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FROM THE OFFICE OF PUBLIC AFFAIRS

March 16, 2005
JS-2316

Statement by Secretary of the Treasury John Snow on the Death of
John Linton

On behalf of the Treasury Department, | offer the deepest condolences to the family
of John Linton, a veteran of nearly 17 years of service to the U.S. Treasury. John
served honorably in Treasury's Office of Tax Policy, and news of his death came as
a blow to that office, as well as to the extended Treasury family.

Among his many accomplishments at Treasury, John's work on tax-related
database and modeling projects helped save and preserve over 30 years' worth of
mvaluable tax and economic data.

We wish his family comfort; John will be profoundly missed.

http://www.treas.gov/press/releases/js2316.htm 4/25/2005
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March 16, 2005
JS-2317

Testimony of Robert J. Carroll
Deputy Assistant Secretary (Tax Analysis)
United States Department of the Treasury

Before the Senate Finance Committee
United States Senate

Mr. Chairman, Senator Baucus, and distinguished members of the Committee.

Thank you for the opportunity to discuss the Administration's proposals to extend
expiring tax provisions.

Expiring provisions vary widely in intent and purpose from the higher expensing
limits for small businesses and the research and experimentation credit to the work
opportunity and welfare-to-work tax credits to the higher exemption for AMT
taxpayers. As you know, many of the expiring provisions were extended through
the end of 2005 by Congressional action tast fall as part of the Working Families
Tax Relief Act of 2004 and the American Jobs Creation Act of 2004.

The choices made with respect to expiring provisions inevitably reflect a balancing
of the various and sometimes competing goals of fiscal discipline, providing a stable
tax code on which households and businesses can make clear and well-informed
decisions, and reevaluation of the effectiveness of special tax provisions. The
President has proposed to extend many of these expiring provisions in his FY 2006
Budget.

Whether to extend these provisions and for how long is a multi-faceted and
complex decision. Some of these provisions involve substantial revenue cost.
Others are relatively new provisions whose temporary nature is by design to give
policy makers an opportunity to evaluate their effectiveness. Still others are fully
intended to be temporary, such as the provision providing 50 percent bonus
depreciation, to allow the economic recovery to strengthen and provide the needed
incentive for new corporate investment at just the right time.

I would like to spend a few moments providing some insights on how the
Administration approached the choices with respect to expiring provisions for the
FY 2006 Budget. Three factors were considered in making decisions about
expiring provisions, as well as some of the other budget proposais:

1. Is the provision central to the President's program for promoting economic
growth and creating jobs”?

2. Should the provision be more broadly considered with reform of the tax
system, a key domestic priority of the President?

3. Does the provision otherwise serve an important policy objective?

Although not the subject of this hearing, the 2001 and 2003 tax cuts were essential
to the robust economic growth that we now enjoy. The tax cuts increased after-tax
rewards from working and reduced taxes paid by entrepreneurs thereby increasing
their rewards to innovation and risk-taking. The cost of equity capital and investing
were reduced. More risk-taking, investment and innovation mean higher
productivity, greater capital formation, and, ultimately, higher living standards.

Permanent extension of these tax cuts is a key component of the President's
economic agenda tc ensure that taxes do not increase for millions of Americans.

http://www treas.gov/press/releases/js2317. htm 4/25/2005
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Houscholds and busmesses also need a predictable and stable tax code on which
they can rely to make sound decisions.

There are several other provisions that fall into the first category of expiring
provisions, although not necessarily core elements of the 2001 and 2003 tax cuts
which are also important to achieving the nation's full potential for economic
growth. The research and experimentation (R&E) tax credit provides a substantial
ncentive for businesses to invest in technology development and encourages
innovation in the economy. The Congress acted this past fall in the Working
Families Tax Relief Act to extend the R&E credit through 2005. However,
businesses need the certainty and assurance of this credits' availability over the
long-term to make R&D plans and commitments that can involve significant fead
times. The President's FY 2006 Budget once again proposes permanent
extension.

The President has made reforming our tax system a key priority. The tax code is
extremely complex is perceived by many as unfair, and the compliance costs place
a huge drag on our economy. Complexity arises from the myriad provisions with
income phase-ins and phase-outs, numerous definitions and overlapping and
duplicative purposes. This complexity translates 1o total compliance costs of the tax
system of what experts estimate to be roughly $125 billion per year and 3.5 billion
hours spent by individuals to maintain records and understand and comply with the
tax system. The economic costs are even greater, with some estimates suggesting
that fundamental reform could ultimately add $200 billion to $400 billion in output to
our economy annually.

The President's Advisory Panel on Federal Tax Reform, named by the President
earlier this year, will develop options to reform our tax system to make it simpler,
fairer and more pro-growth. A number of provisions were excluded from the Budget
in anticipation of this panel's work and to provide the panel with greater flexibility
and latitude.

Examples of tax provisions that fall into this second category are the provisions to
increase the AMT exemption and allow all personal credits to be claimed agamst
the AMT — the so-called "AMT patch" — both of which remain in effect through
2005. These provisions were excluded from the FY 2006 Budget in anticipation of
the tax panel developing a long-term solution to the AMT problem.

Similarly, extensions of the low- and moderate-income savers credit and the
deduction for higher education expenses were not included as in deference 1o the
panel's work. In last year's Budget submission, the Admunistration included a
simplification proposal to collapse the four existing education provisions into the
HOPE Scholarship and Lifetime Learning Credits. These duplicative and
overlapping provisions require taxpayers to understand all four provisions to
determine which they should claim. The Administration anticipates that all of these
education provisions will be considered by the panel as it considers option for how
the tax code can best provide appropriate incentives for individuals to invest in
education.

The tax code also includes numerous provisions that allow individuals to save
through tax-preferred accounts. The FY 2006 Budget again includes a proposal to
consolidate many of these savings vehicles into the Lifetime Savings Accounts
(LSAs) and Retirement Savings Accounts (RSAs). Similar to the education
provisions, the Administration anticipates that the tax panel will broadly consider
options that promote savings.

The third category of expiring provisions are those with certain policy objectives that
need to be extended at least for several years to provide taxpayers a basis for
planning, but that also need to remain temporary, to allow the Congress and the
Administration to continue to reevaluate and monitor their effectiveness on a
periodic basis. The Administration has proposed to extend many of these
provisions, which are varied in their purposes, through 2007 (see Table below).
One consideration in determining whether to extend these and other provisions
permanently is whether the benefits they provide exceed the costs associated with
their complexity.

Thank you again, Mr. Chairman, Senator Baucus, and members of the Committee
for the opportunity to appear before you today. We look forward to working
together with this Committee and others in the Congress on this and other issues.

http://www.treas.gcov/press/releases/js2317. htm 4/25/2005
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Tax Provisions That Expire Through FY 2006 Proposed to be Extended

Revenue
Proposed Estimate,
Expiration Expiration 2006-20015
Tax Provision Date Date (in_millions)
Leaking Underground Storage Tank Trust Fund excise tax 03/31/2005 03/31/2007 229
Various Vehicle Tax Provisions 09/30/2005 09/30/2011 65
IRS Authority for Undercover Operations 12/31/2005 12/31/2010 -
Credit for research and experimentation 12/31/2005 permanent -76,225
Deduction for Elementary and Secondary School Teachers 12/31/2005 permanent -2,630
Corporate Contributions of Computers to Schools 12/31/2005 12/31/2006 -122
Donations
Brownfields Remediation 12/31/2005 permanent -1,743
Credit for Electricity Production from Renewable Sources 12/31/2005 12/31/2007 -1,779
Combat Pay Included as Income for EITC Purposes 12/31/2005 12/31/2006
Work Opportunity and Welfare-to-Work Tax Credits 12/31/2005 12/31/2006 -383
Qualified Zone Academy Bonds 12/31/2005 12/31/2007 -162
Tax credit for first-time DC homebuyers 12/31/2005 12/31/2006 -19
Tax information for Employment Tax Reporting and to 12/31/2005 12/31/2006
Inform Officials of Terrorist Activity
Disclosure of tax return information for student loans 12/31/2005 -




Tax Provisions That Expire Through FY 2006 Proposed to be Extended

Revenue
Proposed Estimate,
Expiration Expiration 2006-20015
Tax Provision Date Date (in millions)
Leaking Underground Storage Tank Trust Fund excise tax 03/31/2005 03/31/2007 229
Various Vehicle Tax Provisions 09/30/2005 09/30/2011 65
IRS Authority for Undercover Operations 12/31/2005 12/31/2010 o
Credit for research and experimentation 12/31/2005 permanent -76,225
Deduction for Elementary and Secondary School Teachers 12/31/2005 permanent -2,630
Corporate Contributions of Computers to Schools 12/31/2005 12/31/2006 -122
Donations
Brownfields Remediation 12/31/2005 permanent -1,743
Credit for Electricity Production from Renewable Sources 12/31/2005 12/31/2007 -1,779
Combat Pay Included as Income for EITC Purposes 12/31/2005 12/31/2006
Work Opportunity and Welfare-to-Work Tax Credits 12/31/2005 12/31/2006 -383
Qualified Zone Academy Bonds 12/31/2005 12/31/2007 -162
Tax credit for first-time DC homebuyers 12/31/2005 12/31/2006 -19
Tax information for Employment Tax Reporting and to 12/31/2005 12/31/2006
Inform Officials of Terrorist Activity
Disclosure of tax return information for student loans 12/31/2005 -




JS-2318. Testimony of Robert Werner, Director=br-Office of Foreign Assets Control<br... Page 1 of 4

5o

FROM THE OFFICE OF PUBLIC AFFAIRS

March 16, 2005
JS-2318

Testimony of Robert Werner, Director
Office of Foreign Assets Control
U.S. Department of the Treasury
Before the House Committee on Agriculture

I Introduction

Good morning Chairman Goodlatte; Ranking Member Peterson: and Members of
the Committee. | am pleased to have been invited here today 1o discuss the issue
of payments for United States agricultural exports to Cuba.

As you know, the Department of the Treasury's Office of Foreign Assets Control
("OFAC") is responsible for administering and enforcing economic embargoes and
sanctions programs, including the embargo of Cuba. In performing its mission.
OFAC relies principally on delegations of authority made pursuant to the
President's broad powers under the Trading With the Enemy Act ("TWEA") and the
International Emergency Economic Powers Act ("IEEPA") to prohibit or regulate
commercial or financial transactions involving specific foreign countries, entities, or
individuals. OFAC exercises an array of responsibilities in administering and
enforcing numerous economic sanctions and embargo programs, including
rulemaking: licensing; compliance-oriented outreach and education; civil penalties;
referrals for criminal enforcement actions; the blocking of assets in the United
States in which foreign states or persons have an interest; and required
recordkeeping and reporting. We also conduct investigations and analysis in
preparation for designations and drafting or implementation of new sanctions
programs.

In administering and enforcing economic sanctions and embargo programs, OFAC
maintains a close working relationship with numerous other federal departments
and agencies to ensure that these programs are implemented properly and
enforced effectively. Among the agencies OFAC works with outside the Treasury
Department are: the Department of State ("State") for foreign policy guidance in
promulgating regulations and in considering sensitive license applications; the
Department of Commerce ("Commerce") on issues regarding exports and
reexports: U.S. Customs and Border Protection and U.S. Immigration and Customs
Enforcement for assistance in the many enforcement matters involving exports,
imports, transportation, and travel; the bank regulatory agencies to assure bank
compliance with financial restrictions; the Department of Justice on legal issues and
matters in litigation; and numerous law enforcement agencies.

I The Cuba Embargo and the Trade Sanctions Reform and Export
Enhancement Act of 2000

On July 8, 1963, the United States imposed an economic embargo against Cuba in
response to hostile actions by the Cuban government. The embargo was
implemented by OFAC through promulgation of the Cuban Assets Control
Regulations (31 CFR Part 515). Cuba is also presently listed as a state sponsor of
terrorism by the Department of State.

Most relevant to today's hearing, however, is the fact that in 2000, Congress
enacted the Trade Sanctions Reform and Export Enhancement Act of 2000
("TSRA"). Among other things, this legislation directed the adjustment of
restrictions on the export of agricultural commodities to countries subject to U.S.
unilateral controls.

http:/swww . lieds.gu v/press/reteases/js2318.htm 4/25/2005
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Inorder o unplement TSRA, on July 21, 2001, OFAC published amendments to the
Cuban Assets Control Regulations, as well as amendments to the Sudanese
Sanctions Regulations (31 CFR Part 538). the Libyan Sanctions Regulations (31
CFR Part 550), and the Iranian Transactions Regutations (31 CFR Part 560)

OFAC believes that these amendments, which were produced in consultation with
other government agencies. are consistent with both the statutory language of
TSRA and the mtent of its drafters. We also believe that the amendments provide
exporters with an efficient and expedited process for engaging in authorized exports
of agricultural commodities

With respect to Cuba. OFAC's implementation of TSRA focused on methods of
payment for agricultural exports licensed by the Commerce Department.

