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On Jabberwocky, Tumtum
Trees and the Active Financing
Exception to Subpart F

By Matthew Stevens

Matthew Stevens analyzes the criteria necessary to qualify for the

active financing exception under Code Sec. 954(h), which provides

that “qualified banking or financing income” of an “eligible

controlled foreign corporation” does not constitute foreign

personal holding company income.

Twas brillig, and the slithy toves
Did gyre and gimble in the wabe:
All mimsy were the borogoves,
And the mome raths outgrabe.

“Beware the Jabberwock, my son!
The jaws that bite, the claws that catch!
Beware the Jubjub bird, and shun
The frumious Bandersnatch!”

He took his vorpal sword in hand:
Long time the manxome foe he sought —
So rested he by the Tumtum tree,
And stood awhile in thought.

And, as in uffish thought he stood,
The Jabberwock, with eyes of flame,
Came whiffling through the tulgey wood,
And burbled as it came!

One, two! One, two! And through and through
The vorpal blade went snicker-snack!

Matthew Stevens is a Partner in the International Tax Group
for the law firm of Alston & Bird. He has also served as special
counsel to the Chief Counsel for the IRS. He advised the Chief
Counsel regarding published guidance, including regulations,
revenue rulings and notices involving contingent convertible
debt instruments, prepaid forward contracts, debt-forward con-
tract units, partnership options and notional principal contracts.

He left it dead, and with its head
He went galumphing back.

“And, has thou slain the Jabberwock?
Come to my arms, my beamish boy!
O frabjous day! Callooh! Callay!’
He chortled in his joy.

Twas brillig, and the slithy toves
Did gyre and gimble in the wabe:
All' mimsy were the borogoves,
And the mome raths outgrabe."

I. Introduction

The poem Jabberwocky in THROUGH THE LOOKING
Grass provides a perfect metaphor for understanding
Section 954(h) of the Internal Revenue Code (“the
Code”).? Like Code Sec. 954(h), Jabberwocky darkly
hints at fantastic constructs. Yet the potential benefits
of this subsection are sufficiently great that it is well
worth braving the frumious Bandersnatch of the 70/30
test, or the Jubjub bird of the predominantly engaged
test in order, finally, to behead the Jabberwock of
current income inclusion under Subpart F.

As a general rule, if a controlled foreign corporation
(CFC) receives income from interest or dividends, or
recognizes gain from the sale of property that produces
interest or dividends, such income or gain constitutes
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foreign personal holding company income, which in
turn is a type of Subpart F income. Accordingly, the
U.S. shareholder of the CFC—I assume throughout this
article that there is only one—must generally include
such amount in income, after it has been reduced by all
properly allocated deductions. However, at least until
December 31, 2008, for calendar year taxpayers, Code
Sec. 954(h) provides that foreign personal holding
company income does not
include “qualified banking
or financing income” of an
“eligible controlled foreign
corporation.” The interre-
lationships between these
two principal concepts as
well as the policy choices
reflected in their elabora-
tion make for some pretty
tough tax lawyering. This
article will explain why.

The article consists of
five main parts. The first
part is this introduction.
The second part deals with the requirement for a CFC
to be eligible to earn qualified banking or financing
income. The third part deals with the definition of
qualified banking or financing income itself. The
fourth deals with the manxsome anti-abuse rules that
gird Code Sec. 954(h). The fifth part makes recom-
mendations for change.

I1. Eligibility

As noted above, the first requirement for slaying the
jabberwock of Code Sec. 954(h) is that the CFC earn-
ing the income must be an “eligible” corporation. In
order to be eligible, the CFC must (1) be predomi-
nantly engaged in the active conduct of a banking,
financing or similar business and (2) conduct sub-
stantial activity with respect to that business.

Predominantly Engaged

The “predominantly engaged” test, in turn, can be sat-
isfied in any of three ways: the licensed bank test, the
70/30 test and the registered securities dealer test.

The Licensed Bank Test
U.S. Licensed Bank

The licensed bank test would, at first blush, seem to
be fairly straightforward. Under the statute, the test

34

In several instances, taxpayers have
been permitted to rely on those
so-called phantom regulations, on
the theory that the Treasury could
not deny a benefit to a taxpayer
that Congress clearly wanted the
taxpayer to have, merely by failing
to write regulations that Congress
wanted the Treasury to write.

will be satisfied if the CFC is engaged in the active
conduct of a banking business and either (1) is an
institution licensed to do business as a bank in the
United States or (2) is any other corporation, not so
licensed, that is specified by the Secretary in regula-
tions.” Putting aside, for the time being, the question of
what it means to be engaged in the active conduct of
a banking business, the corporation must either be “li-
censed to do business as a
bank in the United States”
by federal or state bank
regulatory authorities or
be another institution de-
scribed by the Secretary
in regulations (none of
which have been pro-
mulgated, as more fully
discussed later).*

It is odd, when one
thinks about it, that the
statute is focused on the
legal right of the foreign
corporation to conduct a
banking business in the United States. It is generally
not regarded as sound tax planning for a U.S.-based
multinational to conduct its U.S. based business
through a CFC.s Thus, absent tax planning done
specifically to qualify a CFC as an active bank, it
is not clear that a CFC would normally have a U.S.
banking license in the ordinary course of its business.
Congress must have understood this when it included
holding a U.S. banking license as one method for
establishing eligible corporation status. What is not
clear, however, is whether Congress believed that the
U.S. parent would conduct a portion of its business
in the United States through the CFC and accept the
substantial tax detriment that came with it, or, instead,
believed that the CFC could obtain a U.S. banking
license even though it did not intend to conduct any
business in the United States.

If the latter is the case, it is not clear that a U.S.
federal or state banking regulator would be willing
to approve a banking license for a foreign corpora-
tion with an avowed intention not to lend money
to any U.S. borrowers, or accept deposits from U.S.
depositors. It may be possible for the CFC to make a
few loans to U.S. customers (perhaps from a treaty
jurisdiction with a zero-percent withholding tax rate
on interest), and thereby satisfy a regulator’s desire to
see some business activity in the United States while
avoiding unpleasant tax consequences.




