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P's subsidiary, D, a donmestic corporation, is a
credit card bank, issuing private |abel credit cards to
custoners of P. Fl is a controlled foreign corporation
with respect to P. F2 is a foreign subsidiary of F1.
F1 funded F2, which purchased certificates of deposit
(Cbhs) fromD.

Held: The CDs are U.S. property within the
meani ng of sec. 956(b)(1), I.R C., and not deposits
w th persons carrying on the banking business wthin
t he neani ng of sec. 956(b)(2)(A), I.R C  Held,
further, the CDs are attributed to F1 pursuant to sec.
1.956-1T(b)(4), Tenporary Income Tax Regs., 53 Fed.

Reg. 22163, 22165 (June 14, 1988). Held, further, P
nmust include the increase of investnent in U S.
property in gross income pursuant to sec. 951(a)(1)(B),
. R C.
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HALPERN, Judge: Petitioner is the common parent corporation
of an affiliated group of corporations making a consoli dated
return of inconme (the affiliated group). By notice of deficiency
dat ed Septenber 29, 1995 (the notice), respondent determ ned
deficiencies in Federal inconme tax for the affiliated group for
its taxabl e years ended February 1, 1992, and January 30, 1993
(1992 and 1993, respectively), in the amunts of $72, 040,547 and
$95, 836, 934, respectively. Mny of the adjustnments giving rise
to the deficiencies determned in the notice have been settl ed,
and this report addresses only whether certain transfers during
1993 were investnments in U S. property for purposes of those
provi sions of the Internal Revenue Code dealing with controlled
foreign corporations.

Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years in issue.
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FI NDI NGS OF FACT

| nt roducti on

Sone of the facts have been stipulated and are so found.
The stipulations of facts filed by the parties, w th acconpanyi ng
exhibits, are incorporated herein by this reference. Petitioner
has its principal place of business in Colunbus, GChio.!?

Busi ness of Petitioner

Petitioner is one of the largest specialty retailers in the
United States. During the years at issue, it soldits
mer chandi se both in its own stores and by catal og. Anong the
wel | - known stores owned by petitioner were The Limted, Lane
Bryant, Lerner New York, Victoria' s Secret, and Abercronbie &
Fitch. Petitioner earned its incone primarily fromthe sal e of
garnments. A foreign subsidiary of petitioner manufactured many
of those garnents or contracted with others for their
manuf act ur e.

Paynents by Custoners

Mer chandi se sold by petitioner is paid for with cash, by
check, or by credit card. Petitioner accepts two types of credit
cards: (1) petitioner’s private-label credit card, which is

honored only in one or nore of petitioner's stores, and (2) a

! In the stipulations, the parties have adopted the convention
of referring to the affiliated group as “petitioner”; hereafter,
we Wil use the term*“petitioner” to refer both to the affiliated
group and to any nmenber, so long as specific identification of

t hat nmenber is unnecessary.



credit card issued by a third-party bank or other financial
institution and honored by many nerchants.

Petitioner’'s Private-Label Credit Cards

Prior to 1982, petitioner issued no credit cards.

In 1982, petitioner acquired two retailers of wonen's
clothing that had preexisting open-end credit plans: i.e.,
credit plans providing for repeated extensions of credit wth no
fi xed dates for repaynent. Petitioner organized two new
subsidiary corporations to take over the operation of those
credit plans. Those two corporations were Limted Credit
Services, Inc. (Limted Credit), a Del aware corporation, and
World Financial Network, Inc. (WN), also a Del aware corporation.
Limted Credit adm nistered petitioner's open-end credit
operations. WWN funded the consuner credit associated with the
open-end credit systens through a receivables financing facility.
Eventually, Limted Credit and WFN cane to operate credit plans
for some of petitioner's other stores.

The credit plans operated by Limted Credit were established
under the retail installnment sales acts enacted in each of the
50 States, the District of Colunmbia, and Puerto Rico. Limted
Credit was required to conply on a State-by-State basis with
varying limtations on interest rates, m ninmum finance charges,
del i nquency charges, uncollectible check fees and nethods for

cal cul ating the average daily bal ance of accounts.



O gani zation of Wirld Fi nanci al Network National Bank

In 1986, Ral ph E. Spurgin (Spurgin) joined petitioner’s
organi zati on and becane president of Limted Credit. Spurgin
believed that petitioner could increase the profitability of its
credit card operations if it could avoid the various States
retail installnment sales acts. |In particular, he believed that,
if petitioner could avoid setting interest rates on a State-by-
State basis, and charge a uniformrate, it could earn an
additional $10 million dollars in revenue. Spurgin believed that
a way to avoid the States' retail installnent sales acts was, in
sone manner, to enploy a national bank to extend credit to
custoners of the stores (a bank that would not be subject to the
various States' retail installnent sales acts).?

The Bank Hol di ng Conpany Act of 1956 (BHCA), ch. 240, 70
Stat. 133, currently codified at 12 U S.C. secs. 1841-1850
(1994), concerns the ownership of banks. |In general, BHCA

prohi bits conpani es that own banks from engagi ng i n any business

2 A national banking association is permtted to charge
interest for any extension of credit at the rate permtted by the
State in which it is located or, alternatively, a rate 1 percent
greater than the 90-day discount rate in effect in the Federa
Reserve district in which the national banking association is

| ocat ed, whichever is higher. 12 U S.C. sec. 85 (1994),

12 CF.R sec. 7.4001 (1999); Marquette Natl. Bank v. First of
Omha Serv. Corp., 439 U S. 299 (1978). Prior to the decision in
Marquette, the nmajority of analysts assuned that a national bank
was not permtted to export the interest rate permtted by the
State in which it was | ocated, but, rather, was subject to the
usury restrictions inposed by each of the States in which its
credit card custoners resided.
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ot her than banking or a business closely related to banking. See
12 U.S.C. sec. 1841 (1994). In 1987, in part to deal with the
probl em of “nonbank banks” (institutions regul ated as banks but
exenpt from key provisions of BHCA because of their failure to
nmeet the definition of a bank under BHCA), Congress anended BHCA
See the Conpetitive Equality Banking Act of 1987 (CEBA), Pub. L