The Cuban Assets Control Regulations. prior to the passage of TSRA, already
provided a general icense for transactions, mcluding payments. incident to
exportations that were licensed or otherwise authorized by the Commerce
Department. This meant that an exporter who had received a Commerce license to
export goods to Cuba did not need to seek further authorization from OFAC. This
provision. found in §515.533 of the regulations. was amended, however. in order to
implement the financing restrictions contained in TSRA. OFAC also amended
§515.533 to clanfy that reexports of U.S -origin items by persons subject to the
jurisdiction of the United States were also covered by the general license (§515.533
(a)) and that specific licenses would be issued for travel engaged in for the purpose
of arranging licensed sales (§515.533(e)).

1. Financing Exports to Cuba

Mirroning the language in the statute, OFAC's 2001 amendment to §515.533
provides that icensed agricultural sales are authorized as long as they are financed
by payment of cash in advance or through financing by a third country financial
mstitution. With respect to third country financing, the regulation permits U.S.
financial institutions to confirm or advise such financing. These provisions are
reflected in §515.533(a)(2) and provide specifically that:

Only the following payment or financing terms may be used:
(1) Payment of cash in advance;

(1) For authorized sales of agricultural items, financing by a banking institution
located in a third country provided the banking institution is not a designated
national. United States citizen. United States permanent resident alien, or an entity
organized under the laws of the United States or any jurisdiction within the United
States (including foreign branches). Such financing may be confirmed or advised
by a United States banking institution.

It1s important to emphasize that financing through letters of credit. by a non-target
bank in a third country, has always been authorized under these provisions. That is
as true today as it was when the TSRA amendments were introduced. Letters of
credit are a recognized method of payment in international trade, including
agriculture. When a bank issues a letter of credit, it is creating its own obligation to
pay a seller, as long as the seller subnuts documents in accordance with the terms
of the letter of credit. Such financing provides a "buffer” between the buyer and the
seller with a bank substituting its name and credit for that of the buyer. In the case
of OFAC's regulations. the payment to the U.S exporter may even be guaranteed
and expedited by a U.S. bank based on a credit facility with a legitimate non-target
foreign bank in terms of accommodating sales contracts. goods are often shipped
before documents can be presented in letter of credit transactions: payment from a
third country bank may well be received after shipment

v Interpreting Section 515.533(a)(2)(1)

The term "payment of cash in advance” found i §515.533(a)(2)(1) i1s not defined in
either TSRA. or its legislative history  Similarly. OFAC's regulations do not contain
a separate definition of this term. OFAC's research indicates. however, that the
commonly understood meaning of the term in the international trade finance
community i1s that full payment for the goods is received by the exporter before the
goods are shipped. And this. as will be discussed further, is the construction that
OFAC applies to this term.

http:/fwww.trcas.gov/pressfreleases/js23 18 htm 4/25/2005
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A complicaling faclor here s thal the general license provisions of §515.533 made
monitoring payments for agricultural shipments to Cuba difficult since, under a
general license, the parties involved in the transaction had no obligation to file
reports with OFAC. It is now apparent that this allowed a discrepancy to develop
between OFAC's expectation of how cash in advance payments would be
processed and how many exporters actually implemented this financing option.

N 2003, however, at the request of the State Department, OFAC did send out a
survey to a number of U.S. exporters, asking them to certify that they were in
comphance with the payment provisions of §515.533 . Virtually all of the letters
received in response to OFAC's inquiry merely certified that the exporters were in
compliance with the "payment of cash in advance" provisions of §515.533.

A recent review of these responses has revealed that there were a handful of letters
that indicated that, despite the commonly understood meaning of "payment of cash
in advance” as described above, some exporters were interpreting the term to allow
for the shipping of goods to Cuba provided cash payment was received prior to
defivery of title to the goods. This method of payment more closely resembles a
financing mechanism known in the international trade as documentary collection. A
further review of these responses was not conducted.

V. Clarification of Section 515.533(a)(2)(i)

In the summer of 2004, OFAC's Compliance Division began receiving specific
inguiries from U.S. financial institutions seeking guidance on the question of
whether or not the shipment of goods prior to receipt of payment by U S. exporters
was permitted under §515.533(a)(2)(i).

OFAC 1s not certain what triggered the inquiries. We believe it may have been an
article concerning agricultural trade with Cuba and methods of payment, which was
published in late July (Economic Eye on Cuba. 26 July-15 August 2004). OFAC
Compliance actually referred two of these cases to OFAC's Enforcement Division
for investigation and notified senior OFAC management about the issue. However,
OFAC found itself in the position of being unable to provide definitive guidance and
began extensive consultations within Treasury and with other executive branch
agencies on the interpretation of the term "payment of cash in advance." These
consultations took a number of months.

As an interim step, in order to mitigate any disruption of licensed agricultural
exports to Cuba, OFAC adopted a temporary policy of issuing specific licenses
permitting cash payment against documents to exporters whose transactions
occurred while guidance was pending. OFAC created the interim specific licensing
policy to ensure that U.S. exporters received payment for goods already shipped to
Cuba and the Cuban people did not see a disruption in agricultural shipments to the
island.

On February 22, 2005, following the completion of the interagency consultations,
OFAC announced a clarification of the term "payment of cash in advance,” as set
forth in §515.533(a)(2)(i), that conforms to the common understanding of the term in
international trade finance described above. Specifically, OFAC confirmed that
"payment of cash in advance" with regard to Commerce-licensed shipments of
agricultural items to Cuba means payment of cash prior to shipment of goods. This
clarification of "payment of cash in advance” had no effect on payments financed
through letters of credit under §515.533(a)(2)(ii).

VI Transition Period

The final rule on this payment policy went into effect on the day it was announced.
in order to provide a transition period, the language in the final rule provides a 30-
day window (March 24, 2005) for exporters to engage in transactions under
financing terms resembling "cash against documents.” but requires payment for
such transactions to be completed within that 30-day period. Exporters will
continue to need to obtain authorization from Commerce to ship the goods.

After the 30-day "cash against documents" financing period ends, any transactions
under financing terms resembling "cash against documents” will be prohibited. To
the extent an exporter has an existing contract that requires "cash against
documents” financing transactions to occur after the 30-day period, the payment

http://www.trcas.gov/press/relcases/js2318.htm 4/25/2005
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terms of that conlract would need to be reneyoliated to allow for cash in advance of
shipment or a letter of credit issued by a third-country bank. It is consistent with the
President's authority and with OFAC's past practice in other sanctions programs,
such as the sanctions against Iran and Sudan, to provide for a limited grace period
for export transactions under pre-existing contracts.

VII. Conclusion

OFAC believes the clanfication announced on February 22, 2005, implements
TSRA in a manner that is most consistent with the plain meaning of the statutory
language.

It is also important to emphasize that the provisions allowing for payment through
letters of credit issued by third country banks remain unaffected by the clarification
of "cash payment in advance "

Thank you for the opportunity to address the Committee on this important topic.

http:/www.treas.gov/press/relcases/js2318.htm 4/25/2005
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March 16, 2005
JS-2319

Remarks of U.S. Treasurer Anna Escobedo Cabral
Go Direct Partnership Recognition Event
Chicago, lllinois

Good morning and welcome to all of you. It's a pleasure to be here. It is such an
honor to join in thanking you for all you have done to help us launch the Go Direct
campaign here in Chicago. | applaud the efforts of each and every one of you.

Before | get into that further, I'd like to talk for just a minute about another event
going on here in Chicago today — a meeting of the President's Tax Reform Panel at
the University of Chicago's Graduate School of Business Gleacher Center. In
recognition of the need to change our tax system, to make it fairer, simpler. and
more pro-growth, the President earlier this year, created an Advisory Panel on
Federal Tax Reform.

Given the fact that it's tax filing season, this may not surprise many of you, but
consider this: there are over one million words in our tax code and the number of
pages has doubled over the last 20 years; in 1940, it took only two pages of
instructions to explain how to fill out the reguiar Form 1040; today, there are 36
pages of instructions accompanying the 1040 EZ or "short" form, and it takes the
average taxpayer 11 hours to complete it. All in all, Americans spend upwards of
5125 billion each year just to comply with their tax obligations.

Our current tax code is a complex and cluttered mess that discourages economic
growth and vitality. Our tax laws penalize hard work, discourage savings and
investment, and hinder the competitiveness of American businesses abroad.
Complance with the tax code is complicated and burdensome. Nobody likes paying
taxes. But instead of making it as easy as possible, our tax code is an cbstacle for
those who want to pay their fair share.

The Panel's mandate is to propose options to reform our cumbersome tax code into
something that is simpler, fairer, and more conducive to economic growth.

After holding a few meetings in Washington, the panel is now beginning to travel
around the country. They intend to take a comprehensive look at our current system
- making sure that we understand all of the headaches, burden, and distortions in it.
They will hear from academics, economists, lawyers, accountants, individual
taxpayers, and business owners.

This morning, the panel is meeting here in Chicago to get additional perspectives
on the impact of the tax laws on important taxpayer decisions and how the tax
system treats investment alternatives.

The Panel is in the early stages of their work - but we are confident that by July 31,
2005, they will accomplish their goal of delivering options to reform this outdated
and overly complex system. Taxpayers everywhere deserve a tax code that is fair,
easy to understand, and allows them to grow and flourish.

Now let me turn back to why I'm here today. | was confirmed by the Senate as the
Treasurer of the United States in November of last year, and the Go Direct
campaign was one of the first projects in which | became involved, shortly after
being sworn in. And it has been, without question, a very positive experience. | look
forward to continuing to work to convert people to direct deposit in the future.

http:/www.reds. go v/press/reteases/js2319.htm 4/25/2005
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As you all well know at this point, moving fron checks to direct deposit has been a
focus of the Treasury for many years. As the federal government's money manager.
the Treasury Department has worked hard to increase the efficiency with which
payments are made and improve the service we provide to benefit recipients

Treasury issues almost one billion payments a year, including Social Security,
veterans' benefits, federal government salaries and retirement, and tax refunds.
While the vast majonty of these payments are already issued electronically. almost
250 million, including about 160 million benefit payments, are paid with checks — at
no small cost to the taxpayer.

That is why we started down this road, and it is why we reached out to the Federal
Reserve and to you for your support. The Federal Reserve's strong support and the
expertise they bring to the table as well as your contributions have been absolutely
cntical In my view, the success of this campaign is that it is locally driven and
locally supported. The idea may have been hatched by Treasury and the Fed, but
it's people like you who have brought it home.

We know that direct deposit is better for benefit recipients and you have helped us
get that message out to thousands of people. That's the key. We need to make
sure people are aware that direct deposit is safe, secure, fast and rehable — while it
also enables Treasury to be a better, more efficient steward of taxpayer money
today and for future generations — a factor that 1s very important as the first wave of
"Baby Boomers" reaches retirement age in the next few years.

We have learned that despite all the merits, the growth rate for direct deposit has
fallen in recent years, down to less than one percent annually — even while many
people who receive checks are elderly, disabled, or low-income individuals who
would benefit greatly from direct deposit.

That is why your support has been so important. Working side-by-side with you,
we've been able 1o test outreach strategies, and the work we've done together over
the last several months is really beginning to reveal which approaches work the
best.

As you know, before we started working together, we at Treasury and the Fed
realized that we needed to better understand why the direct deposit growth rate
wasn't more robust. We needed some insight into why some benefit recipients are
so resistant to switching. And we needed to determine how we might be able to
overcome this resistance. The results of the research we did, which I'll speak to in a
moment, are guiding the Go Direct marketing campaign.

One of the things the research indicated was that a sizable percentage of check
recipients do see the appeal of direct deposit. In fact, about 31 percent were
inclined to move to direct deposit, if properly motivated.

In addition. the research found that many individuals will react more positively to
direct deposit if its benefits are presented to them by entities that they know and
trust — such as community organizations, faith-based groups and local financial
institutions. And. of course, that's where you came in.

We recognize that day in and day out. you work with exaclly the people we are
trying to reach. You work tirelessly to make the lives of these individuals better. You
play such an important role in your communities.

With your help, we have already made great strides. We have reached literally
thousands of benefit recipients.

And let there be no doubt - your involvement has been pivotal. Your contnbutions of
time, access, expertise and enthusiasm truly have been invaluable. This has been a
uniquely collaborative effort. And | am pleased to say that the response we have
received to this effort in the communities you serve has been very positive.

The Chicago pilot was the first to be launched and really, the outpouring of support
has been tremendous. Participation has been extraordinary. We have 80 partner
organizations in the lllinois pilot area, including several hundred volunteers working
on the ground. And there have been close to 100 events relating to the Go Direct

http://www.lreas.gov/press/releases/js2319.htm 4/25/2005
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campaign. Close to 14,000 people have allended these events.
You and your fellow Chicagoans have made remarkable progress.