In the alternative, it may also be possible for the
CFC to set up a U.S. LLC, obtain a state banking li-
cense for it, and then check the box to disregard the
LLC for U.S. federal income tax purposes, with the
goal of having the CFC that owned the LLC viewed
for U.S. federal income
tax purposes as having
received the license. If this
were possible, such an
LLC would need to avoid
receiving any deposits that
are insured under the Fed-
eral Deposit Insurance Act
or a similar federal statute.
Otherwise, it would be a
per se corporation, and
could not elect to be dis-
regarded. It is possible, however, that the LLC could
accept deposits that were not insured by the Federal
Deposit Insurance Corporation (FDIC).

“Foreign Licensed Banks”

As noted above, Code Sec. 954(h)(2)(B)(ii) extends
the “active conduct of the banking business” designa-
tion not only to U.S. licensed banks, but also to “any
other corporation not so licensed which is specified
by the Secretary in regulations.” Given the potential
tax detriment involved in conducting a substantial
banking business in the United States through a
foreign corporation, on the one hand, or obtaining
a license from a state or U.S. federal bank regulator
in the absence of such U.S.-based business on the
other hand, many taxpayers will consider whether
a CFC with a foreign banking license may meet the
eligibility criteria for the active financing exception.
Those taxpayers will immediately face the uffish real-
ity that the Treasury has not promulgated any such
regulations, nor do any such implementing regula-
tions even appear on the current business plan. Can
taxpayers nevertheless go galumphing on down the
road in reliance on this provision?

Numerous authorities deal with the issue of
whether either the taxpayer or the government may
in effect rely on regulations that the government was
directed to write, but did not. In several instances,
taxpayers have been permitted to rely on those so-
called phantom regulations, on the theory that the
Treasury could not deny a benefit to a taxpayer that
Congress clearly wanted the taxpayer to have, merely
by failing to write regulations that Congress wanted
the Treasury to write.” And it is quite clear from the
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In general, the Code takes a
somewhat schizophrenic approach
to allocating interest expense of
a corporation that does business
through separate legal entities that
are disregarded for U.S. income
tax purposes.
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legislative history of Code Sec. 954(h) that Congress
did want the Treasury to expand upon the list of sov-
ereign licensing authorities that could, in effect, make
a taxpayer an eligible corporation. Congress referred
specifically to the proposed regulations then (and
now) existing under the
active banking exception
to the passive foreign in-
vestment company rules,
stating that:

[ilt generally is intended
that these requirements
[i.e.,in Code Sec. 954(h)]
for the active conduct of
a banking or securities
business be interpreted
in the manner provided in the regulations pro-
posed under prior law section 1296(b) (as in effect
prior to the enactment of the Taxpayer Relief Act
of 1997). See Prop. Treas. Reg. §1.1296-4 and
§1.1296-6. Specifically, it is intended that these
requirements include the requirements for foreign
banks under Prop. Treas. Reg. §1.1296-4, as cur-
rently drafted. However, it is not intended that
these requirements be considered to be satisfied
by a CFC merely because it is a qualified bank
affiliate or a qualified securities affiliate within
the meaning of the proposed regulations under
former section 1296(b).

Thus, the legislative history not only indicates con-
gressional intent generally as to what corporations
should satisfy the requirements, but refers specifically
to proposed regulations already issued by the IRS in
a closely analogous area, and even to modifications
that Congress wanted the Treasury to make to the
principles embodied in those regulations when it is-
sued regulations under Code Sec. 954(h). Moreover,
the proposed regulations under former Code Sec.
1296 have a retroactive effective date. This suggests
that the Treasury had a high level of confidence that
the positions espoused in those proposed regulations
were consistent with the underlying statute. Congress,
of course, knew of the retroactive effective date in
the proposed regulations when it drafted Code Sec.
954(h) in 1998. This immediate effective date also
means that the U.S. shareholders of a foreign corpo-
ration with a foreign banking license could clearly
achieve deferral under current law if the foreign cor-
poration was not a CFC (i.e., if U.S. persons owning
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at least 10 percent of the voting power of the stock
of such corporation did not collectively own more
than 50 percent of the vote or value of such stock).’
Given this outcome, there is no policy justification
for requiring current inclusion of the corporation’s
income in the hands of its U.S. shareholders merely
because those U.S. shareholders satisfy the stock
ownership threshold of Code Sec. 957(b).

On the other hand, when a delegation of author-
ity provided that a particular Code section “shall
apply only to the extent
provided in regulations
prescribed by the Secre-
tary,” the Tax Court has
refused to find or apply
phantom regulations." It is
very difficult to read into
the statutory language of
Code Sec. 954(h)(2)(B)(ii),
as opposed to the legisla-
tive history, any intention
by Congress to require regulations to be written. On
still another hand (how many hands does that make?),
courts have not tended to focus on the specific statu-
tory grant of authority (e.g., “shall prescribe” versus
“may prescribe”), but have instead sometimes asked
whether Congress intended to delegate a policy deci-
sion to the Treasury (in which case the court would be
less likely to intervene) or instead expressed a clear
policy view itself for implementation by the Treasury
(in which case the court would be more likely to
intervene)." Here, the detailed language in the Senate
Finance Committee Report supports the conclusion
that, while Congress did not wish to micromanage the
Secretary’s workload, it did intend to permit taxpayers
to rely on the foreign bank licensing rules contained
in the active banking exception for Passive Foreign
Investment Companies (PFICs).

In particular, a taxpayer with favorable facts would
seem to have a strong likelihood of persuading the
IRS not to challenge reasonable positions taken in
reliance on the legislative history of Code Sec. 954.
Consider a Dutch banking corporation, licensed and
heavily regulated by the Dutch banking authorities,
that regularly accepts deposits and makes loans to
residents of the Netherlands, Belgium and France.
Assume further that the corporation does not qualify
for the 70/30 test as hereinafter discussed because
less than 30 percent of its business is with Dutch
customers. s it really consistent with the intention
of Congress in enacting Code Sec. 954(h) that such

36

Because only income from
transactions with customers outside
the United States constitutes
qualified banking or financing
income, it is essential to determine
the location of a customer.

a corporation will be denied the deferral benefit of
Code Sec. 954(h), until the Treasury gets around to
writing regulations on the point? One imagines that,
as a practical matter, an international examiner who
raised the issue on examination of such a taxpayer’s
return would be quietly advised by the IRS National
Office to drop the issue.”