100- 86, sec. 1004(b), 101 Stat. 552, 659.3 CEBA broadened the

3 S. Rept. 100-19 (1987) acconpanied S. 790, 100th Cong. 1st
Sess. (1987), which, substantially as passed by the Senate,
becanme Pub. L. 100-86, 101 Stat. 552 (Conpetitive Equality
Banki ng Act of 1987 (CEBA), Pub. L. 100-86, 101 Stat. 552). See
H Conf. Rept. 100-261 (1987). Imediately prior to CEBA, the
Bank Hol di ng Conpany Act of 1956 (BHCA), ch. 240, 70 Stat. 133,
currently codified at 12 U . S.C. secs. 1841-1850 (1994), defined a
“bank” as an institution that both accepted demand deposits and
made commercial loans. 12 U S.C 1841(c)(1) and (2) (1982). The
Senate Comm on Banki ng, Housing, and Urban Affairs (the

Comm ttee) believed that that definition created a | oophole (the
“nonbank | oophole”) for a bank that refrained fromone of those
two activities and, thus, was not considered a bank for purposes
of BHCA. For instance, the Conmmttee believed that a nonbank
bank could offer interest bearing NOVNaccounts rather than denmand
deposits and escape regul ati on under BHCA. S. Rept. 100-19,
supra at 5-6. The Comm ttee found:

The inpetus for nonbank banks stens primarily from
| arge diversified conpanies wanting to i nvade the
banki ng busi ness whil e avoiding the regul atory
restraints of the Bank Hol di ng Conpany Act. Thus sone
of the nation’s largest retailing, securities, and
i nsurance conpani es have been able to enter the banking
busi ness t hrough the nonbank | oophol e whil e banks are
prevented fromentering those businesses by the Bank
Hol di ng Conpany Act.

Id. at 6. The Commttee believed that a failure to close the
nonbank | oophol e woul d cause a nunber of problens in the banking
system including creating new conpetitive inequalities for bank
hol di ng conpani es, whose activities, under BHCA, nust be closely
(continued. . .)



definition of a bank for purposes of BHCA but excluded fromthat
definition institutions engaging only in credit card transactions
(credit card banks).* Thus, a conpany |like petitioner, which was
engaged in neither banking nor a banking rel ated business, could
own a credit card bank wi thout violating BHCA. CEBA cleared the
way for petitioner to own a bank that could charge a uniformrate
of interest on credit card sales.®

As of March 15, 1989, World Financial Network National Bank

(WFNNB) was organi zed under the National Bank Act, see 12 U S.C

3(...continued)

related to banking. 1d. at 7-9. To close the nonbank | oophol e,
Congress expanded the definition of the term“bank” in BHCA to

i ncl ude any bank whose deposits are insured by the Federal
Deposit Insurance Corp., as well as any institution that

(1) accepts demand deposits or deposits that the depositor may
wi t hdraw by check or simlar nmeans for paynent to third parties
and (2) engages in the business of making commercial |oans. See
12 U S.C. sec. 1841(c)(1) (1994), as anended by CEBA, sec. 101,
101 Stat. 554-557. Congress mai ntained certain express
exclusions fromthe definition of the term “bank” and provi ded
certain, additional Iimted exceptions for, anong other
institutions, credit card banks. See 12 U S.C. sec. 1841(c)(2)
(1994); S. Rept. 100-19 supra at 11. An institution qualifies as
a credit card bank if it (1) engages only in credit card
operations, (2) does not accept denmand deposits or deposits that
the depositor may withdraw by check or simlar nmeans for paynent
to third parties or others, (3) does not accept any savings or
ti me deposits of |ess than $100, 000 (except for certain deposits
held as collateral), (4) maintains only one office that accepts
deposits, and (5) does not engage in the business of making
commercial loans. 12 U. S.C. sec. 1841(c)(2)(F) (1994).

4 See supra note 3.
> In 1986, Ralph E. Spurgin believed that the Conptroller of

the Currency had put a noratoriumon the organization of nonbank
banks that would issue credit cards.
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sec. 24 (1994). On May 1, 1989, the Conptroller of the Currency
i ssued a charter certificate to WFNNB aut horizing it to conmence
t he busi ness of banking as a National Banking Association. The
articles of association of WFNNB (the articles) state that the
association is organized to carry on the business of banking
under the laws of the United States. The articles incorporate in
full the CEBA credit card institution restrictions. See supra
note 3. In pertinent part, Article TH RD provi des:
The associ ation
(1) wll engage only in credit card operations;
(i) wll not accept demand deposits or deposits that
t he depositor nmay w thdraw by check or simlar
means for paynment to third parties or others;
(tit) wll not accept any savings or tine deposit of |ess
t han $100, 000;
(tv) wll maintain no nore than one office that accepts
deposi ts;
(v) wll not engage in the business of making commerci al
| oans; * * *
Petitioner subscribed to 175,000 shares of the common stock of
WFNNB (par value $17.5 million). |In consideration of receipt of
t hose shares, petitioner contributed all of the stock of Limted
Credit and WFN to WFNNB, whi ch corporations were thereafter
i qui dated and di ssolved. WNNB is a wholly owned subsidiary

corporation of petitioner.

Credit Operations of Wrld Financial Network National Bank

Upon receipt of its charter, WFNNB entered i nto agreenents
(the nerchant agreenents) with the stores. The nerchant
agreenents concerned credit cards to be issued by WFNNB to

custoners of the stores and enbodi ed the contractual relationship



bet ween WFNNB and the stores with respect thereto. Anong other
t hi ngs, the nmerchant agreenents entitled WFNNB to issue credit
cards bearing the nane and | ogo of each store to custoners of
that store.

Al so upon receipt of its charter, WFNNB sent notices (change
of terms notices) to holders of the credit cards previously
i ssued under the credit plans operated by Limted Credit and WN.
The change of terns notices, anong other things, informed such
credit card holders that WFNNB woul d be the extender of credit on
their account and, for credit card holders in certain States,
there would be an increase in the interest rate on their
accounts.

As of January 30, 1993, WFNNB had opened 12.9 mllion credit
card accounts, and it had outstanding credit card |loans in excess

of $757 mllion.

VWENNB:  Capitalization and Liquidity Needs

WFNNB had cash (liquidity) needs that could not be net
W t hout borrowing. Limted Service Corp. (Limted Service),
anot her nenber of the affiliated group, perfornmed the “treasury
function” for WFNNB. That function included assisting WFNNB i n
meeting its liquidity needs. Limted Service had access to
funds generated by petitioner’s sale of its comercial paper.