Speaking on behalf of the Treasury Department and the entire Go Direct team, |
want everyone in this room to know that we truly appreciate what you have done
these last few months. We couldn't be more pleased that you were willing to give so
much of your time and energy to this effort. Your participation and help have
already made a very important difference. Thank you.
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March 16, 2005
JS-2320

Treasury Secretary Lauds Choice of Paul Wolfowitz
to Lead World Bank

Treasury Secretary John Snow today praised the President’s nomination of Paul
Wolfowitz to be the next World Bank President. "The tremendously important
mission of the World Bank demands that it be led by an outstanding person;
someone with proven leadership skills, management experience in large
organizations, international diplomatic experience, real vision, a commitment and
passion for development, and the knowledge of how to make it happen. Paul
Wolfowitz meets and exceeds each and all of these criteria. He is a highly qualified
candidate for this post, which is one of great magnitude and far-reaching
conseguences. | am proud to join the President in advancing this recommendation.

"As the leading international institution charged with reducing poverty, the World
Bank's purpose is noble and unigue. It represents the hope of impoverished people
across the globe. In considering candidates for this position, we consulted
extensively with the Bank's Executive Board and Development Committee to come
to a consensus on the essential qualifications of a World Bank leader as well as the
timing of this selection. We wanted to find a person with the ability to build on Jim
Wolfensohn's outstanding leadership and invaluable contributions. Mr. Wolfensohn
has been a faithful, ardent and inspiring World Bank President; he is a tough act to
follow, but I believe we have found the man who can do so and continue Jim's
distinguished record of accomplishment.

"The timing of this nomination will also allow for a smooth transition, well in advance
of the Spring Meetings of the World Bank and International Monetary Fund (IMF)

"We evaluated many exceptional candidates and have recommended an individual
that more than meets the standards of excellence for this position. Paul Wolfowitz is
a proven leader, manager and diplomat. He is the right man for the job, and the
World Bank will benefit from his unigue set of skills and great passion for the Bank's
cause.”
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Treasury Joined by Members of Congress and Lenders to
Discuss Financial Education

Treasury's Deputy Assistant Secretary for Financial Education Dan lannicola. Jr.
was today joined on Capitot Hill by Sen Daniel Akaka (H1). Rep Judy Biggert (IL).
Rep David Dreier (CA) and members of the lending community at the fifth in a
series of six information-gathering meetings to develop a national strategy for
financial education

"Today's meetings reflect an important partnership for financial literacy: between
the private and public sector. between Congress and the Administration and among
numerous federal agencies.” said lannicola. "No one agency. entity or policymaker
has all the nght answers. but by talking and working together we're confident we
can learn what we need to know to improve financial iteracy in America.”

Rep. Biggert spoke about the new House Financial Economic Literacy Caucus.
which she launched in February with Rep. Ruben Hinojosa (TX). Rep. Dreier
commended the efforts of those organizations providing financial education at the
grass roots level. as well as the work of the Financial Economic Literacy Caucus
and the Financial Literacy and Education Commission. Sen. Akaka underscored
that while improving financial education among young people is important. adult
financial iteracy needs must also be a priority

Today's meeting was part of the Financial Literacy and Education Commission's
efforts to develop a national strategy for financial education. The Commission was
estabiished by the Fair and Accurate Credit Transactions Act. which was signed
into law by President Bush in December of 2003. The meetings. which have
included federal. state and local government. nonprofits. lending mstitutions.
academic organizations and individuals. are to gather information about best
practices for improving financial iteracy among all Americans. Previous sector-
specific meetings have been hosted by the Federal Deposit Insurance Corporation.,
the Securities and Exchange Commission. the United States Mint and the Office of
Personnel Management with support from the Office of the Comptroller of the
Currency. the Federal Reserve Board and the Department of Defense. The final
meeting will take place on March 17 at the Department of Health and Human
Services
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Statement of Paul Wolfowitz
Candidate for President of World Bank

I appreciate Secretary Snow's counsel as [ look forward to this remarkable
opportunity. [ have met with the President and Vice President, and am deeply grateful
for their expressions of support and confidence.

Yesterday. [ had an excellent conversation with Jim Wolfensohn. I know Jim
well and think he's done a remarkable job. He leaves an impressive legacy and it 1s
humbling to contemplate following in his footsteps.

1 am deeply grateful to have had the chance to serve the President and the nation
in my present job for the last four years. If approved by the Board, I look forward to
being an international civil servant with the responsibility for heading the world's leading
institution of economic development-an institution whose aim is reducing poverty and
developing opportunities for all the people of the world to achieve their full potential.

People who don't know me may not understand why I am so eager to take on this
challenge.

In fact, I believe deeply in the mission of the World Bank. Helping people to lift
themselves out of poverty is both a noble mission and it is also a matter of enlightened
self-interest. Nothing is more gratifying than being able to help people in need-as 1
experienced once again when [ witnessed the tsunami relief operations in Indonesia and
Sri Lanka. It is also a critical part of making the world a better place for all of us. Ttis
not just poor people who benefit when poverty is reduced; we all do. It is not just the
material side of life that improves: Peace and freedom are also advanced when more
people can enjoy the benefits of prosperity and human dignity.

I experienced this closely and personally twenty years ago working with the
Philippine people in their remarkable transition to democracy, where economic
development was as critical as political development. I then spent three years in
Indonesia where economic development was the most important issue on the agenda. [
saw first-hand what the World Bank could accomplish, working in support of dedicated
development professionals in the Indonesian government and from many donor countries.

I also saw first-hand the harm that corruption and weak institutions can inflict to
defeat development and poverty reduction. That is one of many reasons why I applaud
the legacy that Jim Wolfensohn will be leaving at the World Bank. He has deepened the
Bank's commitment to poverty reduction, emphasizing such key factors in development
as education, health-particularly HIV/AIDS, women, youth, and the environment. Jim
Wolfensohn has also brought an important focus on issues of transparency. accountability
and governance as critical elements of the cconomic development agenda-and indeed as
critical elements of human progress more broadly.



I also look forward to working with the extraordinary group of professionals who
work at the World Bank.  The World Bank is the repository of the deepest understanding
of development issues assembled in one place. It's truly exciting for me to contemplate
working with such diverse talents, whose noble pursuit is nothing less than improving life
opportunities for all humanity.

So, I want to extend these words to the staff of the World Bank, and its related
organizations: If my nomination should be approved, I look forward to working with
you. I have the highest regard for you as individuals. T have the deepest respect for all
you have accomplished. And together I think we can do great things for the less
fortunate of the world, and for economic development across the globe.

[ also look forward to hearing the views of the many constituencies of the World
Bank, borrowers and donors, governments and NGOs, as we shape a common vision of
how to continue the noble work of this important institution. In order to develop my own
vision, I intend to rely on a lot of listening and improving my understanding of the views
of those who have served the world's poor with skill, devotion and compassion.
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Key Note Address of Assistant Secretary
Juan C. Zarate
Securities Industry Association Anti-Money
Laundering Compliance Conference

NEW YORK, NY — Thank you for inviting me and other Treasury officials —
including FInCEN Director Bill Fox and Office of Foreign Assets Control (OFAC)
Director Bob Werner — to speak today with you. We all recognize that the Securities
Industry Association is an important partner of ours on a series of critical issues —
especially on the matters related to money laundering and terrorist financing. With
an employee base of over 790,000 personnel, which manages accounts of nearly
93 million investors, the securities industry finds itself, along with its private sector
associates, on the front lines in the defense of the financial system.

This discussion today comes amidst important changes underway in how the
private sector and the government view their roles and responsibilities in preventing
money laundering and terrorist financing. The tragic events of 9/11 catalyzed
serious paradigmatic shifts that have required a rethinking of how the private sector
and government interact — and in particular how we at the Treasury Department
ensure the security of our financial system.

The fundamental premise of this shift is that the financial system is less vulnerable
to abuse if there is greater domestic and international accountability and
transparency in financial transactions and dealings. Whether it is in the securities
sector or in the money service business context, the anti-money laundering regime
must now be applied — judiciously and in a balanced manner — but applied
nonetheless. Our ability to prevent flows of capital from reaching the hands of
terrorists, organized criminals and rogue international actors not only affects our
national security but also our direct economic interests,

As Secretary Snow has remarked, application and enforcement of the Bank
Secrecy Act is a critical part of that responsibility. Though the transition to a higher
level of due diligence and practices may sometimes be challenging, its purpose — to
better protect us and our financial system from the taint of terrorist financing, money
laundering, and financial crime — is an essential one. Certainly, we know that the
private sector is hard at work adjusting to the expansion and deepening of the Bank
Secrecy Act and the anti-money laundering laws and expectations.

There is no question that these responsibilities bring with them new costs and
burdens. These are issues that we must consistently monitor and balance with the
benefits incurred by requiring financial institutions to engage in due diligence and
reporting. This balancing is at the heart of what the Treasury Department must do,
and it is an assignment that requires the direct engagement of the private sector.
This is precisely why Secretary Snow has directed us to ensure that the Bank
Secrecy Act is not only being enforced aggressively, but also that we are doing so
fairly and judiciously.

At the end of the day, we know that the true guardians of the financial system do
not work in the halls of the Treasury building, but they are working in the brokerage
houses, at teller windows and in casas de cambio. The private sector is the prime
gatekeeper of the financial system. That's why this conference. and others like it, is
extremely important as we talk about evolving trends in money laundering and
terrorist financing and the expanded requirements under the law.

This recasting of responsibilities — for the government and the p‘rivate segtor - has
taken shape in the context of our overarching war against terrorist financing.

http://www.treas gov/press/releases/js2323 . htm 4/26/2005
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Terrorist groups and nelworks, iike organized criminal enterprises, need money to
exist. They are dependent on resources to finance everything from day-to-day
necessities, like food and shelter, to long-term activities, including recruitment,
training and ultimately acts of terror. This is a war where we have successfully
disrupted and dismantled the financial infrastructure of terrorist operations. We
have choked off money channels depended on by terrorist supporters, captured or
killed key terrorist facilitators and deterred donors from supporting al Qaida and
other like-minded terrorist groups. All in all, we have made it harder and costlier for
al Qaida and other terrorist groups to raise and move money around the world.

These are accomplishments credited to the private sector as well as government
agencies. The due diligence and entries to barrier of tainted capital have made it
harder and costlier to move money in the formal financial system. The private
sector has had much to do with this success. You can be confident that the
information provided to us by the financial community — pursuant to the Bank
Secrecy Act — is extremely valuable. We use it every day around the country. It
helps those of us in the government to find leads, develop cases, understand
trends, inform our regulations and educate the regulators and the public. That's
why proper filing of SARs — without defensive filing — is an important issue for us
and one which we frequently address. The publication by FinCEN of SAR Activity
Reviews gives a clear sense of the valuable information we see in what your
institutions and others produce.

The responsibilities of the private sector to ensure compliance with our anti-money
laundering laws and OFAC sanctions are issues we take seriously. The
enforcement actions that we have seen over the past few months are a reflection of
this. However, it is important to note that these have resuited not simply because
there is a heightened environment for monitoring of such activities. Instead, we
have seen institutions with fundamental, systemic failures to apply the basic
standards of anti-money laundering systems. This was certainly the case with
Riggs, where the lax or non-existent anti-money laundering controls and practices
led to a record fine of $25 million. With UBS, we saw a straightforward decision to
ignore its obligation to honor OFAC related regulations and restrictions - resulting
in a $100 million fine and punitive action by Swiss authorities.

That is why we have worked very hard, through FINCEN, to make certain that the
regulatory community and the Treasury are working together to ensure consistent
examinations and enforcement. This is also why Secretary Snow has called upon
us to work with the Department of Justice on these matters as well. Diligence in
FinCEN and OFAC compliance matters must be taken seriously. This relates not
only to sound practices, but also to fundamental issues of national security.

In this new environment, we, as the government, have critical responsibilities, too.
Because terrorist financing transactions may bear no inherent suspicious or
identifying trademarks, it is particularly important that we share more information
with the financial sector, so as to allow it to recognize accounts and transactions of
interest. This will be especially useful as we expand the reach of our regulations to
new segments of the financial sector. This will not be an easy task, however.
Much of the information relevant to terrorist financing is classified. Moreover, law
enforcement is correctly reticent about sharing information that could compromise
an investigation. We also need to be acutely sensitive to the privacy and
reputational interests of our citizens and ensure that appropriate controls are in
place to safeguard information.

Specific USA PATRIOT Act provisions have given us new tools to help thoughtfully
fulfill our obligations to the private sector and the American public at large. With
Section 314 of the PATRIOT Act, we are mandated to share information with and
within the financial sector; that is, both vertically — between the government and the
industry — and horizontally — providing a safe harbor that allows industry njembers
to share with each other. Treasury has implemented this section by creating a
"pointer” system for law enforcement. The system gives the approp_riate authorities,
in the right circumstances, the ability to work with FInCEN to transmit the_names of
persons of interest to the financial sector to deternwing whether those institutions
possess any relevant transaction or account information.