Assuming taxpayers can rely on the intent of Con-
gress as expressed in the Senate Finance Committee
Report, the question then becomes one of determin-
ing what is required to
satisfy the “licensed bank”
test. Under Proposed Reg.
§1.1296-4(b)(2), in order
for a foreign corporation
to be an “active bank,” it
must meet the licensing
requirements of Proposed
Reg. §1.1296-4(c), ac-
tively conduct a banking
business that is a trade
or business within the meaning of Temporary Reg.
§1.367(a)-2T(b)(2), meet the deposit-taking require-
ments of Proposed Reg. §1.1296-4(d), and meet the
lending requirements of Proposed Reg. §1.1296-4(e).
These requirements are discussed below.

In order to satisfy the licensing requirement of
Proposed Reg. §1.1296-4(c), a foreign corporation
must be licensed or authorized (1) to accept deposits
from residents of the country in which it is chartered
or incorporated and (2) to conduct, in that country,
one or more of the banking activities described in
Proposed Reg. §1.1296-4(f)(2). Disturbingly, the
Proposed Regulations provide that in no case will a
foreign corporation satisfy the licensing requirements
if one of the principal purposes for its obtaining a
license or authorization was to satisfy the require-
ments of the Proposed Regulations. This test of “a
principal purpose” may impose a substantial obstacle
to routine tax planning. In particular, if a CFC is con-
templating obtaining a foreign banking license, and
the IRS can show that the foreign corporation knew
of the tax benefit that obtaining the license would
make possible, the IRS could plausibly argue that the
“a principal purpose test” is satisfied. The taxpayer
could in response point to the existence of even lower
triggers for the application of an “intent” based test,
including the “a significant purpose” test found in
Code Secs. 6662A and 6662, and the “with a view”
test that appears in several places in the Regulations.'
The existence of these lower standards indicates that




a principal purpose test should be understood to
require a fairly strong showing by the IRS (albeit not
as strong as required under “the principal purpose”
test), such that the taxpayer should prevail if it could
show that it would have gotten the foreign banking
license even in the absence of an applicable deferral
provision. Nonetheless, the threat potential of this “a
principal purpose” argu-
ment remains troubling.

In terms of an activity
level, the taxpayer must
actively conduct a trade or
business.'* Under Tempo-
rary Reg. §1.367(a)-2T(b)
(2), a trade or business
is generally defined as a
“specific unified group of
activities that constitute
(or could constitute) an independent economic en-
terprise carried on for profit.” A group of activities
must ordinarily include every operation that forms a
part of, or a step in, a process by which an enterprise
may earn income or profit.’s One or more activities
may be carried on by independent contractors under
the direct control of the CFC, although doing so may
cause the corporation to fail the “active conduct”
test, discussed next.

The “active conduct” element of the test does not
focus on the activity level of the business conducted
in the name of the corporation; rather, it focuses on
the degree to which the corporation itself conducts
those activities through its own employees, as op-
posed to operating through independent contractors.
Accordingly, under Temporary Reg. §1.367(a)-2T(b)
(2), a corporation generally conducts a trade or
business only if the officers and employees of the
corporation carry out substantial managerial and
operational activities. Incidental activities may be
carried out by independent contractors, but such
activities will be disregarded in determining whether
the officers and employees of the corporation carry
out substantial managerial and operational activi-
ties. Thus, it appears that a corporation can contract
out many of its activities, but must have at least one
employee who exercises oversight functions over the
activities performed by the contractors.

The deposit-taking requirement of Proposed Reg.
§1.1296-4(d) is considerably more straightforward.
To satisfy this requirement, the foreign corporation
must, in the ordinary course of its trade or business,
regularly accept deposits from customers who are
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While anti-abuse rules are generally
challenging for tax advisors, the
Code Sec. 954(h) anti-abuse rules
are, as a whole, considerably more
worrisome than most other anti-
abuse rules, for two reasons.
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residents of the country in which it is licensed or
authorized, and the amount of deposits shown on
the corporation’s balance sheet must be substantial.'s
Whether the amount of deposits (including inter-
bank deposits) shown on a corporation’s balance
sheet is substantial depends on all of the facts and
circumstances, including whether the corporation’s
capital structure and fund-
ing sources as a whole are
similar to that of banking
institutions engaged in the
same types of activities
and subject to the juris-
diction of the same bank
regulatory authorities. It is
not clear what constitutes
a “deposit” for purposes
of this section. This may
depend on the form of the transaction, as well as
whether the acceptance of the deposit subjects the
corporation to regulatory requirements (e.g., the
foreign equivalent of FDIC insurance). This require-
ment should be relatively easy to satisfy for a CFC
that is actively engaged in the banking business, as
envisioned by Congress.

Similarly, the lending activities test of Proposed
Reg. §1.1296-4(e) is fairly straightforward. To satisfy
this test, a corporation must regularly make loans to
customers in the ordinary course of its trade or busi-
ness. This, in turn, requires the extension of credit
made pursuant to a loan agreement entered into in the
ordinary course of the corporation’s banking business.
A debt instrument generally will not be considered
a loan for purposes of the “lending activities” test if
the instruments are not treated as loans (but rather
are treated as securities or other investment assets)
for financial statement purposes. The practitioner
seeking ready analogies for guidance will find no
lack of them here. One particularly relevant analogy,
upon which much ink has been spilled,'” is whether
a foreign investor (e.g., a foreign hedge fund) that
regularly acquires loans is engaged in the business of
lending money to U.S. persons, or whether it instead
qualifies for the benefits of the securities trading safe
harbor in Code Sec. 864(b)(2).