Initially, WENNB's liquidity needs were net fromwthin the
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affiliated group. On May 1, 1989, Limted Service granted WNNB
aline of credit in the anbunt of $500 million. On Decenber 1,
1993, Limted Service increased to $1 billion the line of credit
it granted to WENNB. At various tinmes, WNNB obtai ned funds
fromLimted Service pursuant to various other |ong- and short-
term | oan agreenents. WNNB al so borrowed noney from and was
granted lines of credit by, various unrelated, outside |enders.
On Decenber 4, 1992, WFNNB was granted a $280 million |ine of
credit by a syndicate of 17 banks. WNNB never drew on that
line of credit because it could obtain funds | ess expensively
fromLimted Service

Certificates of Deposit

WFNNB first issued (sold) a certificate of deposit (CD) on
May 1, 1989. That CD was sold to Limted Service for $100, 000,
the m ni num acceptable tinme deposit pursuant to the CEBA
restrictions incorporated in the articles.

On Novenber 19, 1992, by letter agreenent (the letter
agreenent), WFNNB appointed Merrill, Lynch, Pierce, Fenner &
Smth, Inc. (Merrill Lynch), as its agent for its custonmers who
desired to purchase CDs. The letter agreenment provided that the
CDs woul d be sold in denom nations of $100,000 or integral
mul tipl es thereof.

Duri ng Decenber 1992 and January 1993, WFNNB, acting

through its agent, Merrill Lynch, sold 17 CDs, receiving $26.3
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mllion. Those 17 CDs conprised 263 “transferabl e individual
ti me deposit accounts” of $100,000 each. Each of those accounts
was i nsured by the Federal Deposit |nsurance Corp.

MFE (Net herl ands Antilles) NV. (MFE N. V.), is a
Net herl ands Antilles corporation. On January 28, 1993, MFE N. V.
purchased eight CDs fromWNNB in the total anmpunt of $174.9
mllion (the MFE N. V. CDs). Each MFE N.V. CD was for a term of
1 year, showed an annual interest rate of 3.1 percent (annual
yield of 3.14 percent), and provided that it was a “non-
negoti abl e and
non-transferable tinme deposit”. Each also provided: “This Tine
Deposit shall renew automatically for a |like termunless and
until notice of withdrawal is presented at the Bank within * * *
seven cal endar days after the maturity date”.

Reducti on of | ndebtedness to Limted Service

On January 28, 1993, WFNNB transferred the $174.9 mllion
received fromME N.V. on the sale of the CDs to Limted Service
to reduce the bal ance outstanding under the line of credit
extended to WFNNB by Limted Service.

Petitioner’s Indirect Owmership of MFE N. V.

MFE N.V. is a fourth tier subsidiary of petitioner. The

relationship of MFE N. V. to petitioner, as well as the
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rel ati onship of WENNB, Limted Service, and petitioner's stores

to petitioner is shown in the follow ng di agram
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Sinplified Corporation Organizational Structure
January 1993
The Limted, Inc.
(Us)
100% 100%
100%
100%
Worl d Fi nanci al Mast A . L
Net wor k Nat i onal Hol di ng (Il_c;rmc:rea(i iSoenr V('che) Store Divisions
Bank (US) Cor por ati on “Li ngted Servi ce” mLany
“\WENNB" (US) (us)
100%

Mast | ndustries Inc.
“M 1"

100%

Mast | ndustries
(Far East) Ltd.
(Hong Kong)

“« NEE"

100%

MFE ( Net her | ands
Antilles) N WV

(Net herl ands Antilles)

“MFE N. V.~
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O gani zati on and Operation of MFE and MFE N. V.

In 1970, Mast Industries, Inc. (M1) organi zed Mast
| ndustries (Far East) Ltd. (MFE) as a Hong Kong corporation. At
all times here pertinent, MFE had its headquarters and princi pal
pl ace of business in Hong Kong. ME is a “controlled foreign
corporation” (of petitioner) within the nmeaning of section
957(a).

MFE is a contract manufacturer for petitioner. It operates
t hroughout Asia, manufacturing or contracting for the manufacture
of garnents to be sold by petitioner's stores.

MFE decl ared no significant dividends fromthe early 1980s
t hrough 1993, resulting in accunul ated earnings and profits in
excess of $330 mllion at the end of 1993.

On January 12, 1993, the directors of MFE resolved to
organi ze and capitalize MFE N.V. Anong the stated purposes were:
“engaging in group financing activities and providing for a nmeans
of investing and reinvesting liquid assets and funds.” The
directors of MFE further resolved to make a capital contribution
to MFE N. V. of $175 million. ME N V. had no enpl oyees during
January 1993. On January 28, 1993, MFE transferred $175 mllion
by wire to MFE N. V. That $175 million was used to purchase the

MFE N. V. CDs.



OPI NI ON

| nt roducti on

Worl d Financial Network National Bank (WFNNB), a nati onal
banki ng association, is a wholly owned subsidiary of petitioner.
In 1989, WFNNB was organi zed (and today operates) as a credit
card bank to issue credit cards to customers of petitioner’s
stores. Mast Industries (Far East), Ltd. (MFE), a Hong Kong
corporation, also is a wholly owned subsidiary of petitioner.

MFE is a controlled foreign corporation within the neaning of
section 957 and, with respect to MFE, petitioner is a U S
sharehol der within the neaning of section 951(b). ME
(Netherlands Antilles) N.V. (MFE N.V.), a Netherlands Antilles
corporation, is a wholly owned subsidiary of MFE. On January 28,
1993, MFE N. V. purchased eight certificates of deposit (CDs) from
WFNNB in the total amount of $174.9 mllion (the MFE N. V. CDs).
We nust determ ne whether, as a result of those purchases,
petitioner nust include $174,127,665 in gross income under
section 951(a)(1)(B) on account of the investnent by MFE of its

earnings in U S. property.® See sec. 956.

6 The record does not explain the discrepancy between the
$174.9 million purchase price and the $174, 127, 665 adjustnent to
gr oss i ncone.



I1. | nt ernal Revenue Code and Requl ati ons

The principal provisions of the Internal Revenue Code at
i ssue are sections 951 and 956. Sections 951 and 956 are found
in subpart F of part 111, subchapter N, chapter 1 of the Internal
Revenue Code (subpart F). Subpart F concerns itself wth
controlled foreign corporations. The term*“controlled foreign
corporation” is defined in section 957(a).’” Section 951 provides
that each U. S. shareholder of a controlled foreign corporation
shall include in gross incone certain anmounts, including “his pro
rata share (determ ned under section 956(a)(2)) of the
corporation’s increase in earnings invested in United States
property”.