The system has been successful, and law enforcement has affirmed its value. You
have seen the statistics we publish about the number of cases that have been
helped using this tool. Given its importance, FinCEN recently announced‘th‘e
establishment of a secure web-based 314a communications system. This is an

http://www.treas,gov/press/releases/js2323.htm 4/26/2005
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important mechanmsm that will allow us to share even more information — more
quickly and freely — to allow you to make better risk-based decisions.

We are also now in a position to use powers under the authorities of Section 311 of
the PATRIOT Act - not only to protect the U.S. financial system, but also to notify
the financial community of the concerns we have regarding money laundering
risks. Itis important to remember that the movement of money in the 21st century
knows no borders, and that terrorist financing and money laundering have global
reach. Financial transparency worldwide is required if we are to be effective in
combating these scourges.

Section 311, which we have now used on eight occasions, allows us to protect our
financial system from illicit funds emanating from jurisdictions that do not retain
internationally recognized standards of anti-money laundering and counter-terrorist
financing. Section 311 gives the Secretary of the Treasury the authority to prevent
jurisdictions and foreign financial institutions found to be of "primary money
laundering concern” from doing business with the United States. Importantly, it also
sounds an alarm with banks and governments worldwide, alerting them to
designated parties and their illicit activities.

Our responsibilities for greater information sharing apply in the OFAC context as
well. Qur policies, standards and relevant information regarding the application of
our sanctions policies — in the trade and financial contexts — need to be elucidated
well for all industries. Compliance with OFAC programs is a cornerstone of our
ability to affect access to the U.S. markets and flows of dollars to rogue elements in
the international community. That is why Director Werner has launched an outreach
effort with the private sector to ensure a close working relationship that enhances
the effectiveness of all of OFAC's sanctions programs.

Thus, we have a responsibility to the private sector to provide as much information
and guidance as possible to ensure the proper application of these preventative
systems. The Treasury — through FInCEN and OFAC — must help drive this
process, along with our regulatory brethren at the federal and state levels.

In addition, the expansion of our anti-money laundering regime to new financial
sectors has played a critical role in insulating our financial system against the
movement of tainted capital from within the U.S. and abroad. The PATRIOT Act
has provided us with numerous mechanisms to assist in this effort, such as those
found in Sections 313, 319 and 326. The first two sections are aimed at preventing
money laundering and terrorist financing through correspondent accounts
maintained by U.S. banks and securities brokers on behalf of foreign banks.
Specifically, Section 313 expressly prohibits shell banks from participating in the
U.S. financial system and insists upon strict record-keeping regarding the
ownership of each non-U.S. bank that maintains a correspondent account with a
U.S. institution. Section 319 allows the U.S. to seize criminal assets through inter-
bank accounts when foreign bank secrecy laws prevent law enforcement
cooperation.

In addition, the application of Section 326 requirements to ensure that proper
customer identification and due diligence requirements are implemented by the
financial sector is important in ensuring legitimate entry into the financial system.

Beyond determined implementation of BSA and PATRIOT Act provisions, it is
essential that we establish an embedded ethos as we move forward on efforts such
as information sharing between financial institutions and government authorities,
and directly between individual financial institutions. With this in mind, Treasury
relies heavily on the Bank Secrecy Act Advisory Group (BSAAG) as a forum in
which to discuss controversial issues and emerging threats. BSAAG is comprised
of high-level representatives from financial institutions, federal law enforcement
agencies, regulatory authorities and others from the private and public sectors.
Through the BSAAG and other regulatory and educational seminars and programs,
Treasury maintains a close relationship with U.S. financial institutions to ensure a
smooth exchange of information related to money laundering and terrorist
financing. We will continue to use this forum and opportunities such as this to talk
about concerns the financial community has and steps we can take together to
address emerging threats to all of us.

We are also improving our information sharing and collaborabtion internationally
through the establishment of the "Buddy Bank” initiative. This program's goal is to
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create a culture of anti-money laundering compliance internationally in the private
sector — through private sector mentoring. We are in the process of developing
such projects in Latin American and Africa, so as to ensure that the private sector
around the world is fully capable to deal with and engage in the anti-money
laundering campaign. We are glad to have strong partners within the private sector
who are exploring the constructive and creative roles they can play internationally.

All of this represents the evolution of the post-9/11 environment — where the public
and private sectors have to work hand in glove and share responsibility for the
issues of money laundering and terrorist financing. In this new environment, you
and your colleagues in the financial community are the guardians of the financial
system. Your role of witnessing and monitoring the entry and movement of capital
around the world comes with great responsibility. Your role and ours has evolved,
and we must continue to work together to ensure full accountability.

Much is at stake in the battle against money laundering and terrorist financing. |
thank you for your help in meeting the important challenges we face and for the
opportunity to speak with you today.

http://www.trcus.gov/press/releases/j52323.htm 4/26/2005
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Treasury Designation Targets North Valle Drug Cartel Leader

In another step aimed at depriving Colombian narcotics traffickers of capital, the
U.S. Department of the Treasury today added the name of North Valle drug cartel
leader Carlos Alberto Renteria Mantilla ("Beto Renteria") to its list of Specially
Designated Narcotics Traffickers (SDNTs), along with 11 front companies and
individuals operating on his behalf.

"Designating Beto Renteria as a leader of North Valle cartel is a fundamental step
In our battle to undermine the financial network of this notorious Colombian drug
cartel,” said Robert Werner, Director of the Treasury's Office of Foreign Assets
Control (OFAC). "The North Valle drug cartel depends on its financial network to
stay in businesses, and actions like today's can deal a serious blow to those
resources."

Beto Renteria i1s a leading member of the North Valle drug cartel, and his
involvement in narcotics trafficking has been documented back to the late 1970s.
Beto Renteria is the subject of two federal criminal indictments in the United States.
In 2004, the District Court for the District of Columbia charged Beto Renteria with
violations of the Racketeer Influenced and Corrupt Organizations Act (RICO). Ten
years prior, an indictment was filed in the Southern District of Florida charging Beto
Renteria with conspiracy to import, possess and distribute cocaine in the United
States. The United States is offering up to $5 million for information leading to his
arrest.

This action also targets a financial network of 11 front companies and individuals
that act for or on behalf of Beto Renteria. The four Colombian businesses identified
today are Dimabe Ltda., Inversiones Agroindustriales del Occidente Ltda .,
Compania Agropecuaria del Sur Ltda. and Colombo Andino Comercial Coalsa Ltda.
All four businesses are located in Bogota, Colombia. The seven Colombian
individuals designated today inciude Beto Renteria’'s wife, Maria Nury Caicedo
Gallego, and their key financial front man, Mauricio Pardo Ojeda.

Today's announcement is a result of OFAC's close working relationship with U.S.
law enforcement authorities, and particularly in this case, the Drug Enforcement
Administration (DEA).

SDNTs are subject to the economic sanctions imposed against Colombian drug
cartels in Executive Order 12978. Today's action freezes any assets found in the
United States and prohibits all financial and commercial transactions between the
designees and any U.S. person.

The U.S. Government continues to work with and support the Colombian
government in attacking the finances of Colombia’s drug cartels. In February 2005,
the Colombian government seized the airline Intercontinental de Aviacion, which
had been designated by OFAC in October 2004 because it was owned and
controlled by North Valle cartel leaders Gabriel Puerta Parra and Luis Hernandez

Zea.

The assets of a total of 1,159 business and individuals in Colombia, Costa Rica,
Ecuador, Panama, Peru, Spain, Vanuatu, Venezuela, the Bahamas, the British
Virgin Islands and the Cayman Islands are now blocked under E.O. 12978. The 428
SDNT businesses include agricultural, aviation, consulting, construction,

http://www.tréas.gov/press/releases/js2324.htm 4/26/2005
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distribution, financial, nvestment, manutacturing, mining, offshore, pharmaceutical,
real estate and service firms. The SDNT list includes 17 kingpins from the Cali,
North Valle, and North Coast drug cartels in Colombia, including North Valle cartel
leader Carlos Alberto Renteria Mantilla.

A complete list of the entities identified today can be found at:
http://lwww treas.gov/offices/enforcement/ofac/actions/.

REPORTS

e Renteria Chart
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Statement by Rob Nichols, Assistant Secretary of the
Treasury for Public Affairs

Treasury Secretary John Snow, Chair of the Boards of Trustees of
the Social Security and Medicare Trust Funds, has convened the
spring 2005 meeting of the Boards of Trustees for Wednesday,
March 23, 2005 at the Treasury Department.
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New Treasury Data Shows Tax Cuts Providing Benefits to Millions of
Taxpayers

WASHINGTON, DC - New Department of the Treasury estimates released today
show that over 105 million Americans will have a lighter tax bill thanks to the
Economic Growth and Tax Relief Reconciliation Act of 2001 and the Jobs and
Growth Tax Relief Reconciliation Act of 2003. Nearly 94 million Americans benefit
from the new 10% rate, 27 million families benefit from the increase in the child tax
credit. and over 32 million married couples enjoy a lower tax burden thanks to the
reduction of the marriage penalty.

"While no one looks forward to paying taxes, thanks to President Bush's tax cuts
this tax day will be far less painful for millions of Americans,” Treasury Secretary
John Snow stated. "Tax relief has resulted in a growing economy that is producing
jobs and creating a better standard of living for Americans. Now is the time to make
tax relief permanent so that we can extend this period of economic growth and
allow families to plan for their future without worrying that their taxes might be
raised.”

The attached table contains national and state estimates of the number of filers that
benefit from tax relief.

REPORTS
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COMBINED EFFECT OF THE
ECONOMIC GROWTH AND TAX RELIEF RECONCILIATION ACT OF 2001 (EGTRRA) &
JOBS AND GROWTH TAX RELIEF RECONCILIATION ACT OF 2003 (JGTRRA)
STATE-BY-STATE DISTRIBUTION
BASED ON NUMBER OF RETURNS FILED IN 2004 THAT WOULD HAVE BENEFITED FROM THE ACTS
(in thousands)

Addendum:
Entire Specific Provisions of the Acts Returns with

EGTRRA Reduction in Business

and Reduction in | Reduction of | Increase in Rates on Income’

JGTRRA New Top Marriage Child Tax Capital Gains Benefiting

Acts' 10% Bracket Rates Penalty Credit and Dividends’ from Acts
United States 105,607 93,925 25,615 32,655 27,205 22,116 24,148
Alabama 1,474 1,270 208 461 440 268 311
Alaska 268 246 72 82 03 59 71
Arizona 1.872 1,659 420 587 499 376 396
Arkansas 868 748 133 284 253 153 206
California 12,473 11,034 3,489 3.744 3,080 2,775 3,149
Colorade 1,712 1,548 465 559 420 383 483
Connecticut 1.382 1,247 461 445 324 348 329
Delaware 323 292 87 99 82 70 61
Florida 6.249 5,492 1,311 1,788 1,597 1,214 1,399
Georgia 2972 2,602 091 890 838 596 694
Hawaii 485 440 114 148 117 99 123
Idaho 457 405 75 166 128 87 132
1llinois 4,640 4,151 1,250 1,437 1.200 1,017 1,013
Indiana 2,261 2,037 473 751 611 453 474
Towa 1,070 969 199 371 284 211 288
Kansas 975 374 199 338 262 198 249
Kentucky 1,365 1,206 247 459 370 260 303
Louisiana 1,444 1,238 258 412 429 255 323
Maine 494 446 91 160 125 96 132
Maryland 2,200 1,992 712 660 549 516 481
Massachusetts 2,555 2,323 817 787 565 618 622
Michigan 3,654 3,291 934 1,202 947 785 737
Minnesota 1.969 1,799 515 663 485 440 490
Montana 328 291 50 107 84 60 106
Mississippi 888 751 133 251 278 145 182
Missouri 2,044 1,825 418 663 543 404 449
North Carolina 2,958 2,595 597 936 837 571 685
North Dakota 239 216 38 79 60 45 74
Nebraska 641 579 121 217 168 126 169
Nevada 878 791 206 254 225 178 173
New Hampshire 528 484 142 179 128 120 127
New Jersey 3,386 3.023 1,132 1.065 823 836 731
New Mexico 628 548 117 185 170 115 140
New York 6,907 6,127 1,954 1,883 1,695 1,515 1.576
Ohio 4,415 4,003 1,022 1,242 1,038 878 869
Oklahoma 1,137 993 190 381 318 209 296
Oregon 1,270 1,138 277 417 325 259 325
Pennsylvania 4,633 4,174 1.071 1,480 1.169 967 923
Rhode Island 410 373 107 123 97 88 94
South Carolina 1,430 1,252 264 426 409 261 301
South Dakota 279 250 43 92 73 52 86
Tennessee 2,030 1,781 376 642 570 382 455
Texas 7.356 6,392 1,619 2,305 2,043 1,460 1,730
Utah 779 696 143 287 218 155 202
Vermont 243 221 S0 77 59 49 70
Virginia 2,861 2,570 819 932 708 657 602
Washington 2,336 2,115 ol4 773 587 515 534
Wisconsin 2,114 1,931 478 707 537 443 453
West Virginia 575 505 89 201 156 105 111
Wyoming 191 172 39 65 50 39 55
DC 234 210 81 33 45 53 47
Other Areas 7217 612 142 157 124 150 115
3-14-05

Notes and footnotes appear on following page.