The 70/30 Test

For taxpayers who are cannot satisfy the U.S. banking
license test, and who are unwilling to risk reliance on
the foreign bank test (and are not dealers in securi-
ties), there is only one choice if they are to hear the
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delightful snicker-snack of the vorpal blade of income
deferral. They must gyre (and perhaps also gimble) in
the wabe of the so-called 70/30-percent test.'* Under
the “70-percent” component of the 70/30 test, more
than 70 percent of the gross income of the CFC must
be derived from the active and regular conduct of a
lending or finance business from transactions with
customers that are not related persons.'” Transactions
with customers located in the United States are not
taken into account in determining whether the 70-
percent test is satisfied. The statute does not provide
guidance as to what constitutes the “active and regular
conduct” of a lending or finance business. However,
a CFC is considered to be engaged in a lending or
finance business if is engaged in the business of (1)
making loans; (2) purchasing or discounting accounts
receivable, notes (including loans) or installment ob-
ligations; (3) engaging in leasing (including entering
into leases and purchasing, servicing, and dispos-
ing of leases and leased assets); (4) issuing letters of
credit and providing guarantees; (5) providing charge
and credit card services; or (6) rendering services or
making facilities available in connection with the
foregoing activities carried on by the corporation
rendering such services or facilities, or by another
corporation t is a member of the same affiliated group
(determined without regard to the exclusion of the
foreign corporation in determining whether a corpora-
tion is a member of an affiliate group).? Furthermore,
the transactions must be with customers who are not
related persons. (The term “customer” is defined infra
at Part Il under heading “The ‘Non-U.S. Customer’
Test,” subheading “Who Is a ‘Customer?’”)

“Brokers and Dealers in Securities”

The final path to qualifying as an “eligible” corpora-
tion is being a registered securities broker or dealer.
This status will exist if the CFC is engaged in the
active conduct of a securities business and is regis-
tered as a securities broker or dealer under Section
15(a) of the Securities Exchange Act of 1934 or is
registered as a government securities broker or dealer
under Section 15C(a) of such Act.?? Additionally, the
test will be satisfied if the corporation is any other
corporation not so registered that is specified by the
Secretary in regulations.” This language obviously
raises the same concerns regarding the applicability
of phantom regulations as the licensed bank test, and
those concerns generally should be resolved along
the same lines. The legislative history relating to the
regulations to be issued governing the registered
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broker or dealer test generally reads similarly to the
legislative history relating to the regulations to be
issued governing foreign licensed banks. Thus, the
House Report provides that:

It generally is intended that these requirements
for the active conduct of a banking or securities
business be interpreted in the manner provided
in the regulations proposed under prior law sec-
tion 1296(b) (as in effect prior to the enactment of
the Taxpayer Relief Act of 1997). See Prop. Treas.
Reg. Secs. 1.1296-4 and 1.1296-6.

However, the House Report then goes on to state
that, “it is intended that these requirements include
the requirements for foreign banks under Proposed
Treas. Reg. Sec. 1.1296-4 as currently drafted.” The
legislative history does not contain a correspond-
ing statement regarding Proposed Reg. §1.1296-6
(dealing with registered securities brokers or deal-
ers), and the argument for attaining securities dealer
status based on a foreign broker-dealer license is
thus slightly weaker than the argument for attain-
ing bank status based on a foreign banking license.
However, because the legislative history does refer
to a comprehensively drafted proposed regulation
(Proposed Reg. §1.1296-6), a taxpayer may still feel
comfortable taking the return position that its CFC
is a registered securities broker or dealer within the
meaning of Code Sec. 954(h).

“Substantial Activity”

Assuming that the taxpayer is engaged in the “active
conduct of a banking, financing, or other similar busi-
ness,” it must still pass the “substantial activity” test.
While the statute does not elaborate on what it means
for a CFC to conduct “substantial activity” with re-
spect to the active conduct of a banking, financing or
similar business, the legislative history provides some
indication of congressional intent.?* Not surprisingly,
whether a CFC is considered to conduct substantial
activity with respect to a banking, financing or simi-
lar business is determined under all of the facts and
circumstances. Such facts and circumstances may
include the overall size of the CFC; the amount of
its revenues and expenses (presumably, a high ratio
of revenues to expenses is bad, as it indicates a mere
holding or warehousing company, rather than an ac-
tive financing business); the number of employees
(presumably, more is better); the amount of revenue
per employee (presumably, less is better); the amount



of property it owns (more, obviously, is better); and
the nature, size and relative significance of the ap-
plicable activities conducted by the CFC.*

As a part of the facts and circumstances analysis,
a CFC is required to conduct substantially all of the
activities necessary for the generation of income with
respect to the business, which generally include the
following: initial solicitation of customers (which
includes vendors®); advising customers on financial
needs, including funding and financial products; pro-
viding financial and technical advice to customers;
designing or tailoring financial products to customers’
needs; negotiating terms with customers; performing
credit analysis on customers and evaluating noncredit
risks; providing related services to customers; mak-
ing loans; entering into leases; extending credit or
entering into other transactions with customers that
generate income that would be considered derived
in the active conduct of a banking, financing or simi-
lar business; collecting from customers; performing
remarketing activities (including sales) following ter-
mination of transactions with customers; responding
to customers’ failure to satisfy their obligations under
transactions, including enforcement or renegotiation
of terms; liquidation of collateral, foreclosure and/
or institution of litigation; and holding collateral for
transactions with customers.”” However, the perfor-
mance of back-office functions (such as accounting
for income or loss, recordkeeping and routine com-
munications with customers) is not to be taken into
account in determining whether the substantial activ-
ity requirement is satisfied.® Thus, this activity can
be done by another corporation, whether related or
unrelated to the debtor, without risking a failure of
the “substantially all” test for eligibility.

For purposes of determining whether the substantial
activity requirement is satisfied, the legislative history
takes a fairly broad view of what activities can be at-
tributed to the CFC. For example, for this purpose, all
of the activities of the CFC, including those conducted
by qualified business units (QBUs), are taken into ac-
count.” Moreover, activities performed in the country
in which the CFC is incorporated (or in the country in
which the QBU has its principal office) by employees
of a related person of the CFC are taken into account,
but only to the extent that the related person is com-
pensated on an arm’s-length basis for the services of
such employees and such compensation is includ-
ible in the related person’s income in such country
for purposes of such country’s income tax laws.** Of
course, the activities of the related person will not

JOURNAL OF TAXATION OF FINANCIAL PRODUCTS

Volume 7 Issue 2 2008

again be taken into account in determining whether
another CFC (e.g., the related person itself) satisfies
the substantial activity requirement.

IIL. “Qualified Banking
or Financing Income”

As noted above, in order for income to be excluded
from the scope of foreign personal holding company
income, it is not sufficient that it be earned by an
eligible CFC; the income itself must be qualified bank-
ing or financing income. This standard requires the
income to satisfy four main tests. In a nutshell, they
are the “active conduct QBU test,” (the “active con-
duct” test), the “non-U.S. customer” test, the “QBU
substantially all” test, and the “home country tax” test.
This article discusses each of them in order. The article
then discusses two special rules that may further limit
the CFC's ability to earn tax-deferred income.