In pertinent part, section 956 provides:

(a) General Rules.--For purposes of this subpart--
(1) Anmount of investnent. The anount of

earnings of a controlled foreign corporation
invested in United States property at the

! Sec. 957(a) provides:

Ceneral Rul e.--For purposes of this subpart, the term
“controll ed foreign corporation” means any foreign
corporation if nore than 50 percent of--

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

(2) the total value of the stock of such
cor porati on,
is owmed (wthin the neaning of section 958(a)), or is
consi dered as owned by applying the rules of ownership
of section 958(b), by United States sharehol ders on any
day during the taxable year of such foreign
cor porati on.
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cl ose of any taxable year is the aggregate
anount of such property held, directly or
indirectly, by the controlled foreign
corporation at the close of the taxable year,
to the extent such anmount woul d have
constituted a dividend (determ ned after the
application of section 955(a)) if it had been
di stri but ed.

(2) Pro rata share of increase for year.

* * %

* * * * * * *

(b) United States property defined.--

(1) I'n general.--For purposes of subsection
(a), the term*“United States property” nmeans any
property acquired after Decenber 31, 1962, which
is--

(A) tangi ble 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,

(1i) an invention, nodel, or design
(whet her or not patented),

(ti1) a secret fornula or process, or

(i1v) any other simlar right,
whi ch is acquired or
devel oped by the controlled
foreign corporation for use
in the United States.

(2) Exceptions.--For purposes of subsection (a),
the term“United States property” does not include--

(A) obligations of the United States,
nmoney, or deposits with persons carrying on
t he banki ng busi ness;
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(B) property located in the United
States which is purchased in the United
States for export to, or use in, foreign
countries;

(C any obligation of a United States
person arising in connection with the sale or
processing of property if the anpbunt of such
obligation outstanding at no time during the
t axabl e year exceeds the anount which woul d
be ordinary and necessary to carry on the
trade or business of both the other party to
the sale or processing transaction and the
United States person had the sale or
processi ng transacti on been nade between
unrel at ed persons;

(D) any aircraft, railroad rolling
stock, vessel, notor vehicle, or container
used in the transportati on of persons or
property in foreign commerce and used
predom nantly outside the United States;

(E) an anmount of assets of an insurance
conpany equi valent to the unearned prem uns
or reserves ordinary and necessary for the
proper conduct of its insurance business
attributable to contracts which are not
contracts described in section 953(a)(1);

(F) the stock or obligations of a
donestic corporation which is neither a
United States sharehol der (as defined in
section 951(b)) of the controlled foreign
corporation, nor a donestic corporation, 25
percent or nore of the total conbined voting
power of which, imediately after the
acqui sition of any stock in such donmestic
corporation by the controlled foreign
corporation, is owned, or is considered as
bei ng owned, by such United States
sharehol ders i n the aggregate;

(G any novable property (other than a
vessel or aircraft) which is used for the
pur pose of exploring for, devel oping,
removi ng, or transporting resources from
ocean waters or under such waters when used
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on the Continental Shelf of the United States;
[ Enphasi s added. ]

In pertinent part, section 1.956-1T(b)(4), Tenporary |ncone
Tax Regs. 53 Fed. Reg. 22163, 22165 (June 14, 1988), provides:

Treatment of certain investnments of earnings in United
States property. (i) Special Rule. For purposes of
1.956-1(b) (1) of the regulations [which, as pertinent,
par aphrases section 956(a)(1)], a controlled foreign
corporation will be considered to hold indirectly * * *
at the discretion of the District Director, investnents
in US. property acquired by any other foreign
corporation that is controlled by the controlled
foreign corporation, 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 controlled foreign corporation. * * *

[11. Summary of Argunents of the Parties

A Respondent’s Argunents

MFE controls MFE N. V., and respondent argues that a
princi pal purpose for creating, organizing, or funding MFE N. V.
was to avoid the application of section 956. Thus, respondent
woul d exercise his discretion to consider MFE as owni ng
(indirectly) any investnment in U S. property acquired by MFE N. V.
See sec. 1.956-1T(b)(4), Tenporary Incone Tax Regs. Respondent
considers the MFE N.V. CDs to be U. S. property within the neaning
of section 956(b)(1)(C (U.S. property). Thus, respondent
concludes that (1) MFE, a controlled foreign corporation,

increased its earnings invested in U S. property and
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(2) petitioner, the sole U S. sharehol der of MFE, nust include
$174,127,665 in gross inconme pursuant to section 951(a)(1)(B)

Respondent has nunerous argunents why the MFE N.V. CDs are
not deposits with persons carrying on the banking business within
t he meani ng of section 956(b)(2)(A) (sonetines, section 956
deposits). Principally, respondent argues that (1) to be in the
banki ng busi ness for purposes of section 956(c)(2)(A), an
institution nmust first be a “bank” within the neaning of section
581 (definition of bank for purposes of rules of general
application to banking institutions), and (2) since WFNNB does no
nore than operate a private |label credit card business, its
activities are too narrow to put it into “the banking business”.
Respondent al so argues that the MFE N. V. CDs did not constitute
deposits as that termis used in section 956(b)(2)(A).

Alternatively, respondent argues that, because, in
substance, the MFE NV CDs are the repatriation of earnings of a
controlled foreign corporation, they should be treated as such no
matter what steps petitioner took to color them as sonet hing
el se.

B. Petitioner’s Argunents

Petitioner denies that MFE N. V. was created, organized, or
funded to avoid the application of section 956. Moreover,
petitioner argues that the MFE N. V. CDs do not constitute U S

property since they qualify for an exception to that term as
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“deposits with persons carrying on the banking business” pursuant
to section 956(b)(2)(A). Petitioner argues that the term"the
banki ng busi ness” has no special neaning and that WNNB was

organi zed as a bank, is operated as a bank, is regulated as a
bank, and is considered a bank by various experts in banking,
finance, and economcs. Petitioner |ikew se argues that the term
“deposits” has no special neaning and the MFE N. V. CDs are
deposits both in form and substance.

| V. Di scussi on

A. | nt roducti on

As will be explained below, the provisions of subpart F here
in question were enacted to tax as dividends the repatriated
earnings of controlled foreign corporations. An exception was
made for deposits with persons carrying on the banking business.
Gven the limted purpose of WFNNB (to issue credit cards to
custoners of the stores), we find that the MFE N. V. CDs are not
“deposits with persons carrying on the banking business”, as
Congress used those words in section 956(b)(2)(A. W
i ndependently reach the sanme concl usi on based on the
rel ati onshi ps between and anong petitioner, WNNB, ME, and MFE
N.V. Therefore, we find that the $174, 127,665 i n questi on was
invested in U S. property. The details of our reasoning are as

foll ows.
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B. Deposits Wth Persons Carrying on the Banki ng Busi ness

