-
ment planning leeway to avoid current tax.

c. Probable effect of the Jobs Act amendment on
CEBA institutions and their competitors. In analyzing
the effect of the Jobs Act amendment, the probable effect
on CEBA limited-purpose credit card institutions and
their competitors must be considered. In an amicus curiae
brief to the Sixth Circuit in support of The Limited’s
position, the National Foreign Trade Council Inc. (NFTC)
argued that the Tax Court’s holding would deter foreign
investment in the United States and would harm domes-
tic banks.406 The basic premise underlying that argument

398Id. at 175.
399Id.
400Id.
401Id.
402See, e.g., Omnibus Budget Reconciliation Act of 1987, P.L.

100-203, section 10211(c), 101 Stat. 1330-403, 1330-405 (1987)
(adding section 7704, which treats certain ‘‘publicly traded
partnerships’’ as corporations, yet provides a 10-year grandfa-
ther rule for all partnerships existing as of the effective date of
that section). See also 15 U.S.C. section 6713(c) (2000) (providing
that certain national banks and their subsidiaries that were
lawfully engaged in title insurance activities before November
12, 1999, may continue to do so despite section 6713(a), which
prohibits national banks from engaging in any activity involv-
ing the underwriting or sale of title insurance).

403See, e.g., Eric Chason, ‘‘The Economic Ambiguity (and
Possible Irrelevance) of Tax Transition Rules,’’ 22 Va. Tax Rev.
615, 623 (2003); Saul Levmore, ‘‘The Case for Retroactive Taxa-
tion,’’ 22 J. Legal Stud. 265, 267-68 (1993).

404Chason, supra note 403; Levmore, supra note 403, at 268.
405See supra notes 376-77 and accompanying text.
406Amicus brief of National Foreign Trade Council Inc. at

paras. 15-17, The Limited Inc. v. Commissioner, 286 F.3d 324 (6th
Cir. 2002) (No. 00-2245), Doc 2001-491, 2001 TNT 11-38. The
NFTC is a not-for-profit corporation with more than 550 mem-
ber firms that are involved in international trade and invest-
ment. Id. at para. 1. The amicus brief argued many of the same
points as The Limited. See, e.g., id. at para. 14 (arguing that a
bank is a bank); id. at para. 12 (arguing that there should be no
business facilitation standard); id. at para. 32 (arguing that there
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is that the Tax Court’s ruling created uncertainty as to
who is carrying on the banking business, and that
uncertainty might not be acceptable to foreign investors.
The NFTC concluded that foreign investors might shun
negotiable certificates of ‘‘specialist’’ banks, or perhaps
those of any U.S. bank.407 The amicus curiae brief argued
against a vague business facilitation standard, which
might frustrate the legislature’s goal of encouraging
foreign investment in the United States.408

An additional concern is that nonbank banks could
threaten the safety and soundness of the U.S. financial
system. Indeed, the keystone of our banking system and
the stated policy objective of the BHCA is the separation
of banking from commerce.409 The separation of banking
from commerce helps ensure that banks allocate credit
impartially and without any conflict of interest.410 In
furtherance of that objective, Congress regularly has
updated the BHCA to respond to the exploitation of
loopholes that proliferates nonbank banks.411

Congress resolved those important policy concerns by
enacting the Jobs Act amendment. Congress implicitly
concluded that CEBA limited-purpose credit card insti-
tutions should not be competing with banks for those
investments, by excepting from the definition of U.S.
property deposits with banks, inter alia, as defined under
the BHCA. Under the new law, CEBA limited-purpose
credit card institutions are not treated as banks for these
purposes, and the separation of banking and commerce

has been protected. The new law prospectively closes the
loophole exploited by The Limited without using a vague
business facilitation standard that might discourage in-
bound investment. Also, the new law rationalizes the
treatment of CEBA limited-purpose credit card institu-
tions and backroom credit card operations by denying
qualifying depositary status to both.412

d. Should Congress have included an explicit
related-party prohibition in the Jobs Act amendment?
One solution that Congress did not adopt would have
been to clarify the section 956(c)(2)(A) exception by
enacting an explicit related-party prohibition. Such a
related-party prohibition would have harmonized the
deposit exception with the other section 956(c)(2) excep-
tions and would have furthered the policy aim of subpart
F, which generally is to allow limited continued deferral
of a CFC’s untainted earnings until such time as the
earnings are repatriated to U.S. shareholders.413 Presum-
ably, the degree of relatedness in a statutory related-party
prohibition would have paralleled the section 956(c)(2)(F)
exceptions, which can be viewed simplistically as 10
percent ownership.414