The “Active Conduct QBU” Test

As noted above, the first test for income qualification
is that the income must be derived by the eligible CFC
in the active conduct of the banking, financing or
similar business by the eligible corporation or by its
QBU (the “active conduct” test). For this purpose, the
qualified banking or financing income of an eligible
CFC and each of its QBUs is determined separately
for the corporation and each QBU.>' This is done in
the case of the eligible CFC by taking into account
only items of income, deduction, gain or loss, and
activities of such corporation not properly allocable
or attributable to any QBU of such corporation.? In
the case of a QBU, only items of income, deduction,
gain or loss and activities properly allocable or at-
tributable to such unit are taken into account.®
One question that immediately arises out of this
last rule is how the taxpayer is supposed to deter-
mine whether “income, deduction, gain, or loss
is properly allocable or attributable to such unit”
where the unit in question is a QBU. This issue is
especially acute in the case of interest expense. In
particular, is the interest expense of the CFC to be
allocated among the QBUs based on asset value or
basis, or based on the location of the indebtedness
for local law purposes and on the books and records
of the particular QBUs? In general, the Code takes
a somewhat schizophrenic approach to allocating
interest expense of a corporation that does business
through separate legal entities that are disregarded
for U.S. income tax purposes. In some circumstances,
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the words “allocation” and “apportionment” require

an allocation of interest expense to assets within an

entire corporation (including disregarded entities).*

This is, indeed, the approach used under Code Sec.

954 generally, and it is likely the most reasonable

approach to use in attributing interest income to a

QBU.* Such rules also apply in determining the inter-

est expense attributable to the effectively connected

income of foreign corporations, and in determining
the foreign source income of U.S. taxpayers.* On the
other hand, the foregoing rules do not specifically
contemplate the issuance of debt by a legal entity
that is disregarded for U.S. tax purposes but that may

be regarded for foreign income tax purposes (i.e., a

hybrid entity). Other Code-based rules, such as the

recently proposed regulations promulgated under

Code Sec. 987,% and the dual consolidated loss

regulations,® generally treat interest expense as al-

locable to a disregarded entity if the expense appears
on the books and records of the entity. Moreover,
respecting the books and records of the QBU is more
likely to ensure that the U.S. tax treatment of income
matches up with the foreign tax treatment. This results
from the fact that the foreign taxing authority is likely
more form-driven, and may also consider the QBU
to be a separate corporation, in which it would likely
not consider debt issued by other QBUs as relevant.

There may, therefore, be authority for a taxpayer to

take the position that the QBU’s books and records

should be respected for interest allocation purposes,
so long as it does so consistently.

The legislative history suggests that the following
types of activities produce income derived in the
active conduct of a banking, financing or similar
business (provided that the other requirements for the
Code Sec. 954(h) exception are satisfied)*:

1. Regularly making personal, mortgage, indus-
trial or other loans in the ordinary course of
the corporation’s trade or business

2. Factoring evidences of indebtedness for customers

3. Purchasing, selling, discounting or negotiat-
ing for customers notes, drafts, checks, bills
of exchange, acceptances or other evidences
of indebtedness

4. lssuing letters of credit and negotiating drafts
drawn thereunder for customers

5. Performing trust services, including as a fiducia-
ry, agent or custodian, for customers, provided
such trust activities are not performed in connec-
tion with services provided by a dealer in stock,
securities or similar financial instruments
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

Arranging foreign exchange transactions (including
any Code Sec. 988 transaction within the meaning
of Code Sec. 988(c)(1)) for, or engaging in foreign
exchange transactions with, customers
Arranging interest rate or currency futures, for-
wards, options or notional principal contracts for,
or entering into such transactions with, custom-
ers

Underwriting issues of stock, debt instruments
or other securities under best efforts or firm
commitment agreements for customers
Engaging in leasing (including entering into
leases and purchasing, servicing and disposing
of leases and leased assets)

Providing charge and credit card services for
customers or factoring receivables obtained in
the course of providing such services
Providing traveler’s check and money order
services for customers

Providing correspondent bank services for
customers

Providing paying agency and collection agency
services for customers

Maintaining restricted reserves (including
money or securities) in a segregated account
in order to satisfy a capital or reserve require-
ment imposed by a local banking or securities
regulatory authority

Engaging in hedging activities directly related
to another activity described herein
Repackaging mortgages and other financial as-
sets into securities and servicing activities with
respect to such assets (including the accrual of
interest incidental to such activity)

Engaging in financing activities typically pro-
vided in the ordinary course by an investment
bank, such as project financing provided in
connection with construction projects, struc-
tured finance (including the extension of a loan
and the sale of participations or interests in the
loan to other financial institutions or investors),
and leasing activities to the extent incidental
to such financing activities

Providing financial or investment advisory
services, investment management services,
fiduciary services or custodial services
Purchasing or selling stock, debt instruments,
interest rate or currency futures or other securi-
ties or derivative financial products® (including
notional principal contracts) from or to cus-
tomers and holding stock, debt instruments



and other securities as inventory for sale to
customers, unless the relevant securities or
derivative financial products are not held in a
dealer capacity

20. Effecting transactions in securities for customers
as a securities broker; and any other activity that
the Secretary of the Treasury determines to be a
financing activity conducted by active corpora-
tions in the ordinary course of their business.

The “Non-U.S. Customer” Test

In order to qualify, the income must be derived
from transactions with customers located outside
the United States.

Who Is a “Customer”?