I n argui ng whether the MFE N. V. CDs constitute section 956
deposits, the parties expend consi derable effort addressing
whet her WFNNB i s a bank. Respondent woul d have us define the
term*“bank” as it is defined in section 581, and argues that
WENNB cannot qualify under that definition since taking deposits
fromunrel ated parties does not constitute a substantial part of
its business. Petitioner’s argunent is sonewhat nore el aborate.
Petitioner argues that, since banks are in the business of
banki ng, and WFNNB i s a bank, WFNNB nust be in the business of
banki ng. Petitioner supports its mnor prem se (WFNNB i s a bank)
by showi ng that WFNNB was organi zed to carry on the busi ness of
banki ng, is authorized by the Conptroller of the Currency to do
busi ness as a national banking association, and derives its
authority from and is governed by, the National Bank Act
(currently codified in Title 12 U.S.C.). Petitioner points out
that WFNNB nay not |l egally engage in any activity but the
busi ness of banking. Petitioner concludes: “The |anguage
enact ed by Congress is unanbiguous. WNNB is a bank. It is

therefore a priori engaged in the banking business. As a matter

of law, it can do nothing else.”
We do not accept either party’ s argunent that we can
determ ne whether WFNNB i s in the banking business sinply by

determ ni ng whether WFNNB i s a bank. The question is not whether
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WFNNB i s a bank. Congress did not provide an exception for
deposits with “banks”; it provided an exception for “deposits

w th persons carrying on the banking business”. Congress did not
define the term “banki ng business”, and, although petitioner
presented expert testinony with respect to banks and banki ng,
none of petitioner’s experts claimthat the term “banking
business” is a termof art or has a well-defined neaning.

| ndeed, petitioner’s expert, Robert L. O arke, Conptroller of the
Currency from Decenber 1985 through February 1992, testified:
“During the tine | served as Conptroller of the Currency, the

i ssues of what it neans to be a ‘bank’ and exactly what
constitutes the ‘banking business’ regularly confronted the

O fice of the Conptroller of the Currency (' OCC ), Congress and
the court system including the Supreme Court.” W concl ude that
the term “deposits with persons carrying on the banking busi ness”

is anbiguous.® Cf. NationsBank, N.A. v. Variable Annuity Life

Ins. Co., 513 U.S. 251, 258, n.2 (1995) (determ ning that

Conmptrol ler of the Currency nmay determ ne what is an “incidental
powe[r] * * * necessary to carry on the business of banking” for
purposes of 12 U.S.C. sec. 24: “W expressly hold the ‘business

of banking’ is not limted to the enunerated powers in § 24

8 The parties dispute not only the neaning of the term
“deposits with persons carrying on the banking business” but also
t he neani ngs of the subordinate terns “deposits” and “banking
busi ness”. W conclude that the subordinate term “banki ng

busi ness” is anbiguous. That is sufficient for us to concl ude
that the superior term “deposits with persons carrying on the
banki ng busi ness”, is anbi guous.
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Seventh and that the Conptroller therefore has discretion to
aut hori ze activities beyond those specifically enunerated.”)

C. Court’s Function in Interpreting the Internal Revenue
Code

This Court's function in interpreting the Internal Revenue
Code is to construe the statutory | anguage to effectuate the

intent of Congress. See United States v. Am Trucking

Associ ations, 310 U. S. 534, 542 (1940); Merkel v. Conmm ssioner,

109 T.C. 463, 468 (1997); Fehl haber v. Conm ssioner, 94 T.C

863, 865, affd. 954 F.2d 653 (11th Cr. 1992); U.S. Padding Corp

v. Conm ssioner, 88 T.C. 177, 184, (1987), affd. 865 F.2d 750

(6th Cr. 1989). Both a textual analysis of the statute and a
consi deration of Congress’ purpose in enacting Subpart F are
warrant ed and appropriate to determ ne whether deposits with
WFNNB, whose activities were predomnantly limted to credit card
transactions, and which is a wholly owned subsidiary of

petitioner, are section 956 deposits. See Public Gtizen v.

United States Dept. of Justice, 491 U. S. 440 (1989). W begin by

consi dering Congress' purpose in enacting subpart F.

D. Tax Reform Acts of 1962 and 1976

Subpart F was added to the Internal Revenue Code of 1954 by
section 12 of the Revenue Act of 1962, Pub. L. 87-834, 76 Stat.
960. H R 10650, 87th Cong., 2d Sess. (1962) (H. R 10650), is
the bill that, when enacted, becane the Revenue Act of 1962. The

committee reports acconpanying H R 10650, both in the House of
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Representatives (the House) and in the Senate, discuss the
i npetus for subpart F: to wit, to end the “tax deferral”
resulting fromthe failure of our incone tax systemto tax the
foreign source incone of Anerican controlled foreign corporations
until such inconme is distributed to the corporation’s Anerican
sharehol ders as dividends. H Rept. 1447, 87th Cong., 2d Sess.
(1962), 1962-3 C.B. 405, 461; S. Rept. 1881, 87th Cong., 2d Sess.
(1962), 1962-3 C.B. 707, 784. The commttees did not attenpt to
el imnate such tax deferral conpletely, but they did address
certain “tax haven” devices. See S. Rept. 1881, supra, 1962-3
C.B. at 784. Wth respect to that portion of subpart F dealing
with investnents in U S. property (the repatriation provision),
the Commttee on Finance said: “GCenerally, earnings brought back
to the United States are taxed to the sharehol ders on the grounds
that this is substantially the equival ent of a dividend being
paid to them” S. Rept. 1881, supra, 1962-3 C.B. at 794. Accord
H Rept. 1447, supra, 1962-3 C.B. at 469. Wth respect to the
exceptions to U S. property for section 956 deposits (which both
tax witing commttees referred to as “bank accounts”) and the
other itenms contained in section 956(b)(2), the Conmttee on
Fi nance expl ai ned: “The exceptions * * * however, are believed
to be normal commercial transactions without intention to permt
the funds to remain in the United States indefinitely (except in

the case of the last category where full U S corporate tax is
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being paid).”® S. Rept. 1881, supra, 1962-3 C.B. at 794; accord
H Rept. 1447, supra, 1962-3 C B. at 4609.