Notes

The figures in the table are based on tabulations of all individual income tax returns filed and processed through the IRS Individual Master
File (IMF) during calendar year 2004, Most returns filed i 2004 were for tax year 2003.

Classification by state was based on the address used on the return. - Usually this address is the taxpayer’s home address. However, some
taxpayers may have used the address of a tax attorney or accountant, or a place of business, and that address could be in a different state
than the taxpayer’s home,

Foatitotes
' The number of returns benefiting from each of the specific provisions shown may not add to the number benefiting from the entire
package because some returns will benefit from more than one provision. In addition to the provisions shown separately, the Acts included

a temporary increase in exemption levels for the alternative minimum tax (AMT).

“ Only returns with capital gains and dividend income are included. Returns reporting no such income can also benefit from the provision
because they will receive higher returns on other investments.

3 . - . . - . . - N
Returns with business income are those that report at least one dollar of income or loss from a sole proprietorship, farm proprictorship,
partnership, S corporation, and/or rental income.
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FROM THE OFFICE OF PUBLIC AFFAIRS

March 21, 2005
15-2327

Deputy Assistant Secretary for Critical Infrastructure Protection
D. Scott Parsons Prepared Remarks
America’s Community Bankers
2005 National Operations, Security & Technology Conference

Orlando, Florida

Thank you, it's a pleasure and honor to be here today representing the Bush
Administration and the Treasury. | appreciate the opportunity to talk about the
important role that community banks have in protecting the financial critical
infrastructure.

One of the hallmarks of the Administration is the effort to strengthen our country,
and that effort has been productive. Our economy is strong today and growing
stronger. Last month, 262,000 new jobs were created. There are more people
working in America than ever before in our nation's history. And economic growth is
healthy, the Bureau of Economic Analysis last month reported a 3.8 percent
increase in the gross domestic product for the fourth quarter of 2004,

The President has led the effort to protect our country against those who wish to do
us harm by strengthening our borders, reforming our intelligence programs, and
creating the Department of Homeland Security. He strengthened and improved the
quality of education. And the President is working to strengthen retirement.

I want to spend just a moment on this because the President has made Social
Security reform a priority in his second term agenda. The Social Security system is
a pay-as-you-go system, which means that the payroll taxes paid by today's
workers support benefits paid to today's seniors. In 1950, there were 16 workers
to support every one beneficiary. Today, that number has dropped to 3.3 workers,
and by the time today's young workers turn 65, there will only be 2 workers to
support each beneficiary. In 2008, the baby boomer generation will begin to retire,
and the number of retirees will continue to rise rapidly.

Americans are also getting older - by 2035, 20 percent of all Americans will be over
the age of 65. And people are living longer - life expectancy has hit a high of 78
years. These demographic shifts have created significant challenges for Social
Security and threaten its solvency.

According to the 2004 Social Security Trustees Report, the cost of doing nothing to
fix the system has reached $10 4 trillion - that's twice the combined wages and
salaries of every working American last year. In 2018, Social Security will begin to
pay out more than it takes in. The shortfalls will grow larger with each passing year
until the system is bankrupt in 2042.

The President believes this is a problem that has to be addressed now so that our
children, and future generations, will not have to face these same fiscal challenges
down the road. The President has put forth some basic principles for Social
Security reform.

e There will be no benefit changes for those born before 1950. Social Security
will not change for those 55 or older.

e The President has ruled out an increase in tax rates. We will not jeopardize
the economic strength of our nation by raising payroll tax  rates. The Social
Security payroll tax, which was once 2 percent, is now 12.4 percent - that's
$1 out of every $8 we earn.

http://www.treas.gov/press/releases/js2327.htm 4/26/2005
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e Another pnnciple is fairness. We imust ensure that lower-income Americans
get the help they need to have dignity and peace of mind in their retirement.
Reform should maintain the progressivity of the system.

¢ The President has also called for the establishment of personal retirement
accounts. This will allow younger workers to build a nest-egg for retirement
that the government cannot take away. Personal accounts offer a chance to
receive a higher rate of return from sound, long-term investing beyond
anything the current system can deliver. The accounts would be voluntary
and offer workers various low-cost options similar to those available through
the retirement system available to federal workers.

With this framework guiding us, the Administration looks forward to working with
Congress 1o fix Social Security once and for all for future generations. | believe that
a fair examination of the President's ideas will demonstrate that they will be good
for all Americans and will ensure the strength of the Social Security system for
future generations.

Cnitical Infrastructure Protection

In addition to the strength of our Social Security system, the President and
Secretary Snow are concerned, as you are, with protecting the resilience and
strength of our economy and financial system. At the Department of Treasury, we
develop and implement policies that enhance the resilience of the economy,
minimize economic damage, speed economic recovery from any adverse
circumstance, and promote the protection of our critical financial infrastructure. Our
process is to first identify the systemically critical infrastructures, assess
vulnerabilities within those infrastructures, remediate the vulnerabilities, and
measure the results. My office is responsible for protecting the critical infrastructure
of the financial services sector.

America's Community Bankers are an important part of the financial infrastructure.
The economy relies upon the strength and resilience of the financial system.
Secretary Snow has said that "the financial system is the engine of our economy.”
A key insight into the strategy to protect our critical infrastructures is that the private
sector owns over 90 percent of that infrastructure, and protecting the infrastructure
is best accomplished through a public/private partnership. The government and the
financial services sector are working together to protect our nation's critical
infrastructure on both the physical and cyber front.

On the physical front, we face threats from terrorists whose objective is to create
devastation, measured in the loss of lives and the destruction of property. Their
techniques include the use of car bombs and homicide bombers. On the cyber
front, we face threats from hackers and identity thieves who want to disrupt systems
and steal from our customers and citizens.

Recently, their have been several well publicized incidents that involve the theft
personal information. It is important that financial institutions continue to safeguard
their customer's assets and their personal information, such as their Social Security
numbers. | believe that the financial sector does a good job in this area. But |
encourage you to continue to work to increase your protections, because the
thieves who want to steal this information are sophisticated, adaptive, and in many
cases organized. Our challenge is to work together to address these threats and
make our institutions stronger. With the old adage that a chain is only as strong as
its weakest link, our goal is to protect all financial institutions.

Our strategy to protect our infrastructure is built on two pillars. We have a public
sector pillar, known as the Financial and Banking Information Infrastructure
Committee (FBIIC). which is comprised of the federal and state financial regutators
and chaired by Treasury. We also have created a private sector pillar, the Financial
Services Sector Coordinating Council (FSSCC) that is comprised of the leading
financial industry trade associations and financial institutions. Treasury appoints the
chair of the FSSCC, and we work closely together to form policies that advance
preparedness and protection. Information sharing between the government and
private sector channels is the cornerstone of our strategy. Generating accurate and
timely information about threats to our physical and cyber infrastructure and then
sharing that information are essential outcomes of this communication. One
mechanism for disseminating vital threat information is the Financial Services
Information Sharing and Analysis Center (FS-ISAC). We've invested to improve the
ISAC, and if you aren't already a member, | encourage you to join.

http://www.treas.gov/press/releases/js2327.htm 4/26/2005
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Four principles guided our actions in the altermath of September 11 and they
continue to guide our actions today. These principles form the bedrock of our
collaboration with the financial sector. While we have a strong regulatory regime in
place that ensures the safety and soundness of financial institutions, | believe that
protecting critical infrastructure is really a risk management problem, and that there
1s no "one size fits all solution” to be achieved through additional regulation.

The first principle is the protection of people. We depend on people - tellers,
technicians, loan officers - to operate the financial system and to see the system
through during times of stress. Indeed, it was the commitment of these
professionals to their inslitutions, customers, and colleagues that helped the
financial system recover from the September 11 attacks.

The second principle is maintaining confidence in the nation's financial system. We
rely on financial services, such as those provided by thousands of community
banks, to process our paychecks, buy groceries, purchase a house, finance our
children's education, or save for retirement. We must ensure that consumers trust
in the financial system. And this in turn produces confidence.

The third principle is to ensure that the financial system remains accessible and
helps keep America "open for business.” When a disaster strikes, investors rely on
markets to price the impact of the disruption on assets. The longer markets are
closed, the longer investors must go without knowing the effects of the disaster.
This uncertainty can itself be harmful to the economy, compounding the impact of
any disruption. Opening financial institutions quickly reduces uncertainty, enabling
us to moderate the effect of the disruption and hasten recovery.

Fourth, we encourage decentralized decision-making and swift, responsible action
by the private sector. In general, financial institutions should engage in problem-
solving and make appropriate decisions without waiting for guidance from
Washington. The private sector owns and operates the majority of the financial
systems, and therefore knows best how to mend these systems after a disruption.

As government and private industry share more and better information, financial
institutions become better prepared to estimate the risks they bear and better
equipped to effectively reduce the likelihood of a disruption through strategic
investments. Furthermore, as more institutions enhance security and reliability, the
incentive increases for competitors to invest in innovative solutions as well. In
some firms, it may shift infrastructure protection from a corporate liability to an
asset. Finally, an industry that responsibly protects itself reduces the need for the
government to impose costly, inflexible, and potentially ineffective regulation.

The four principles - protecting pecple, maintaining confidence, maintaining access
to financial institutions, and promoting de-centralized decision-making and
responsibility - shape our policies to enhance the resilience of the U.S. economy. |
thank you for your time and attention today.

-30-
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Reduction of Consolidated Attributes  Page 1 of 1

FROM THE OFFICE OF PUBLIC AFFAIRS

To view or print the PDF content on this page, download the free Adobe® Acrobat® Reader®.

March 21, 2005
j$-2328

Treasury and IRS Issue Regulations on the Reduction of Consolidated
Attributes

WASHINGTON -- Today the Treasury Department and the Internal Revenue
Service issued final regulations that provide rules for reducing tax attributes (e.g.,
net operating losses, tax credit carryovers) when the debt of a member of a
consolidated group is forgiven. The final regulations are similar to temporary
regulations that were issued in August of 2003. They provide that all of the
consolidated attributes of the group are available for reduction when the debt of a
member of the group is discharged. In addition, they provide a methodology for
reducing attributes.

The text of the regulations is attached.
REPORTS

e Reguiation Text (TD9S192)

http://www.treas.gov/press/rclcascs/j52328.htm 4/26/2005
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part |

[TD 9192]

RIN 1545-BC38; RIN 1545-BC74; RIN 1545-BC95

Guidance Under Section 1502; Application of Section 108 to Members of a Consolidated Group
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Final regulations, temporary regulations, and removal of temporary regulations.
SUMMARY: This document contains final regulations under section 1502 of the Internal
Revenue Code that govern the application of section 108 when a member of a consolidated
group realizes discharge of indebtedness income. These final regulations affect corporations
filing consolidated returns.

DATES: Effective Date: These regulations are effective March 21, 2005.

Applicability Dates: For dates of applicability, see §1.1502-11(c)(7), §1.1502-

13(2)(3)(1)(A) and (ii)(C), §1.1502-19(h)(2)(i1), §1.1502-21(h)(6), §1.1502-28(d), and §1.1502-
32(h)(7).
FOR FURTHER INFORMATION CONTACT: Concerning §1.1502-11 of the final regulations,

Candace B. Ewell at (202) 622-7530 (not a toll-free number), concerning all other sections of the
final regulations, Amber R. Cook at (202) 622-7530 (not a toll-free number).
SUPPLEMENTARY INFORMATION:

Background and Explanation of Provisions



This document contains amendments to 26 CFR part 1 under section 1502 of the Internal
Revenue Code (Code). On September 4, 2003, temporary regulations (TD 9089) (the first
temporary regulations) relating to the application of section 108 to members of a consolidated
group were published in the Federal Register (68 FR 52487). A notice of proposed rulemaking
(REG-132760-03) cross-referencing the first temporary regulations was published in the Federal
Register for the same day (68 FR 52542). The first temporary regulations added §1.1502-28T,
which provides guidance regarding the determination of the attributes that are available for
reduction when a member of a consolidated group realizes discharge of indebtedness income that
is excluded from gross income (excluded COD income) and the method for reducing those
attributes. Section 1.1502-28T reflects a consolidated approach that is intended to reduce all
attributes that are available to the debtor member.

Because the first temporary regulations may not have provided for the reduction of all the
attributes that are available to the debtor member, on December 11, 2003, the IRS and Treasury
Department published in the Federal Register (68 FR 69024) temporary regulations (TD 9098)
(the second temporary regulations) under section 1502 amending §1.1502-28T. A notice of
proposed rulemaking (REG-153319-03) cross-referencing the second temporary regulations was
published in the Federal Register for the same day (68 FR 69062). The second temporary
regulations clarify that certain attributes that arise (or are treated as arising) in a separate return
year are subject to reduction when no SRLY limitation applies to the use of such attributes.