“Customer” means, with respect to any CFC or
QBU, any person who has a customer relationship
with such corporation or such unit and is acting in
its capacity as such. Annoyingly, this provision does
not define the term “customer,” but merely shifts the
question to “customer relationship,” which is then
also not defined. In the area of financial services,
the concept of “customer” is linked to some degree
with the concept of a dealer in stocks or securi-
ties. A dealer in stocks or securities is defined as “a
merchant of stocks or securities, with an established
place of business, regularly engaged as a merchant
in purchasing stocks or securities and selling them
to customers with a view to the gains and profits that
may be derived therefrom.”*' By contrast, persons
who buy and sell, or hold, stocks or securities for
investment or speculation, generally are not dealers
in stocks or securities.? Another relevant factor in de-
termining whether a particular taxpayer is a “dealer”
is whether the taxpayer buys and sells in different
markets. Thus, if a taxpayer’s source of supply is the
same as his would-be customers, he is less likely to
be found to be a dealer.#

One thing to note about the existence of a “cus-
tomer relationship”: there is a fundamental difference
between the customer relationship required to con-
stitute one who deals in stocks and one who lends
money. A dealer in securities typically does not take
his customers’ credit risk. Thus, one who wishes
to make a market in securities may stand ready to
buy or sell stocks from anyone wishing to sell or to
buy securities of the given type, subject perhaps to
a restriction that a customer’s account be above a
certain size. In essence, all of those wishing to trade
with the dealer are, in some sense, fungible from the
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dealer’s perspective. It is this general holding out of
oneself as being willing to transact business with all
comers (or at least all comers who are willing to enter
into a trade of sufficient size), that is the essence of
the idealized dealer. The determination of whether
a particular taxpayer is a dealer, then, is made by
comparison to this idealized type.

By contrast, at least as an initial matter, a lender
must generally take the credit risk of those to whom
he lends money. Not all borrowers are the same,
and even one who is clearly a “dealer” in loans
therefore may choose not to lend money to all, or
even most, of those who are willing to borrow from
him. Therefore, even an idealized lender may not
make loans to all customers, even if the loans meet
a minimum size requirement. Where the properties
of the idealized lender are hard to identify, it may
be harder to determine whether a particular lender,
as opposed to a dealer, has a customer relationship
with a particular borrower.

Another interesting question in this area is whether
hedging transactions are entered into “with custom-
ers.” Consider a QBU that lends funds at a fixed
interest rate to a customer, and then enters into a
fixed-to-floating interest rate swap with an unrelated
financial institution, which is a dealer in securities.
One possibility is for the QBU to make an integration
election under Reg. §1.1275-6. But suppose that this
is not possible (e.g., because the hedge is not a perfect
one). If the swap loses money, there would likely not
be a problem under Subpart F, either because the
loss will be allocated to the income from the loan*
or the loss will reduce the subpart F income of the
corporation under the “earnings and profits limita-
tion” of Code Sec. 952(c)(1).* If, however, the swap
makes money, such income or gain generally would
be treated as “income equivalent to interest,” which
is a category of foreign personal holding company
income,* unless an exception, such as Code Sec.
954(h), applies. Thus, one must decide whether the
swap is a transaction “with customers.” Even though
the counterparty might not technically fall within the
definition of a customer (e.g., because the counter-
party is also a dealer), the income should be treated
as a transaction with customers.*

When Is a Customer

“Outside the United States”?

Because only income from transactions with customers
outside the United States constitutes qualified banking
or financing income, it is essential to determine the
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location of a customer. For example, if a CFC loaned
funds to the Irish subsidiary of a U.S. bank with the
knowledge that the subsidiary would very likely
on-lend those funds to its U.S. parent, could the IRS
contend successfully that the “customer” for that pur-
pose was the U.S. bank? Any such contention should
be rejected. The location of the customer is relevant
apparently because it ensures that the CFC (or QBU)
maintains its nexus with its home country, and so is
more likely to subject itself to home country tax. The
fact that in the hypothetical, the customer on-lent the
funds to its U.S. parent should not affect this determi-
nation. The IRS has the authority to issue regulations
determining the location of a customer, but has not
yet issued any regulations or other guidance.

“Substantially All” QBU Test

The CFC or QBU must directly conduct “substantially
all activities” in connection with the income in its
home country. It is not clear whether the “substan-
tially all activities” test relates only to the activities
that are directly connected to the loan (such as solicit-
ing the buyer, negotiating the loan, providing funding
and servicing the loan), or also includes “back office”
activities, such as financing, payroll and so forth. The
better view, however, is that only direct activities need
to be conducted in the home country, because these
activities should be sufficient to provide a tax nexus
to the home country for purposes of its tax laws. This
would be consistent with the legislative history of
the “substantial activity” requirement of Code Sec.
954(h)(2)(A)(ii).* Additionally, as a practical matter,
back office activities are often more economically
performed from a centralized location, which need
not be the location of the CFC or QBU that was di-
rectly involved in making the loan.

“Direct conduct” generally means that the eligible
CFC or QBU performs the services itself with its own
employees. However, “direct conduct” also includes
a situation in which the activity is performed by em-
ployees of a related person if (1) the related person
is an eligible CFC, the home country of which is the
same as the home country of the corporation or unit
to which the “direct conduct” test is relevant; (2) the
activity is performed in that home country; and (3) the
related person is compensated on an arm’s-length ba-
sis for the performance of the activity by its employees
and such compensation is treated as earned by such
person in the home country for purposes of its tax
laws.* This provision entered the Code through Sec-
tion 16(a) of the American Jobs Creation Act of 2004.
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The legislative history indicates that it was intended
to conform the rules for “qualifying income” to those
for “eligible corporations.”* In effect, then, this provi-
sion permits the CFC or QBU to perform the activity
by means of a related independent contractor in the
home country as long as the compensation for such
performance is taxed to the independent contractor
in the home country.

“Home Country Tax”

In order to be qualifying, income must be treated
as earned by such corporation (or by such QBU) in
its home country for purposes of such country’s tax
laws. It is not clear whether this actually requires
the home country to subject the income to tax.
Presumably, it does not, because when Congress
wishes to provide an exclusion under Subpart F for
income that is actually subject to a foreign income
tax, it knows how to require this. However, even a
country with a purely source-based tax system will
subject the income to tax if the income is “earned in
the country for purposes of such country’s tax laws.”
Of course, the taxpayer could locate its CFC or its
QBU in a country that does not impose an income
tax even on purely domestic lending transactions.
While such countries obviously exist, they are likely
to afford a relatively small customer base for the
lending or financing activities of the CFC or QBU and
could, therefore, be problematic home countries for
taxpayers needing to have at least 30 percent of their
customers in their home countries in order to meet
the 30-percent portion of the 70/30-percent test, as
described below.