Because U. S. property was defined to include, in general,
all tangible and intangible property located in the United
States, the scope of the repatriation provision proved too broad
for Congress, which, in 1976, limted it. See Tax Reform Act of
1976, Pub. L. 94-455, sec. 1021(a), 90 Stat. 1525 (addi ng section
956(b)(2)(F) and (). HR 10612, 94th Cong., 2d Sess. (1975),
is the bill that, when enacted, becane the Tax Reform Act of
1976. The conmittee reports acconpanying H R 10612, both in the
House and the Senate, state the commttees’ views that the scope
of the repatriation provision is too broad. H Rept. 94-658
(1975), 1976-3 C.B. (Vol. 2) 701, 908; S. Rept. 94-938 (1976),
1976-3 C.B. (Vol. 3) 57, 226. Both reports state that the
repatriation provision my have encouraged foreign corporations
to invest their profits abroad, with a detrinmental effect upon
the U S. balance of trade: “For exanple, a controlled foreign
corporation |ooking for a tenporary investnment for its working

capital is, by this provision, induced to purchase foreign rather

° As originally enacted, sec. 956(b)(2) contained only the
exceptions set out as secs. 956(b)(2)(A) through (E) plus an
exception for assets of the controlled foreign corporation equal
to certain accunmul ated earnings and profits already subject to
income taxation in the United States (i.e., the “last category”
referred to in the quoted | anguage fromthe report of the

Comm ttee on Finance). The exception set out as sec.
956(b) (2) (F) was added by the Tax Reform Act of 1976, Pub. L. 94-
455, sec. 1021(a), 90 Stat. 1520.
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than U.S. obligations.” H Rept. 94-658, supra, 1976-3 C. B
(Vol .2) at 908; S. Rept. 94-938, supra, 1976-3 C.B. (Vol. 3) at
226.
The Comm ttee on Fi nance expl ai ned:

In the commttee’ s view a provision which acts to
encourage, rather than prevent, the accunul ati on of
funds offshore should be altered to mnimze any

har nful bal ance of paynents inpact while not permtting
the U S. shareholders to use the earnings of controlled
foreign corporations wthout paynent of tax.

In the committee’ s view, since the investnent by a
controlled foreign corporation in the stock or debt
obligations of a related U S. person or its donestic
affiliates makes funds available for use by the U S.
sharehol ders, it constitutes an effective repatriation
of earnings which should be taxed. The classification
of other investnents in stock or debt of donestic
corporations as the equivalent of dividends is, in the
commttee’'s view, detrinental to the pronotion of
investnments in the United States. Accordingly, the
commttee’ s anendnent provides that an investnent in
U S. property does not result when the controlled
foreign corporation invests in the stock or obligations
of unrelated U. S. persons.

S. Rept. 94-938, supra, 1976-3 C.B. (Vol. 3) at 226; see al so,

H Rept. 94-658, supra, 1976-3 C.B. (Vol. 2) at 908. By the Tax
Ref orm Act of 1976, Congress added subparagraph (F) to section
956(b) (2).1° Subparagraph (F) of section 956(b)(2) provides that
U. S. property does not include stock or debt of a donmestic
corporation (unless the corporation is itself a U S. sharehol der

of the foreign controlled corporation) if the U S. sharehol ders

10 Congress al so added subparagraph (G to sec. 956(b)(2),
whi ch deals with certain oil drilling rigs used on the U S
continental shelf and is not relevant to our discussion.
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of the controlled foreign corporation have | ess than 25-percent
control of the donestic corporation.

E. Analysis

1. The Banki ng Busi ness

The repatriation provision was enacted in 1962 on the theory
that the repatriation of previously untaxed (by the United
States) earnings by a controlled foreign corporation was
substantially the equivalent of a dividend being paid to the U S
shar ehol ders of that corporation (dividend equival ency theory).
Excepted were a group of transactions that the tax witing
commttees believed were “normal commercial transactions w thout
intention to permt funds to remain in the United States
indefinitely”. S. Rept. 1881, supra, 1962-3 C.B. at 794; accord
H Rept. 1447, supra, 1962-3 C.B. at 469. One such exception is
for “deposits with persons carrying on the banking business”.

The phrase “carrying on the banking business” is a phrase

nmodi fying (and, thus, describing or limting) the noun “persons”.
The phrase expresses an action required of such persons. That
action is to carry on “the banking business”. Congress' use of
the definite article “the” to nodify the subordinate term
“banki ng busi ness” indicates a purpose to particularize the
activity or activities required of such persons. Such persons
must do sonmething in particular: They nust carry on (i.e.,
conduct) a business. Not any business, but the banking business;

not a banki ng busi ness (which woul d suggest a variety of
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busi nesses that would qualify) but the banking business. Qur
textual analysis convinces us that Congress did not intend that
the term "persons carrying on the banking business" apply to
every person that is conducting one or nore of the activities
that are considered to be part of a banking busi ness by any
statute, agency, or industry. Therefore it is not sufficient for
petitioner to prove that the activities and business that WNNB
carried on were a banking business. Rather, the issue is whether
WFNNB was “carrying on the banking business”, as those terns are
used in section 956(b)(2)(A). (Enphasis added.)

From the context of the term “the banking business” we infer
t hat Congress neant a group of activities carried on to aid the
donesti c business activities of controlled foreign corporations.
For exanple, section 956(b)(2)(B) and (C) except, fromthe
definition of U S. property, property that is purchased for
export and loans to U S. sellers or processors of the controlled
foreign corporation's property. W believe that a person
carrying on the banking business, for purposes of section
956(b)(2) (A), nust, at the very |east, provide banking services
useful to a controlled corporation engagi ng in business
activities in the United States. Qur conclusion that Congress
had a group of business-facilitating activities in mnd is
bol stered by the tax witing conmttees’ stated belief that the
exceptions to the definition of U S. property were for “nornal

commercial transactions wthout intent to permt the funds to
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remain in the United States indefinitely”. Both tax witing
committees used the term *“bank accounts” to describe the deposits
exception. A dictionary definition of the term "bank account"”
is: "an account with a bank created by the deposit of noney or
its equival ent and subject to withdrawal of noney (as by check or
passbook)". Webster's 3d New International Dictionary 172 (1993)
(simlar in second edition, 1934). \Wile not dispositive of
Congressional intent, the use of the term "bank accounts", as
defined in the dictionary for many years, is yet another
i ndication that the deposit exception was neant to enconpass
banki ng functions (e.g., the ability to wite checks) that would
facilitate the controlled foreign corporation s business.