On March 15, 2004, the IRS and Treasury Department published in the Federal Register
(69 FR 12069) temporary regulations (TD 9117) (the third temporary regulations) under section
1502 amending §§1.1502-13 and 1.1502-28T. A notice of proposed rulemaking (REG-167265-

03) (the 2004 proposed regulations) cross-referencing the third temporary regulations was



published in the Federal Register for the same day (69 FR 12091). The third temporary
regulations address certain technical issues relating to the application of excluded COD income
to reduce attributes under sections 108 and 1017 and §1.1502-28T.

The 2004 proposed regulations, in addition to cross-referencing the third temporary
regulations, proposed amendments to §§1.1502-28T and 1.1502-11 to provide a methodology for
computing consolidated taxable income and for effecting attribute reduction when there is a
disposition of the stock of a member in a year during which any member realizes excluded COD
Income.

No public hearing was requested or held for any of the regulations described above.
Written and electronic comments responding to the notices of proposed rulemaking were
received. After consideration of all the comments, the proposed regulations are adopted as
revised by this Treasury decision, and the affected provisions in the corresponding temporary
regulations are removed. The more significant revisions are discussed below.

A. Apportionment of Net Operating Losses

In addition to adding §1.1502-28T, the first temporary reguiations added several
provisions to §1.1502-21T. Sections 1.1502-21 and 1.1502-21T include rules relating to the
amount of consolidated net operating losses apportioned to a subsidiary when a subsidiary
departs from the group. The provisions added to §1.1502-21T require a recomputation of the
percentage of a consolidated net operating loss attributable to a member when a portion of the
loss is carried back to a separate return year or is reduced in respect of excluded COD income, or
when a member departs. Questions have arisen regarding the timing of the recomputation of the
percentage of a consolidated net operating loss attributable to a member in cases in which a

portion of a consolidated net operating loss is carried back to a separate return year or a portion



is reduced in respect of excluded COD income. Therefore, these final regulations clarify the
timing of the recomputation in these cases.

B. Timing of Asset Basis Reduction

Section 108(b)(4)(A) requires the reduction of the tax attributes listed in section
108(b)(2), including basis in property, in respect of excluded COD income after the
determination of the tax imposed for the taxable year of the discharge. Section 1017(a) provides
that when any portion of excluded COD income is to be applied to reduce basis, then such
portion is applied to reduce the basis of any property held by the taxpayer at the beginning of the
taxable year following the taxable year in which the discharge occurs. As a result of the
reference in section 1017(a) to the property held by the taxpayer at the beginning of the taxable
year following the taxable year in which the discharge occurs, questions have arisen regarding
the appropriate time to reduce the basis of property of the taxpayer.

The IRS and Treasury Department believe that the reference in section 1017 to the
property held by the taxpayer at the beginning of the taxable year following the taxable year in
which the discharge occurs merely identifies those properties the basis of which are subject to
reduction. It does not prescribe that basis of property should not be reduced until the beginning
of the taxable year following the taxable year in which the discharge occurs. Accordingly, these
regulations clarify that basis of property is subject to reduction pursuant to the rules of sections
108 and 1017 and §1.1502-28 after the determination of tax for the year during which the
member realizes excluded COD income (and any prior years) and coincident with the reduction
of other attributes pursuant to section 108 and §1.1502-28. However, only the basis of property
held as of the beginning of the taxable year following the taxable year during which the excluded

COD income is realized is available for reduction.



C. Application of Look-Through Rule

The first temporary regulations include a look-through rule that applies if the attribute of
the debtor member reduced is the basis of stock of another member of the group. In these cases,
corresponding reductions must be made to the attributes attributable to the lower-tier member.
To effect those corresponding reductions, the lower-tier member is treated as realizing excluded
COD income in the amount of the stock basis reduction. Questions have arisen regarding
whether the look-through rule applies when there is a reduction in the basis of stock of a
corporation that is a member of the group on the last day of the debtor’s taxable year during
which the excluded COD income is realized, but is not a member of the group on the first day of
the debtor’s following taxable year. For example, suppose P1 owns all of the stock of S1 and Sl
owns all of the stock of S2. P1, S1, and S2 file a consolidated return. In Year 1, P1 realizes
excluded COD income. On the last day of Year 1, Pl sells 50 percent of the stock of S1 to P2.
P1 reduces its basis in the 50 percent of the S1 stock that it owns on the first day of Year 2 in
respect of its excluded COD income. Commentators have questioned whether the look-through
rule applies to reduce S1’s attributes.

The IRS and Treasury Department believe that because S1 and S2 were members of the
same group on the last day of the debtor’s taxable year during which the excluded COD income
was realized, it is appropriate to apply the single entity principles reflected in the look-through
rule. The IRS and Treasury Department have also considered whether the look-through rule
applies when there is a reduction in the basis of stock of a corporation that is not a member of the
group on the last day of the debtor’s taxable year during which the excluded COD income is
realized (by reason of the application of the next day rule of §1.1502-76), but is a member of the

group on the first day of the debtor’s following taxable year. In these cases too, the IRS and



Treasury Department believe that it is appropriate to apply the single entity principles reflected
in the look-through rule. Therefore, these regulations provide that, if the basis of stock of a
corporation (the lower-tier member) that is owned by another corporation (the higher-tier
member) is reduced and both of such corporations are members of the same consolidated group
on the last day of the higher-tier member’s taxable year that includes the date on which the
excluded COD income is realized or the first day of the higher-tier member’s taxable year that
follows the taxable year that includes the date on which the excluded COD income is realized,
the look-through rule will apply to reduce the attributes of the lower-tier member.

D. Attributes Available for Reduction on Departure of Debtor Member

Questions have arisen regarding the identification of the attributes available for reduction
in cases in which the member that realizes the excluded COD income leaves the group (for
example, by reason of a stock acquisition) or the assets of the member are acquired by a
corporation that is not a member of the group in a transaction to which section 381(a) applies on
or prior to the last day of the consolidated return year during which the excluded COD income is
realized. At least one commentator has questioned whether the attributes of other members of
the group from which the debtor member departs are available for reduction in these cases.
These final regulations confirm that, in such cases, the tax attributes that remain after the
determination of the tax imposed on the group that belong to members of the group are available

for reduction.

E. Intragroup Reorganizations and Group Structure Changes

Questions have also arisen regarding the application of the attribute reduction rules when
a taxpayer that is a member of a consolidated group realizes excluded COD income during the

same consolidated return year during which it transfers assets in a transaction to which section



381(a) applies to a corporation that is a member of the group immediately after the transaction.
Section 1.108-7 provides that if a taxpayer realizes excluded COD income either during or after a
taxable year in which the taxpayer is the distributor or transferor of assets in a transaction
described in section 381(a), any tax attributes to which the acquiring corporation succeeds,
including the basis of property acquired by the acquiring corporation in the transaction, must
reflect the reductions required by section 108(b). If a member of the group transfers assets in a
transaction to which section 381(a) applies to a corporation that is a member of the group
immediately after the transaction and, as a result, the taxable year of the transferor member ends
prior to the end of the consolidated return year, the basis of the transferred property following the
transfer may generate depreciation deductions that are allowed in computing the group’s
consolidated taxable income for the entire consolidated return year that includes the date of the
discharge. Requiring the basis of the transferred property to reflect a reduction in respect of the
excluded COD income immediately after the transfer could arguably violate the directive of
section 108(b)(4)(A) that attributes (including basis) be reduced only after the determination of
tax for the taxable year of the discharge. However, if attributes were reduced after the
determination of the group’s tax for the taxable year of the discharge, it may be difficult to
determine which attributes of the combined entity are attributable to the debtor member and
available for reduction. For example, if after the transaction to which section 381(a) applies the
acquiring corporation purchases property, it may be difficult to determine whether that property
is property of the debtor the basis of which is available for reduction or property of the acquiring

corporation the basis of which may not be available for reduction. Similar issues may arise with

respect to other attributes of the transferor.



To address this issue, these final regulations provide that, if the taxable year of a member
during which such member realizes excluded COD income ends prior to the last day of the
consolidated return year and, on the first day of the taxable year of such member that follows the
taxable year during which such member realizes excluded COD income, such member has a
successor member, the successor member is treated as if it had realized the excluded COD
income. Accordingly, all attributes of the successor member listed in section 108(b)(2)
(including attributes that were attributable to the successor member prior to the date such
member became a successor member) are subject to reduction prior to the attributes attributable
to other members of the group. For this purpose, a successor member means a person to which
the member that realizes excluded COD income transfers its assets in a transaction to which
section 381(a) applies if such transferee is a member of the group immediately after the
transaction. This rule avoids the difficulty of tracing attributes and property of the debtor
member once the debtor member has been acquired by another member and recognizes that the
direction of a transaction to which section 381(a) applies in a group may not be meaningful.
These regulations provide a similar rule for cases in which a member of the group acquires the
assets of another member in a transaction to which section 381(a) applies that is also a group
structure change.

F. Application of Next Day Rule

Under §1.1502-76, a consolidated return must include the common parent's items of
income, gain, deduction, loss, and credit for the entire consolidated return year, and each
subsidiary's items for the portion of the year for which it is a member. A corporation that leaves
a consolidated group during the tax year must generally file a short period separate return (or join

in the consolidated return of another group) for the portion of the year not included in the



consolidated return. [f a corporation ceases to be a member during a consolidated return year, it
ceases to be a member at the end of the day on which its status as a member changes, and its tax
year ends at the end of that day. Under the next day rule, however, any transaction that occurs
on the day the member ceases to be affiliated with the group that is properly allocable to the
portion of the subsidiary’s day after the event terminating affiliation must be treated as occurring
at the beginning of the following day. Commentators have questioned whether the next day rule
can be applied when the debt of a subsidiary is discharged in exchange for stock of the
subsidiary and, as a result of the issuance of the subsidiary’s stock to the creditor, the subsidiary
ceases to be a member of the group. As a result of the application of that rule, the excluded COD
income would be treated as realized at the beginning of the day following the day the subsidiary
ceases to be a member of the group, rather than on the day it ceases to be a member of the group.

The IRS and Treasury Department believe that because the excluded COD income
accrued in the group, it is not appropriate to apply the next day rule in these cases. Therefore,
these regulations provide that the next day rule cannot be applied to treat excluded COD income
as realized at the beginning of the day following the day on which it is realized.

G. Timing of Investment Adjustments

Under §1.1502-32, excluded COD income of a subsidiary results in a positive basis
adjustment to the extent it is applied to reduce attributes and the reduction of the subsidiary’s
attributes (other than credits) in respect of excluded COD income will generally result in a
negative basis adjustment. Commentators have requested clarification regarding when these
basis adjustments are effective in cases in which a subsidiary ceases to be a member of the group
on or prior to the end of the consolidated return year during which a member realizes excluded

COD income. Therefore, these regulations clarify that, in those cases, basis adjustments



resulting from the realization of excluded COD income and from the reduction of attributes in
respect thereof are made immediately after the determination of tax for the group for the
consolidated return year during which the excluded COD income is realized (and any prior
years) and are effective immediately before the beginning of the day following the day the
member departs from the group. Therefore, if the departing member becomes a member of
another group (the new group), the adjustments to the basis of the departing member’s stock in
respect of the excluded COD income will not cause stock basis adjustments in the new group.

H. Elimination of Circular Stock Basis on Disposition of Member Stock

The 2004 proposed regulations provide a methodology for computing consolidated
taxable income and for effecting attribute reduction when there is a disposition of member stock
during the same taxable year in which any member realizes excluded COD income. The
methodology is intended to prevent the reduction of tax attributes from affecting the basis of the
member stock that is sold, which would affect the tax liability of the group for the taxable year of
the discharge. Accordingly, the methodology limits the actual reduction of tax attributes to the
amount of tax attributes available for reduction following the tentative computation of taxable
income (or loss).

Commentators have noted, however, that pursuant to section 108(b)(4)(A), attributes are
reduced only after the determination of tax for the taxable year of the discharge. Computing the
limitation on attribute reduction based on the tax attributes remaining after a tentative
computation of taxable income (or loss) does not account for the use of credits in the
computation of the group’s tax liability for the taxable year of the discharge. Therefore, in

response to these comments, the final regulations provide for the computation of the limitation



on attribute reduction after the computation of the tax imposed by chapter 1 of the Code, rather
than after the computation of taxable income (or loss).

I Transactions Designed to Avoid the Application of the Attribute Reduction Rules

The preamble to the first temporary regulations stated that the IRS and Treasury
Department are considering adopting rules under section 1502 (and possibly other Code sections)
to address the effect of transitory transactions and other transactions designed to avoid the
application of the rules concerning attribute reduction. The IRS and Treasury Department
continue to believe that general principles (including step transaction doctrine) could be applied
to disregard certain transactions that have the effect of changing the result of the application of
the attribute reduction rules. Therefore, the IRS and Treasury Department have decided not to
adopt any additional rules at this time.