Two Special Rules
The 30-Percent Test

If, and only if, the eligible corporation is relying
on the 70/30-percent test set forth above under
“Eligibility,” an additional test applies. Under this
additional test, in order for any income of the CFC
to be qualified banking or financing income, more
than 30 percent of the corporation’s or the QBU’s
income must be derived directly from the active
and regular conduct of a lending or finance busi-
ness from transactions with customers that are not
related persons and that are located within such
corporation’s or unit’s home country. The legislative
history somewhat generously suggests that, for this
purpose, transactions with customers located in the
United States are not taken into account.’ (That is,



transactions with customers located in the United
States, not surprisingly, do not create good income,
but also do not constitute bad income for purposes
of the 30-percent test.) This test is applied on a
QBU-by-QBU basis.** For corporations that do not
have a U.S. banking license and that are unwilling
to take the risk of relying on a banking license by
a foreign regulatory authority, this test is likely the
most difficult one to satisfy, at least in a tax-efficient
manner, because countries that impose low levels
of taxation on banking and financing income tend
not to have that many customers (e.g., Ireland or
Luxembourg). Accordingly, the satisfaction of this
test will, as a practical matter, require the taxpayer
to pay a substantial amount of foreign tax, which
is one of the major goals of Code Sec. 954(h).
However, it will also require the taxpayer to set up
numerous QBUs.

The “Substantial Activity” Test

Moreover, regardless of which of the three tests for
active conduct the taxpayer relies upon, Code Sec.
954(h)(3)(C) provides that income derived from
transactions with customers outside the home coun-
try of a CFC or its QBU does not count as qualified
banking or financing income unless the CFC or
QBU conducts “substantial activity” with respect to
a banking, financing or similar business in its home
country. This requirement is odd in light of the fact
that Code Sec. 954(h)(3)(ii)(Il) requires a CFC or QBU
to conduct “substantially all” activity with respect to
a customer transaction with a customer. Apparently,
Congress believed that a CFC or QBU could con-
duct “substantially all” activity in connection with
a customer transaction in a country, and yet still not
conduct “substantial” activity there. Presumably, the
test for “substantiality” here is the same as the test for
“substantiality” in the provision that deals with the
qualification of a corporation.

Certain Troublesome Definitions

One of the key definitional terms in Code Sec. 954(h)
is “home country.” This term is critical to the defini-
tion of where the CFC or QBU'’s activities must be
performed, and where its customers must be located.
The term “home country” means, except as provided
in regulations, with respect to a CFC, the country un-
der the laws of which the corporation was created or
organized, and, with respect to a QBU, the country
in which such unit maintains its principal office.™ It
is not clear what the term “principal office” means
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here. Does it mean the office at which most of the
QBU’s administrative activity is conducted, or most
of its economic activity? Or where it has the largest
number of employees? The Treasury is specifically
given authority to limit or expand the definition of
“home country.” QBU, in turn, has the meaning
given such term by Code Sec. 989(a).* In general,
a QBU is any separate and clearly identified unit
of a trade or business of a taxpayer, provided that
the unit maintains separate books and records.*’
“Related person” has the same meaning as in Code
Sec. 954(d)(3).*

IV. The Anti-Abuse Rules

A taxpayer who has navigated the various techni-
cal rules of Code Sec. 954(h) must also contend
with the anti-abuse rules that apply in this area.
Anti-abuse rules generally are the bane of a tax
planner’s existence for two reasons. First, anti-abuse
rules typically permit the IRS to disregard the plain
language of a regulation where the taxpayer has
a principal purpose (or sometimes the principal
purpose) of achieving an unreasonable result.”
Taxpayers and their advisors are frequently uncer-
tain about whether a prohibited purpose exists and,
if so, how important it was as a motivating factor
in the taxpayer’s decision.® Second, the rules fre-
quently purport to apply where the result violates
the purpose of the Code section under which they
are promulgated, or some subset of such purpose.
Code sections frequently, if not usually, represent
compromises among various legislative factions, and
it is therefore often difficult to find a single overrid-
ing purpose for a Code section.

While anti-abuse rules are generally challenging
for tax advisors, the Code Sec. 954(h) anti-abuse
rules are, as a whole, considerably more worrisome
than most other anti-abuse rules for two reasons.
First, the rules do not merely authorize the disal-
lowance of the active financing exception; rather,
they require such disallowance once the statutory
prerequisites are met. Thus, the IRS technically has
no discretion as a legal matter. Of course, the IRS
may, as a practical matter, have substantial discre-
tion to avoid applying a particular anti-avoidance
rule merely by avoiding making a pre-requisite
finding of fact. Second, as noted above, many other
anti-abuse rules contain a statutory-intent test, as
well as a taxpayer-intent test.®' That is, regardless
of how base was the taxpayer’s motive to avoid
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tax, if the result sought was reasonable in light
of the intent of Congress in drafting the relevant
statutes, the anti-abuse rule would not be brought
into play. By contrast, in Code Sec. 954(h), even
if the specific structure chosen by the taxpayer is
entirely consistent with what would otherwise have
appeared to be the intent of Congress, the exemp-
tion from Subpart F will be disallowed because of
the taxpayer’s nefarious intent.

For example, one must disregard any item of
income or gain, loss or deduction with respect to
any transaction or series of transactions one of the
principal purposes of which is to qualify income
or gain for the exclusion under Code Sec. 954,
including any transaction or series of transactions
a principal purpose of which is the acceleration or
deferral of any item in order to claim the benefits
of such exclusion through the application of Code
Sec. 954(h).®> One must also disregard any item
of income, gain, loss or deduction with respect to
any transaction or series of transactions if one of
the principal purposes of the transaction or series
of transactions is to qualify income or gain for
the exclusion under Code Sec. 954(h), and the
transaction or series of transactions utilizes, or
does business with, one or more entities in order
to satisfy any home country requirement under
this subsection or a special purpose entity or ar-
rangement, including a securitization, financing or
similar entity or arrangement.®