In H Rept. 1447, the Commttee on Ways and Means reported:
“Certain exceptions * * * [to the House's definition of U S
property] are made but these apply only where the property
| ocated within the United States is ordinary and necessary to the
active conduct of the foreign corporation's business or
substantially the sane trade or business”. H Rept. 1447, supra,
1962-3 C.B. at 469 (enphasis added). H R 10650 as passed by the
House (the House bill) dealt nore strictly with a controlled
foreign corporation’s investnent of its earnings than did the
provi sion substituted by the Senate (which substitute was
accepted by the House). To escape tax, the House bill would have
required earnings invested outside of the United States (and the

few exceptions for donmestic investnents) to be invested in noney
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or property “ordinary and necessary for the active conduct of a
qualified trade or business” (the active conduct restriction).
H R 10650, 87th Cong., 2d Sess., sec. 13(a) (1962). The Senate
elimnated that restriction. It retained virtually unchanged,
however, the | anguage of the House bill describing the few
permtted donestic investnents. Since the House undoubtedly
understood that | anguage to describe investnents satisfying the
active conduct restriction, it can be inferred by the Senate's
nearly verbati madoption of the sane |anguage that it al so
understood that | anguage to describe investnents satisfying the
active conduct restriction, notwthstanding its elimnation of
that restriction with respect to all foreign investnments and
U.S. investnents of earnings that had been subjected to
U S. taxation.

We are m ndful that the exceptions to the definition of U S.
property provided in section 956(b)(2)(A) include an exception
for "obligations of the United States", which, of course, could
include a long-terminvestnent, such as a 30-year Treasury bond.
This fact does not alter our conclusion that Congress intended to
limt section 956(b)(2)(A), in general, and the section 956
deposit exception, in particular, to business facilitating
activities. It was only natural for Congress to encourage any
form of deposit of offshore earnings with the U S. Governnent.

G ven our conclusion as to the nmeaning of the term*“the

banki ng business”, we are satisfied that the activities of WNNB
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do not satisfy it. WNNB s articles of association significantly
l[imt its banking activities:

The associ ation
(i) wll engage only in credit card operations;
(ti) wll not accept demand deposits or deposits that
t he depositor may w thdraw by check or simlar
means for paynment to third parties or others;

(tiit) wll not accept any savings or tine deposit of |ess
t han $100, 000;
(tv) wll maintain no nore than one office that accepts
deposits;
(v) wll not engage in the business of nmaking comrercial

| oans; * * *

WFNNB i s a special purpose institution that is not of much
use to a foreign business custoner seeking banking services
except as the issuer of a private-label credit card or as the
reci pient of large deposits of funds that are not needed
i medi ately. Those are insufficient services for us to concl ude
that WFNNB was “carrying on the banki ng business” as Congress
used that phrase in section 956(b)(2)(A).

2. Di vi dend Equi val ence

As originally enacted, in 1962, the repatriation provision
classified as U S. property virtually all investnents by a
controlled foreign corporation of its earnings in the United
States. There was little, if any, reason for Congress to include
a related-party restriction in the exception for section 956

deposits. ! By 1976, however, the tax witing conmttees of

1 From the enactment of the Bank Hol di ng Conpany Act of 1956

(BHCA), Pub. L. 91-607, ch. 240, 70 Stat. 133, currently codified

at 12 U. S.C. secs. 1841-1850 (1994), until its anmendnent by the
(conti nued. ..)



- 33 -
Congress had recogni zed that the repatriation provisions had
di scouraged i nvestnents that would be favorable to the U. S.
bal ance of paynents. Congress addressed that problem by addi ng
two additional exceptions to the definition of U S. property:
subpar agraphs (F) (certain stock or debt investnents) and
(G (certain oil drilling rigs). The subparagraph (F) exception
is limted to stock or debt of unrel ated donestic corporations.
The Conm ttee on Finance cautioned that it did not wish the | aw
to be changed to permt the U S. shareholders of a controlled
foreign corporation to use the earnings of the corporation
w t hout paynent of tax. H Rept. 94-658, supra. S. Rept. 94-
938, supra. Congress did not anend the section 956 deposit
exception to except only deposits with unrel ated persons. That

i s understandabl e, however, since BHCA prohibited nonbank hol di ng

(... continued)

Bank Hol di ng Conpany Act Anendnments of 1970 (BHCA 1970
Amendnents), Pub. L. 91-607, 84 Stat. 1760, a bank hol di ng
conpany was defined as a conpany having control over two or nore
banks. The BHCA woul d, thus, not have inpeded a nonbanki ng
conpany, such as petitioner, fromowning a single bank.
Nevert hel ess, petitioner has failed to show us that, in 1962
(when subpart F was enacted), that possibility was any nore than
theoretical. See S. Rept. 91-1084 (1970), 1970 U S.C. C A N.

p. 5519, 5522 (acconpanying H R 6778, which was enacted as BHCA
1970 Amendnents, and describing "the theoretical freedom of a
one- bank hol di ng conpany to engage in any business, or acquire
anything it desires (subject to antitrust laws)"; Conf. Rept. 91-
1747 (1970), 1970 U.S.C.C A N., p. 5561, 5562 (al so acconpanyi ng
H R 6778 and stating that, “[i]n the late 1960's”, nonbank

cor porations began acquiring one bank, “thus m xi ng banki ng and
nonbanki ng in conplete contravention of the purpose of both
Federal banking | aws going back to the 1930's and t he Bank
Hol di ng Conmpany Act of 1956.7)
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conpani es from owni ng banks.!? Petitioner has offered no policy
reason why Congress would permt deposits (particularly deposits
for an indefinite period) with a rel ated bank but prohibit
investnments in a related corporation. |In response to
petitioner's argunment that the phrase "deposits with persons
carrying on the banking business" has a plain nmeaning (an
argunent we reject), we note that, when the adherence to the
"plain meani ng" of a statute produces an unreasonable result
"plainly at variance with the policy of the legislation as a
whol e", it is proper to follow that purpose, rather than the

literal words. United States v. Am Trucki ng Associations, |Inc.,

310 U. S. 534, 543-544 (1940)(internal quotation omtted); see

also United States v. Ron Pair Enter., 489 U S. 235, 242 (1989).

Further, "[w]je nmay then | ook to the reason of the enactnent and
inquire into its antecedent history and give it effect in
accordance with its decision and purpose, sacrificing, if
necessary, the literal neaning in order that the purpose may not

fail.” U.S. Padding Corp. v. Conmni ssioner, 88 T.C. 177, 184

(1987), affd. 865 F.2d 750 (6th Gr. 1989). W believe that a
related party prohibition is inplicit in the exception for

section 956 deposits. Such a prohibition is necessary to give

12 Undoubt edl y, Congress believed that it had forecl osed that
possibility in 1970 when it enacted BHCA 1970 Anendnents. See
supra note 11. By 1987, nonbank conpani es had found a | oophole
(t he nonbank | oophole) in BHCA, which Congress enacted CEBA to
cl ose. See supra note 3. Commercial firnms, however, did not
begin to exploit the nonbank | oophole until the early 1980s.
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effect to the dividend equival ence theory that underlies the
repatriation provision.® |f we find that the purchase of the
MFE N.V. CDs anmobunts to the use of the earnings of a controlled
corporation by a U S. sharehol der, we believe that such purchase
nmust be regarded as an increase of earnings invested in U S
property (and not a section 956 deposit).