Obligations with both unrelated CEBA limited-purpose
credit card institutions and unrelated BHCA-defined
banks have always been excepted from the definition of
U.S. property.415 Neither an explicit related-party prohi-
bition nor the approach under the Jobs Act amendment
would curtail that exception.416 Moreover, both ap-
proaches remedy the NFTC’s valid concern regarding the
Tax Court opinion — namely, that an ambiguously de-
fined degree of relatedness (that is, under a common-law
related-party prohibition) might chill U.S. investments by
CFCs. Therefore, the only significant distinction between
an explicit related-party prohibition and the approach
under the Jobs Act amendment is that newly amended
section 956(c)(2)(A) allows related deposits with the
qualifying depositaries.

The advantage to disallowing related-party deposits is
that it would end deferral on transfers of funds that are
the substantive equivalent of dividends. Dividend
equivalence occurs only when a distribution is between
related parties. While the Jobs Act amendment effectively

should be no implicit related-party standard). One substantive
point that the amicus brief added, however, was a selective
survey of other instances in which Congress used the phrase
‘‘deposits with persons carrying on the banking business,’’
dating back to the Revenue Act of 1921. The brief opined that in
each instance, Congress intended to encourage investment in
domestic banks. Id. at para. 16. However, the analysis did not
explain how that intention bears on CEBA limited-purpose
credit card institutions, which did not come into existence until
1987.

407Id. at paras. 27-30. It is interesting that the NFTC identified
foreign investors’ avoidance of negotiable certificates of deposit
as the potential fallout from the Tax Court decision. The
instruments at issue in The Limited were expressly nonnegotiable.
It is questionable whether foreign investors who are considering
investing in negotiable certificates of deposit would ever have
the option of investing in CEBA limited-purpose credit card
institutions, given the restrictions imposed on those entities.

408Id. The NFTC further argued against an implicit related-
party standard, primarily on grounds that retroactive applica-
tion of such an interpretation would have far-reaching and
unconsidered implications. It criticized the Tax Court for failing
to clarify the degree of relation that it contemplated. Id. at paras.
31-53. The Tax Court was able to sidestep that issue because all
of the relevant parties were wholly owned either directly or
through chains of 100 percent ownership. In any event, a
related-party prohibition is a legitimate legislative option, and
as such poses fewer issues of retroactive application.

409S. Rep. No. 100-19, at 523 (1987), reprinted in 1987
U.S.C.C.A.N. 489.

410Id.
411See, e.g., Act of December 31, 1970, P.L. 91-607, section 103,

84 Stat. 1763 (codified as amended at 12 U.S.C. section 1843); Act
of January 12, 1983, P.L. 97-457, section 30, 96 Stat. 2511 (codified
as amended at 12 U.S.C. section 1843).

412That solves the incongruity in the Sixth Circuit decision,
which treated WFNNB differently than its predecessors, Lim-
ited Credit Services and World Financial Network, even though
they performed identical functions.

413See discussion, supra Part II.C.2-C.3.
414Section 956(c)(2)(F) provides an exception to the definition

of U.S. property for the stock or obligations of a domestic
corporation that is neither a U.S. shareholder of the CFC nor a
domestic corporation in which a U.S. shareholder owns a 25
percent interest. Section 956(c)(2)(F) (2000). Section 951(b), in
turn, defines a ‘‘U.S. shareholder’’ as a U.S. person who owns at
least 10 percent of the CFC. Section 951(b). Referring to a 10
percent relatedness rule is simplistic because it ignores various
and complicated ownership attribution rules, look-through
rules, and definitions regarding the type of ‘‘ownership’’ that is
necessary.