To see the potential impact of this second rule,
consider a U.K. CFC with a German QBU and a
French QBU. The German QBU, but not the French
QBU, is essentially self-sufficient, and satisfies the
“substantially all activities” test discussed supra
at Part Il under heading ““Substantially All” QBU
Test.” For reasons unrelated to tax, the U.K. CFC
decides to make a loan to a Dutch customer. As
a business matter, the loan could be made out
of either the German QBU or the French QBU.
However, with a principal purpose of prevent-
ing the French QBU from violating the home
country requirements, the U.K. CFC decides to
make the loan through the German QBU rather
than the French QBU. Does this implicate the
anti-avoidance rule? It does, if one focuses on the
fact that a transaction has occurred, and that the
German QBU was used with a principal purpose
of satisfying a home country requirement. A more
reasonable interpretation, however, would be that
the rule applies only if the transaction itself (i.e.,
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the loan to the Dutch customer), not its location,
has as one of its principal purposes qualifying in-
come for the exclusion. Here, the loan would have
been made in any event, and the taxpayer should
be allowed to choose the location from which it is
to be made even if that choice was motivated by
tax considerations.®

Other anti-avoidance rules seem narrower, and
thus less troublesome. Thus, a related person, an of-
ficer, a director or an employee with respect to any
CFC (or QBU) who would otherwise be treated as
a customer of such corporation or unit with respect
to any transaction, will not be so treated if a prin-
cipal purpose of such transaction is to satisfy any
requirement of Code Sec. 954(h).* Also, one must
disregard any item of income, gain, loss or deduc-
tion of an entity that is not engaged in regular and
continuous transactions with customers that are
not related persons.® It is not clear how an entity
that was not so engaged could be viewed as having
customers under the general test, and in particular,
how it could be viewed as meeting the “customer
relationship” test. This particular anti-abuse rule,
then, is more baffling than threatening.

V. Summary of
Recommendations

Code Sec. 954(h) represents a noble attempt to
provide competitive parity between U.S. financial
institutions (and subsidiaries of nonfinancial in-
stitutions) that provide financial services to their
non-U.S. customers. However, it needs a number
of changes to fully accomplish that objective.
First, and most importantly, Congress should make
the provision permanent. Second, a transaction
that is entered into to hedge risk from a customer
transaction should itself be treated as a customer
transaction. Third, the “home country” require-
ments should be softened in recognition of the fact
that taxpayers frequently centralize their regional
lending activities in a single country. Fourth, the
anti-abuse rules should be clarified to ensure that
a taxpayer can intentionally structure its transac-
tions so as to fall within the deferral rules, provided
that the result is not inconsistent with the purpose
of Code Sec. 954(h). In addition to the suggested
legislative changes, the Treasury should promulgate
regulations allowing CFCs that have a valid foreign
banking license or are registered dealers under
foreign law to qualify as “eligible corporations.”
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That is, the securities are as easily accessible

to one as the other and the seller performs

no services that need be compensated for by

a mark-up of the price of the securities he

sells. Such sellers are known as ‘traders’”).

See Reg. §1.954-1(c)(1)(i) (reducing gross

items of income by expenses under prin-

ciples of Code Secs. 861, 864 and 904(d))

and Temporary Reg. §1.861-9T(b)(1) (loss on

currency swap allocated in the same manner

as interest expense). Cf. Code Sec. 954(c)(1)

(F) (if notional principal contract entered into

to hedge a transaction described in preced-

ing subparagraph of Code Sec. 954(c)(1),

4

iS

income, gain, loss or deduction from such
notional principal contract is taken into ac-
count under such other subparagraph).
See also Reg. §1.954-1(c)(ii).

Reg. §1.954-2(h)(3) (“income equivalent
to interest includes income from notional
principal contracts denominated in the func-
tional currency of the taxpayer ... the value
of which is determined solely by reference
to interest rates or interest rate indices ...“).
See Code Sec. 954(c)(1)(C) (excluding from
definition of foreign personal holding company
income certain items of income of dealer, in-
cluding income from hedging transactions).
46 1998 Houst ReporT, at 35-37.

49 Code Sec. 954(h)(3)(E).

Y H.R. Rer. No. 108-548, pt. 1, at 213 (2004).
See Code Sec. 954(b)(4) (Subpart F income
not to include income that taxpayer estab-
lishes was subjected to foreign income tax
at a specified rate or greater rate).

1998 Houst RePorT, at 41. The same rule ap-
plies, at least according to the House Report,
for purposes of determining eligibility of the
corporation under the 70-percent test. See
supra note 20.

53 1998 House RePoRT, at 41-42.

** Code Sec. 954(h)(5)(B).

5 Id.

56 Code Sec. 954(h)(5
%7 Reg. §1.989(a)-1(b)
58 Code Sec. 954(h)(
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(
5)(E). The 1998 House

(D).
1)

ReporT, at 37 indicates that the Code Sec.
954(d)(3) definition of “related person”
would be modified by substituting a stock
ownership requirement of “at least 80 per-
cent” for the “more than 50 percent” stock
ownership requirement of Code Sec. 954(d)
(3). This modification was apparently never
incorporated into the statute.

% See, e.g., Reg. §1.1275-2(g).

%0 See the discussion, supra, of the distinction

between “a principal purpose,” “the princi-

pal purpose,” and other terms of similar, but

potentially distinguishable, import.

See Reg. §1.701-2(a) (allowing recharacter-

izations that are inconsistent with the intent

of subchapter K) and Reg. §1.1275-2(g)

(allowing recharacterization of certain debt-

related transactions that are inconsistent

with the purposes of Code sections related

to those transactions).

Code Sec. 954(h)(7)(A).

Code Sec. 954(h)(7)(C).

For the most recent reaffirmation of this prin-

ciple, see Countryside Limited Partnership,

95 TCM 1006, Dec. 57,304(M), TC Memo.

2008-3 (economic substance doctrine not

applicable to recast nonmarketable note as a

marketable security, merely because parties

structured note as nonmarketable securities

solely for tax-avoidance reasons).

65 Code Sec. 954(h)(7)(D).

56 Code Sec. 954(h)(7)(B).

S}

6

6

)

6

2@

6

This article is reprinted with the publisher’s permission from the JouRNAL OF FINANCIAL PLANNING, a
quarterly journal published by CCH, a Wolters Kluwer business. Copying or distribution without the
publisher’s permission is prohibited. To subscribe to the JourRNAL OF FINANCIAL PLANNING or other CCH
Journals please call 800-449-8114 or visit www.CCHGroup.com. All views expressed in the articles

and columns are those of the author and not necessarily those of CCH.

46

©2008 CCH. All Rights Reserved.