J. Elective Retroactive Application of Final Regulation

The portion of these regulations finalizing the rules contained in §1.1502-28T apply to
discharges of indebtedness that occur after March 21, 2005. Groups, however, may apply those
rules in whole, but not in part, to discharges of indebtedness that occur on or before March 21,
2005 and after August 29, 2003.

These regulations also permit further retroactive application of a rule included in the third
temporary regulations that prevents the potential duplication of ordinary income recapture under
section 1245 that could be caused by reason of the application of both section 1245 and either
section 1017(b)(3)(D) (which permits subsidiary stock to be treated as depreciable property to
the extent that the subsidiary consents to a corresponding reduction in the basis of its depreciable
property) or the look-through rule. This section 1245 rule provides that a reduction of the basis

of subsidiary stock is treated as a deduction allowed for depreciation only to the extent that the



amount by which the basis of the subsidiary stock is reduced exceeds the total amount of the
attributes attributable to such subsidiary that are reduced pursuant to the subsidiary’s consent
under section 1017(b)(3)(D) or as a result of the application of the look-through rule. The third
temporary regulations made this special rule effective for discharges of indebtedness that occur
after August 29, 2003, the effective date of the look-through rule. The IRS and Treasury
Department are aware that the problem addressed by this special rule could have occurred in
cases of discharges of indebtedness that occurred before August 29, 2003, if section
1017(b)(3)(D) was applied. Accordingly, these final regulations provide that groups may apply
this special rule to discharges of indebtedness that occur on or before August 29, 2003, in cases
in which section 1017(b)(3)(D) was applied.
Special Analyses

It has been determined that this Treasury decision is not a significant regulatory action as
defined in Executive Order 12866. Therefore, a regulatory assessment is not required. Further,
it is hereby certified that these regulations will not have a significant economic impact on a
substantial number of small entities. This certification is based on the fact that these regulations
will primarily affect affiliated groups of corporations that have elected to file a consolidated
return, which tend to be larger businesses. Accordingly, a regulatory flexibility analysis under
the Regulatory Flexibility Act (5 U.S.C. chapter 6) is not required. Pursuant to section 7805(f)
of the Code, the notices of proposed rulemaking preceding these regulations were submitted to
the Chief Counsel for Advocacy of the Small Business Administration for comment on their
impact on small business.

Drafting Information



The principal author of these regulations is Amber R. Cook of the Office of Associate
Chief Counsel (Corporate). However, other personnel from the IRS and Treasury Department
participated in their development.
List of Subjects in 26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements.
Adoption of Amendments to the Regulations

Accordingly, 26 CFR part | is amended as follows:
PART 1--INCOME TAXES

Paragraph 1. The authority citation for part 1 is amended by removing the entries for
§§1.1502-13T, 1.1502-19T, and 1.1502-28T and adding the following entry in numerical order
to read, in part, as follows:

Authority: 26 U.S.C. 7805. * * *

Section 1.1502-28 also issued under 26 U.S.C. 1502, * * *

Par. 2. Section 1.1502-11 is amended as follows:

1. Paragraph (b)(1) is revised.

2. Paragraph (c) is redesignated as paragraph (d).

3. New paragraph (c) is added.

The revision and addition read as follows:

§1.1502-11 Consolidated taxable income.

* %k ok ok ok

(b) Elimination of circular stock basis adjustments when there is no excluded COD

income--(1) In general. If one member (P) disposes of the stock of another member (S), this

paragraph (b) limits the use of S's deductions and losses in the year of disposition and the
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carryback of items to prior years. The purpose of the limitation is to prevent P's income or gain
from the disposition of S's stock from increasing the absorption of S's deductions and losses,
because the increased absorption would reduce P's basis (or increase its excess loss account) in
S's stock under §1.1502-32 and, in turn, increase P's income or gain. See paragraph (b)(3) of this
section for the application of these principles to P's deduction or loss from the disposition of S's
stock, and paragraph (b)(4) of this section for the application of these principles to multiple stock
dispositions. This paragraph (b) applies only when no member realizes discharge of
indebtedness income that is excluded from gross income under section 108(a) (excluded COD
income) during the taxable year of the disposition. See paragraph (c) of this section for rules that
apply when a member realizes excluded COD income during the taxable year of the disposition.
See §1.1502-19(c) for the definition of disposition.

% k k ok %

(c) Elimination of circular stock basis adjustments when there is excluded COD income--

(1) In general. If one member (P) disposes of the stock of another member (S) in a year during
which any member realizes excluded COD income, this paragraph (c) limits the use of S's
deductions and losses in the year of disposition and the carryback of items to prior years, the
amount of the attributes of certain members that can be reduced in respect of excluded COD
income of certain other members, and the attributes that can be used to offset an excess loss
account taken into account by reason of the application of §1.1502-19(c)(1)(i1i)}(B). In addition
to the purpose set forth in paragraph (b)(1) of this section, the purpose of these limitations is to
prevent the reduction of tax attributes in respect of excluded COD income from affecting P’s
income, gain, or loss on the disposition of S stock (including a disposition of S stock that results

from the application of §1.1502-19(c)(1)(iii)(B)) and, in turn, affecting the attributes available
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for reduction pursuant to sections 108 and 1017 and §1.1502-28. See §1.1502-19(c) for the
definition of disposition.

(2) Computation of tax liability, reduction of attributes, and computation of limits on

absorption and reduction of attributes. 1f a member realizes excluded COD income in the taxable

year during which P disposes of S stock, the steps used to compute tax liability, to effect the
reduction of attributes, and to compute the limitations on the absorption and reduction of
attributes are as follows. These steps also apply to determine whether and to what extent an
excess loss account must be taken into account as a result of the application of §1.1502-19(b)(1)
and (c)(1)(iii)(B).

(1) Limitation on deductions and losses to offset income or gain. First, the determination

of the extent to which S’s deductions and losses for the tax year of the disposition (and its
deductions and losses carried over from prior years) may offset income and gain is made
pursuant to paragraphs (b)(2) and (3) of this section.

(i1) Tentative adjustment of stock basis. Second, §1.1502-32 is tentatively applied to

adjust the basis of the S stock to reflect the amount of S’s income and gain included, and
unlimited deductions and losses that are absorbed, in the tentative computation of taxable income
or loss for the year of the disposition (and any prior years) that is made pursuant to paragraph
(b)(2) of this section, but not to reflect the realization of excluded COD income and the reduction

of attributes in respect thereof.

(iii) Tentative computation of stock gain or loss. Third, in the case of a disposition of S

stock that does not result from the application of §1.1502-19(c)(1)(iii)(B), P’s income, gain, or
loss from the disposition of S stock is computed. For this purpose, the result of the computation

pursuant to paragraph (c)(2)(ii) of this section is treated as the basis of such stock.



(iv) Tentative computation of tax imposed. Fourth, the tax imposed by chapter 1 of the

Internal Revenue Code for the year of disposition (and any prior years) is tentatively computed.
For this purpose, in the case of a disposition of S stock that does not result from the application
of §1.1502-19(c)(1)(111)(B), the tentative computation of tax imposed takes into account P’s
income, gain, or loss from the disposition of S stock computed pursuant to paragraph (c)(2)(iii)
of this section. The tentative computation of tax imposed is made without regard to whether all
or a portion of an excess loss account in a share of S stock is required to be taken into account
pursuant to §1.1502-19(b)(1) and (c)(1)(i11)(B).

(v) Tentative reduction of attributes. Fifth, the rules of sections 108 and 1017 and

§1.1502-28 are tentatively applied to reduce the attributes remaining after the tentative
computation of tax imposed pursuant to paragraph (c)(2)(iv) of this section.

(vi) Actual adjustment of stock basis. Sixth, §1.1502-32 is applied to reflect the amount

of S’s income and gain included, and unlimited deductions and losses that are absorbed, in the
tentative computation of tax imposed for the year of the disposition (and any prior years) made
pursuant to paragraph (¢)(2)(iv) of this section, and the excluded COD income applied to reduce
attributes and the attributes tentatively reduced in respect of the excluded COD income pursuant
to paragraph (c)(2)(v) of this section.

(vii) Actual computation of stock gain or loss. Seventh, the group’s actual gain or loss on

the disposition of S stock (including a disposition that results from the application of §1.1502-
19(c)(1)(iii)(B)) is computed. The result of the computation pursuant to paragraph (c)(2)(vi) of

this section is treated as the basis of such stock.

(viii) Actual computation of tax imposed. Eighth, the tax imposed by chapter 1 of the

Internal Revenue Code for the year of the disposition (and any prior years) is computed. The
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actual tax imposed on the group for the year of the disposition is computed by applying the
limitation computed pursuant to paragraph (¢)(2)(i) of this section, and by including the gain or
loss recognized on the disposition of S stock computed pursuant to paragraph (c)(2)(vii) of this
section. However, attributes that were tentatively used in the computation of tax imposed
pursuant to paragraph (c)(2)(iv) of this section and attributes that were tentatively reduced
pursuant to paragraph (c)(2)(v) of this section cannot offset any excess loss account taken into
account as a result of the application of §1.1502-19(b)(1) and (c)(1)(i11)(B).

(1x) Actual reduction of attributes. Ninth, the rules of sections 108 and 1017 and

§1.1502-28 are actually applied to reduce the attributes remaining after the actual computation of
tax imposed pursuant to paragraph (c)(2)(viii) of this section.

(A) S or a lower-tier corporation realizes excluded COD income. IfS or a lower-tier

corporation of S realizes excluded COD income, the aggregate amount of excluded COD income
that is applied to reduce attributes attributable to members other than S and any lower-tier
corporation of S pursuant to this paragraph (c)(2)(ix) shall not exceed the aggregate amount of
excluded COD income that was tentatively applied to reduce attributes attributable to members
other than S and any lower-tier corporation of S pursuant to paragraph (c)(2)(v) of this section.
The amount of the actual reduction of attributes attributable to S and any lower-tier corporation
of S that may be reduced in respect of the excluded COD income of S or a lower-tier corporation

of S shall not be so limited.

(B) A member other than S or a lower-tier corporation realizes excluded COD income. If

a member other than S or a lower-tier corporation of S realizes excluded COD income, the
aggregate amount of excluded COD income that is applied to reduce attributes (other than

credits) attributable to S and any lower-tier corporation of S pursuant to this paragraph (c)(2)(ix)



shall not exceed the aggregate amount of excluded COD income that was tentatively applied to
reduce attributes (other than credits) attributable to S and any lower-tier corporation of S
pursuant to paragraph (c)(2)(v) of this section. The amount of the actual reduction of attributes
attributable to any member other than S and any lower-tier corporation of S that may be reduced
in respect of the excluded COD income of S or a lower-tier corporation of S shall not be so
limited.

(3) Special rules. (1) If the reduction of attributes attributable to a member is prevented as
a result of a limitation described in paragraph (¢)(2)(1x)(B) of this section, the excluded COD
income that would have otherwise been applied to reduce such attributes is applied to reduce the
remaining attributes of the same type that are available for reduction under §1.1502-28(a)(4), on
a pro rata basis, prior to reducing attributes of a different type. The reduction of such remaining
attributes, however, is subject to any applicable limitation described in paragraph (c)(2)(ix)(B) of
this section.

(i1) To the extent S’s deductions and losses in the year of disposition (or those of a lower-
tier corporation of S) cannot offset income or gain because of the limitation under paragraph (b)
of this section or this paragraph (c) and are not reduced pursuant to sections 108 and 1017 and
§1.1502-28, such items are carried to other years under the applicable provisions of the Internal
Revenue Code and regulations as if they were the only items incurred by S (or a lower-tier
corporation of S) in the year of disposition. For example, to the extent S incurs an operating loss
in the year of disposition that is limited and is not reduced pursuant to section 108 and §1.1502-
28, the loss is treated as a separate net operating loss attributable to S arising in that year.

(4) Definition of lower-tier corporation. A corporation is a lower-tier corporation of S if

all of its items of income, gain, deduction, and loss (including the absorption of deduction or loss



and the reduction of attributes other than credits) would be fully reflected in P’s basis in S’s
stock under §1.1502-32.

(5) Examples. For purposes of the examples in this paragraph (c), unless otherwise
stated, the tax year of all persons is the calendar year, all persons use the accrual method of
accounting, the facts set forth the only corporate activity, all transactions are between unrelated
persons, tax liabilities are disregarded, and no election under section 108(b)(5) is made. The
principles of this paragraph (c) are illustrated by the following examples:

Example 1. Departing member realizes excluded COD income. (i) Facts. P owns all of
S’s stock with a $90 basis. For Year 1, P has ordinary income of $30, and S has an $80 ordinary
loss and $100 of excluded COD income from the discharge of non-intercompany indebtedness.