415Section 956(c)(2)(F).
416Section 956(c)(2)(F).
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should eliminate deferral on all related-party distribu-
tions with commercially owned CEBA limited-purpose
credit card institutions, it leaves the door open for some
continued deferral of dividend-equivalent transfers in-
volving, inter alia, BHCA-defined banks. By not enacting
a statutory related-party prohibition, Congress may have
missed an opportunity to bolster a laudable aim of
subpart F: to allow continued deferral only when neces-
sary to help CFCs compete abroad.

e. Should Congress have repealed the section
956(c)(2)(A) exception for deposits with persons carry-
ing on the banking business? Congress also could have
remedied the confusing state of the law surrounding the
section 956(c)(2)(A) exception at issue by eliminating it
altogether. As previously discussed, the exceptions con-
tained in section 956(c)(2)(F) for both stock and obliga-
tions of unrelated domestic corporations were not added
to the code until 1976.417 Indeed, one of The Limited’s
arguments before the Tax Court was that a limitation of
the section 956(c)(2)(A) exception, which had been en-
acted along with the original subpart F legislation in
1962, to unrelated-party deposits would have rendered
the exception superfluous in light of the section
956(c)(2)(F) exception.418 Although the Tax Court dis-
agreed because it could identify an instance covered by
the section 956(c)(2)(A) exception that would not be
covered by the section 956(c)(2)(F) exception,419 it is clear
that the sections would overlap in most cases. Therefore,
simply repealing the portion of section 956(c)(2)(A) that
excepted deposits with persons carrying on the banking
business would have forced CFCs to use the section
956(c)(2)(F) exception, which consequently would have
prohibited the tax-free repatriation of non-subpart-F in-
come in the manner achieved by The Limited without
deterring investments in the U.S. banking system by
CFCs. That tack generally would achieve the same result
as enacting a statutory related-party prohibition, and
thus also would be superior to the Jobs Act amendment.
Even so, there would be a marginal benefit to enacting a
statutory related-party prohibition because such a prohi-
bition would except deposits with unrelated noncorpo-
rate banks from the definition of U.S. property.

f. Should Congress have amended section
956(c)(2)(A) to cross-reference section 581? Finally, one
solution never proposed through the legislative process
would have been to adopt the approach of the IRS in The
Limited. The IRS consistently asserted that to qualify as
persons carrying on the banking business under section
956(c)(2)(A), a person first needed to qualify as a bank

under section 581.420 Section 581, in pertinent part, de-
fines the term ‘‘bank’’ as a ‘‘bank or trust company
incorporated and doing business under the laws of the
United States . . . or any State, a substantial part of the
business of which consists of receiving deposits and
making loans and discounts, or of exercising fiduciary
powers similar to those permitted to national banks.’’421

Undeniably, many tax lawyers would derive comfort
from being able to turn to section 581 to define a phrase
used in section 956.

Even so, the drawback to looking to the code to define
the term ‘‘bank’’ for subpart F purposes is that the same
type of evolutionary accidents that caused the current
controversy might be doomed to recur. The federal
income tax system constantly struggles to keep pace with
the business community in the race to innovate. Simi-
larly, the banking industry continues to evolve to meet
the needs of our increasingly global economy. Without
disparaging our legislature’s ability to stay afoot of
developments in the tax and banking arenas, it is clear
that the two worlds are advancing on tracks that are not
always parallel. Tracing the development of subpart F
demonstrates a clear policy objective of allowing only
limited continued deferral for some types of income.422

The evolution of the BHCA, however, demonstrates a
clear policy objective of keeping banking separate from
commerce.423 Somehow, those two policies, and the
struggle to adapt them to the creative planning methods
aimed at circumventing them, allowed the transaction in
The Limited to occur — a result clearly at odds with
subpart F and arguably at odds with the BHCA.

Thus, the benefit of the Jobs Act amendment’s ap-
proach of importing the definition of the term ‘‘bank’’
directly from the BHCA is that as banking laws adapt and
change, those changes should have a better chance of
infiltrating the tax system in a timely manner. Otherwise,
the banking and federal income tax systems might con-
tinue to evolve separately, so that previously unforeseen
abusive transactions again might pass muster with a
technically ill-equipped appellate court.

VI. Conclusion

The taxing regime imposed by subpart F is controver-
sial. There is ongoing debate at all levels, including in
Congress, whether deferral of CFC income should be
restricted further or eliminated completely to promote
capital export neutrality, or conversely, whether subpart
F should be repealed to allow full deferral, so that CFCs
can compete effectively abroad. The Limited used a
purported income tax loophole to engage in patently
abusive transactions that allowed it ultimately to avoid
U.S. taxation, in that case alone, on $175 million — a
decade’s worth of financially reported income. However,417See discussion, supra Part II.C.3.

418The Limited Inc. v. Commissioner, 113 T.C. 169, 190 n.13
(1999).