On January 28, 1993, MFE N. V. purchased the (eight) MFE N. V.
CDs from WENNB for $174.9 mllion, Each CD was for a term of
1 year, showed an annual interest rate of 3.1 percent, and

provided that it was a “nonnegotiable and nontransferable tine

13 Petitioner argues that a limtation of the sec. 956 deposits
exception to unrel ated-party deposits would render that exception
"superfluous" in light of sec. 956(b)(2)(F). According to
petitioner, because sec. 956(b)(2)(F) permts a controlled
foreign corporation's earnings to escape U S. taxation when
invested in the obligations of an unrelated U.S. corporation, it
woul d serve no purpose to interpret the sec. 956 deposits
exception as acconplishing the same result with respect to
obligations in the formof deposits with a donmestic corporation
carrying on the banking business. The sec. 956(b)(2) (A
exception, however, applies to "deposits with persons carrying on
t he banki ng busi ness”, whereas the sec. 956(b)(2)(F) exception
applies to "obligations of a donestic corporation.” A person
carrying on the banki ng business need not be a corporation. See,
e.g., Mass. Gen. Laws Ann. ch. 167, sec. 1 (1997) defining "Bank"
to include "any individuals, association, partnership or
corporation * * * doing a banking business in the commonweal t h";
see also N.D. Cent. Code sec. 6-01-02 (1995) defining the terns
"banki ng associ ation" and "state banking association” to include
“l'imted liability conpanies, partnerships, firns, or
associ ati ons whose business in whole or in part consists of the

t aki ng of noney on deposit”. Although our interpretation of the
sec. 956 deposits exception narrows its scope, we concl ude that
it cannot be interpreted to permt deposits by controlled foreign
corporations with a related person carrying on the banking

busi ness to go untaxed and still remain consistent with the clear
overall legislative intent to tax investnments in related U. S.
persons.
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deposit”. Each also provided: “This Tine Deposit shall renew
automatically for a like termunless and until notice of
w thdrawal is presented at the Bank wwthin * * * seven cal endar
days after the maturity date". On January 28, 1993, WNNB
transferred the $174.9 million received fromME N V. to Limted
Services to reduce the bal ance outstanding under a line of credit
extended to WFNNB by Lim ted Servi ces.

WNNB is a wholly owned subsidiary of petitioner, and,
therefore, the reduction of WEFNNB's |ine of credit balance to
Limted Service directly benefited petitioner. As we shall
explain in the next section of this report, we find that
respondent did not abuse his discretion in attributing the MFE
N.V. Cbs to MFE. W therefore view the purchase of the MFE N. V.
CDs as a repatriation of the earnings of MFE. Because t hat
repatriation made the earnings of MFE (a controlled foreign
corporation) available for use by its only U S. sharehol der
(petitioner), we find that the repatriation was substantially the
equi val ent of a dividend being paid by MFE to petitioner. The
purchase of the MFE N. V. CDs was an investnent in U S. property.
The exception for section 956 deposits is unavail abl e.

F. Section 1.956-1T(b)(4), Tenporary |Incone Tax Regs.

Section 1.956-1T(b)(4), Tenporary Incone Tax Regs., 53 Fed.
Reg. 22165 (June 14, 1988), enpowers respondent to attribute to

MFE the MFE N. V. CDs if one of the principal purposes for
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creating, organizing, or funding MFE N.V. was to avoid the
application of section 956 with respect to MFE

Petitioner argues that the purpose of organizing MFE N. V.
was to inject an additional corporate |ayer between MFE and the
deposits to WFNNB “to i nprove the efficacy of the deposits as
protection agai nst expropriation” by the People s Republic of
Chi na, which was schedul ed to take over Hong Kong in 1997. That
was the testinony of Kenneth B. Gl nman, petitioner’s executive
vice president-finance and chief financial officer. Wen asked,
however, why that was the case, M. Glman replied that he was
not exactly sure. Tinothy B. Lyons is and, during the years in
i ssue, was petitioner’s vice president-tax. H's responsibilities
i ncl ude conpliance, tax planning, and adm nistration of the tax
function at petitioner. He is intimtely famliar with the
busi ness activity of MFE. Like M. G lman, he also testified
that the purpose of formng MFE N.V. was to protect against
expropriation. Indeed, he testified that it was the “sole”
purpose for organizing MFE N.V. On cross-exam nation, M. Lyon
was asked why no consideration had been given to formng a
donestic (United States) subsidiary of MFE to protect against
expropriation. He responded: “It didn't really acconplish
anything fromthe asset protection side * * * but * * * there is

no question it would have been deened a dividend or sonething at
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that point.”! Further, petitioner decided to invest MFE' s funds
in WFNNB before MFE N. V. was organi zed. Whether MFE N. V. was
organi zed for asset protection purposes we need not say. W do
bel i eve, however, that that was not the sol e purpose of
organi zing MFE N.V. W believe that a principal purpose of
organi zing and funding MFE N. V. was to avoid having the $174.9
mllion capital contribution result in subpart F income pursuant
to section 956. Further, we believe that another principal
purpose was to limt any subpart F incone inposed pursuant to
section 956 to MFE N. V.'s earnings and profits, which were
negligible. Thus, we find that a principal purpose for creating,
organi zing, and funding MFE N. V. to purchase the MFE N. V. CDs,
rather than using a donestic corporation or having ME purchase
the CDs directly, was to avoid the application of section 956.
M. Lyon's testinony supports that conclusion. Accordingly, the
MFE N. V. CDs are attributed to MFE pursuant to section 1.956-
1T(b) (4), Tenporary Incone Tax Regs., supra.

G Concl usi ons

At the close of 1993, MFE held the MFE N.V. CDs. The ME

N.V. CDs were U.S. property and not section 956 deposits.

14 It is possible that M. Lyon's concern related to sec.
956(b) (1) (B), pursuant to which MFE s increase in earnings
invested in the stock of a donestic corporation would have
resulted in subpart F inconme to petitioner to the extent of such
i ncrease.



V. Concl usion

To the extent respondent determ ned a deficiency in tax on
the basis that petitioner nmust include $174, 127,665 in gross
i ncone under section 951(a)(1)(B), that deficiency in tax is

sust ai ned.

An appropriate order

will be issued.