419The Tax Court dismissed that argument by noting that the
section 956(c)(2)(A) exception is for persons carrying on the
banking business while the section 956(c)(2)(F) exception is for
obligations of a domestic corporation. Therefore, it reasoned that
a noncorporate bank could be included in the section
956(c)(2)(A) exception that could not be included in the section
956(c)(2)(F) exception. Id. at 190 n.13.

420Id. at 180; The Limited Inc. v. Commissioner, 286 F.3d 324, 331
(6th Cir. 2002).

421Section 581 (2000).
422See discussion, supra Part II.C.
423S. Rep. No. 100-19, at 523 (1987), reprinted in 1987

U.S.C.C.A.N. 489.
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the loophole was illusory because under a proper inter-
pretation of the preamendment section 956(c)(2)(A) ex-
ception, CEBA limited-purpose credit card institutions
that issue only private-label credit cards are not ‘‘persons
carrying on the banking business.’’ Those institutions
perform certain limited functions that traditional banks
may engage in, but they perform no functions that are
reserved solely for traditional banks. Furthermore, the
CEBA restrictions impede those institutions from pro-
hibitively competing with persons who Congress consid-
ers to be carrying on the banking business. Unfortu-
nately, the Sixth Circuit was convinced by The Limited’s
misleading assertion that there was a section 956(c)(2)(A)
loophole, thereby opening the floodgates for inestimable
tax-free repatriations of non-subpart-F income.

The damage might be contained, however. The Jobs
Act amendment is a laudable attempt to remedy the
problem created by taxpayers like The Limited and
permitted by the Sixth Circuit. Prospectively, Congress
clarified the section 956(c)(2)(A) exception by affirma-
tively excluding at least those CEBA limited-purpose
credit card institutions that are owned by commercial
groups from qualifying as eligible depositaries. The
amendment appropriately provides a cross-reference to
the BHCA to define the scope of an income tax exception
that is inextricably tied with banking. That likely will
hamper a sophisticated taxpayer’s ability to conjure a
loophole that is based in part on the disparate evolution
of the federal income tax and banking laws because as
the BHCA evolves, the impact of any changes should be
incorporated immediately into the code. Also, Congress
prudently refrained from including a grandfathering
provision in the Jobs Act amendment. Prospectively,
therefore, the amendment upholds the separation of
banking from commerce in keeping with the BHCA’s
objectives, and ideally the amendment will continue to
promote impartiality in lending practices. Further, even
though the types of transactions at issue in The Limited
will not be afforded continued deferral in the future, the
amendment should not discourage inbound investment
into the U.S. banking system.

The Jobs Act amendment, like the broader framework
of subpart F, might itself be viewed as a compromise.
Rather than prohibiting the tax-free repatriation of all
dividend-equivalent non-subpart-F income, it captures
only what Congress arguably viewed as the most abusive
repatriations. By not codifying an explicit related-party
prohibition, Congress potentially left the door open to
future abuse. For example, BHCA-defined banks can
continue to avoid income inclusion on inbound deposits
of non-subpart-F income from their CFCs. The legislative
history understandably is scant regarding the Jobs Act
amendment to section 956(c)(2)(A) because of Congress’s
focus on the other important accomplishments of the
broader Jobs Act legislation. It is therefore difficult to
ascertain whether the amendment was indeed a true
compromise, or whether Congress unwittingly preserved
the opportunity for continued abuse.

Perhaps the demands of the Jobs Act legislation’s
other objectives would explain Congress’s apparent lack
of attention to the section 956(c)(2)(A) clarification. While
Congress was arguing about how to dole out billions of
dollars of projected revenues resulting from the repeal of
the export subsidy regime, the importance of the amend-
ment to section 956(c)(2)(A) may have been overlooked.
The revenue estimates for the amendment are arguably
as illusory as The Limited’s purported loophole because
of the mechanics of subpart F, which enable U.S. share-
holders to restructure their affairs to avoid the amend-
ment’s reach, and because Congress finally threw in the
towel by enacting a tax holiday.

Despite the unreliable revenue estimates and the con-
tinued ability of BHCA-defined banks to repatriate their
CFC’s non-subpart-F income tax-free, and despite tight
regulatory oversight, the story has a happy ending. After
the tax-holiday-induced feeding frenzy subsides, the
illusory section 956(c)(2)(A) loophole for CEBA limited-
purpose credit card institutions that are owned by com-
mercial groups generally should be eliminated. In the
meantime, for contested years preceding the legislative
clarification, the Tax Court, as a court of national juris-
diction, should continue to apply its interpretation of the
exception to similarly situated taxpayers.
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