P sells the S stock for $20 at the close of Year 1. As of the beginning of Year 2, S has Asset A
with a basis of $0 and a fair market value of $20.

(ii) Analysis. The steps used to compute the tax imposed on the group, to effect the
reduction of attributes, and to compute the limitations on the use and reduction of attributes are
as follows:

(A) Computation of limitation on deductions and losses to offset income or gain. To
determine the amount of the limitation under paragraph (c)(2)(i) of this section on S’s loss and
the effect of the absorption of S’s loss on P’s basis in S’s stock under §1.1502-32(b), P’s gain or
loss from the disposition of S’s stock is not taken into account. The group is tentatively treated
as having a consolidated net operating loss of $50 (P’s $30 of income minus S’s $80 loss). Thus,
$30 of S’s loss is unlimited and $50 of S’s loss is limited under paragraph (c)(2)(1) of this
section. Under the principles of §1.1502-21(b)(2)(iv), all of the consolidated net operating loss
1s attributable to S.

(B) Tentative adjustment of stock basis. Then, pursuant to paragraph (c)(2)(ii) of this
section, §1.1502-32 is tentatively applied to adjust the basis of S stock. For this purpose,
however, adjustments attributable to the excluded COD income and the reduction of attributes in
respect thereof are not taken into account. Under §1.1502-32(b), the absorption of $30 of S’s
loss decreases P’s basis in S’s stock by $30 to $60.

(C) Tentative computation of stock gain or loss. Then, P's income, gain, or loss from the

sale of S stock is computed pursuant to paragraph (c)(2)(iii) of this section using the basis
computed in the previous step. Thus, P is treated as recognizing a $40 loss from the sale of S

stock.

(D) Tentative computation of tax imposed. Pursuant to paragraph (¢)(2)(1v) of this
section, the tax imposed for the year of disposition is then tentatively computed, taking into
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account P’s $40 loss on the sale of the S stock computed pursuant to paragraph (c)(2)(iii) of this
section. The group has a $50 consolidated net operating loss for Year 1 that, under the principles
of §1.1502-21(b)(2)(1v), 1s wholly attributable to S and a consolidated capital loss of $40 that,
under the principles of §1.1502-21(b)(2)(iv), is wholly attributable to P.

(E) Tentative reduction of attributes. Next, pursuant to paragraph (c)(2)(v) of this
section, the rules of sections 108 and 1017 and §1.1502-28 are tentatively applied to reduce
attributes remaining after the tentative computation of the tax imposed. Pursuant to §1.1502-
28(a)(2), the tax attributes attributable to S would first be reduced to take into account its $100 of
excluded COD income. Accordingly, the consolidated net operating loss for Year 1 would be
reduced by $50, the portion of that consolidated net operating loss attributable to S under the
principles of §1.1502-21(b)(2)(iv), to $0. Then, pursuant to §1.1502-28(a)(4), S’s remaining $50
of excluded COD income would reduce the consolidated capital loss attributable to P of $40 by
$40 to $0. The remaining $10 of excluded COD income would have no effect.

(F) Actual adjustment of stock basis. Pursuant to paragraph (c)(2)(vi) of this section,
§1.1502-32 1s applied to reflect the amount of S’s income and gain included, and unlimited
deductions and losses that are absorbed, in the tentative computation of the tax imposed for the
year of the disposition and the excluded COD income tentatively applied to reduce attributes and
the attributes reduced in respect of the excluded COD income pursuant to the previous step.
Under §1.1502-32(b), the absorption of $30 of S’s loss, the application of $90 of S’s excluded
COD income to reduce attributes of P and S, and the reduction of the $50 loss attributable to S in
respect of the excluded COD income results in a positive adjustment of $10 to P’s basis in the S
stock. P’s basis in the S stock, therefore, is $100.

(G) Actual computation of stock gain or loss. Pursuant to paragraph (c)(2)(vii) of this
section, P’s actual gain or loss on the sale of the S stock is computed using the basis computed in
the previous step. Accordingly, P recognizes an $80 loss on the disposition of the S stock.

(H) Actual computation of tax imposed. Pursuant to paragraph (c)(2)(viii) of this section,
the tax imposed is computed by taking into account P’s $80 loss from the sale of S stock. Before
the application of §1.1502-28, therefore, the group has a consolidated net operating loss of $50
that is wholly attributable to S under the principles of §1.1502-21(b)(2)(iv), and a consolidated
capital loss of $80 that is wholly attributable to P under the principles of §1.1502-21(b)(2)(iv).

(I) Actual reduction of attributes. Pursuant to paragraph (c)(2)(ix) of this section,
sections 108 and 1017 and §1.1502-28 are then actually applied to reduce attributes remaining
after the actual computation of the tax imposed. Pursuant to §1.1502-28(a)(2), the tax attributes
attributable to S must first be reduced to take into account its $100 of excluded COD income.
Accordingly, the consolidated net operating loss for Year 1 is reduced by $50, the portion of that
consolidated net operating loss attributable to S under the principles of §1.1502-21(b)(2)(iv), to
$0. Then, pursuant to §1.1502-28(a)(4), S’s remaining $50 of excluded COD income reduces
consolidated tax attributes. In particular, without regard to the limitation imposed by paragraph
(c)(2)(ix)(A) of this section, the $80 consolidated capital loss, which under the principles of
§1.1502-21(b)(2)(iv) is attributable to P, would be reduced by $50 from $80 to $30. However,
the limitation imposed by paragraph (c)(2)(ix)(A) of this section prevents the reduction of the
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consolidated capital loss attributable to P by more than $40. Therefore, the consolidated capital
loss attributable to P is reduced by only $40 in respect of S’s excluded COD income. The
remaining $10 of excluded COD income has no effect.

Example 2. Member other than departing member realizes excluded COD income. (i)
Facts. P owns all of S1’s and S2’s stock. P’s basis in S2’s stock is $600. For Year 1, P has
ordinary income of $30, S1 has a $100 ordinary loss and $100 of excluded COD income from
the discharge of non-intercompany indebtedness, and S2 has $200 of ordinary loss. P sells the
S2 stock for $600 at the close of Year 1. As of the beginning of Year 2, S1 has Asset A with a
basis of $0 and a fair market value of $10.

(11) Analysis. The steps used to compute the tax imposed on the group, to effect the
reduction of attributes, and to compute the limitations on the use and reduction of attributes are
as follows:

(A) Computation of limitation on deductions and losses to offset income or gain. To
determine the amount of the limitation under paragraph (c)(2)(i) of this section on S2’s loss and
the effect of the absorption of S2°s loss on P’s basis in S2°s stock under §1.1502-32(b), P’s gain
or loss from the sale of S2’s stock is not taken into account. The group is tentatively treated as
having a consolidated net operating loss of $270 (P’s $30 of income minus S1°s $100 loss and
S2’s $200 loss). Consequently, $20 of S2’s loss from Year 1 is unlimited and $180 of S2’s loss
from Year | is limited under paragraph (¢)(2)(1) of this section. Under the principles of §1.1502-
21(b}(2)(1v), $90 of the consolidated net operating loss is attributable to S1 and $180 of the
consolidated net operating loss is attributable to S2.

(B) Tentative adjustment of stock basis. Then, pursuant to paragraph (c)(2)(i1) of this
section, §1.1502-32 is tentatively applied to adjust the basis of S2’s stock. For this purpose,
however, adjustments to the basis of S2’s stock attributable to the reduction of attributes in
respect of S1’s excluded COD income are not taken into account. Under §1.1502-32(b), the
absorption of $20 of S2’s loss decreases P’s basis in S2’s stock by $20 to $580.

(C) Tentative computation of stock gain or loss. Then, P's income, gain, or loss from the
disposition of S2 stock is computed pursuant to paragraph (c)(2)(iii) of this section using the
basis computed in the previous step. Thus, P is treated as recognizing a $20 gain from the sale of
the S2 stock.

(D) Tentative computation of tax imposed. Pursuant to paragraph (c)(2)(iv) of this
section, the tax imposed for the year of disposition is then tentatively computed, taking into
account P's $20 gain from the sale of S2 stock computed pursuant to paragraph (c)(2)(iii) of this
section. Although S2’s limited loss cannot be used to offset P’s $20 gain from the sale of S2’s
stock under the rules of this section, S1°s loss will offset that gain. Therefore, the group is
tentatively treated as having a consolidated net operating loss of $250, $70 of which is
attributable to S1 and $180 of which is attributable to S2 under the principles of §1.1502-

21(b)(2)(iv).
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(E) Tentative reduction of attributes. Next, pursuant to paragraph (c)(2)(v) of this
section, the rules of sections 108 and 1017 and §1.1502-28 are tentatively applied to reduce
attributes remaining after the tentative computation of the tax imposed. Pursuant to §1.1502-
28(a)(2), the tax attributes attributable to S1 would first be reduced to take into account its $100
of excluded COD income. Accordingly, the consolidated net operating loss for Year | would be
reduced by $70, the portion of that consolidated net operating loss attributable to S1 under the
principles of §1.1502-21(b)(2)(iv), to $0. Then, pursuant to §1.1502-28(a)(4), S1’s remaining
$30 of excluded COD income would reduce the consolidated net operating loss for Year |
attributable to S2 of $180 by $30 to $150.

(F) Actual adjustment of stock basis. Pursuant to paragraph (c)(2)(vi) of this section,
§1.1502-32 is applied to reflect the amount of S2’s income and gain included, and unlimited
deductions and losses that are absorbed, in the tentative computation of the tax imposed for the
year of the disposition and the excluded COD income tentatively applied to reduce attributes and
the attributes reduced in respect of the excluded COD income pursuant to the previous step.
Under §1.1502-32(b), the absorption of $20 of S2’s loss to offset a portion of P’s income and the
application of $30 of S1’s excluded COD income to reduce attributes attributable to S2 results in
a negative adjustment of $50 to P’s basis in the S2 stock. P’s basis in the S2 stock, therefore, is
$550.

(G) Actual computation of stock gain or loss. Pursuant to paragraph (c)(2)(vii) of this
section, P’s actual gain or loss on the sale of the S2 stock is computed using the basis computed
in the previous step. Therefore, P recognizes a $50 gain on the disposition of the S2 stock.

(H) Actual computation of tax imposed. Pursuant to paragraph (c)(2)(vii1) of this section,
the tax imposed is computed by taking into account P’s $50 gain from the disposition of the S2
stock. Before the application of §1.1502-28, therefore, the group has a consolidated net
operating loss of $220, $40 of which is attributable to SI and $180 of which is attributable to S2

under the principles of §1.1502-21(b)(2)(1v).

(I) Actual reduction of attributes. Pursuant to paragraph (c)(2)(ix) of this section,
sections 108 and 1017 and §1.1502-28 are then actually applied to reduce attributes remaining
after the actual computation of the tax imposed. Pursuant to §1.1502-28(a)(2), the tax attributes
attributable to S1 must first be reduced to take into account its $100 of excluded COD income.
Accordingly, the consolidated net operating loss for Year 1 is reduced by $40, the portion of that
consolidated net operating loss attributable to S1 under the principles of §1.1502-21(b)(2)(iv), to
$0. Then, pursuant to §1.1502-28(a)(4), without regard to the limitation imposed by paragraph
(c)(2)(ix)(B) of this section, S1’s remaining $60 of excluded COD income would reduce S2’s net
operating loss of $180 to $120. However, the limitation imposed by paragraph (¢)(2)(ix)}(B) of
this section prevents the reduction of S2’s loss by more than $30. Therefore, S2’s loss of $180 is
reduced by $30 to $150 in respect of S1’s excluded COD income. The remaining $30 of

excluded COD income has no effect.

Example 3. Lower-tier corporation of departing member realizes excluded COD income.
(i) Facts. P owns all of SI’s stock, S2’s stock, and S3’s stock. S1 owns all of S4’s stock. P’s
basis in S1’s stock is $50 and S1’s basis in S4°s stock is $50. For Year I, P has $50 of ordinary
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loss, S has $100 of ordinary loss, S2 has $150 of ordinary loss, S3 has $50 of ordinary loss, and
S4 has $50 of ordinary loss and $80 of excluded COD income from the discharge of non-
intercompany indebtedness. P sells the S stock for $100 at the close of Year 1. As of the
beginning of Year 2, S4 has Asset A with a fair market value of $10. After the computation of
tax imposed for Year | and before the application of sections 108 and 1017 and §1.1502-28,
Asset A has a basis of $0.

(i) Analysis. The steps used to compute the tax imposed on the group, to effect the
reduction of attributes, and to compute the limitations on the use and reduction of attributes are
as follows:

(A) Computation of limitation on deductions and losses to offset income or gain. To
determine the amount of the limitation under paragraph (c)(2)(i) of this section on S1’s and S4’s
losses and the effect of the absorption of S1’s and S4’s losses on P’s basis in S1’s stock under
§1.1502-32(b), P’s gain or loss from the sale of S1’s stock is not taken into account. The group
1s tentatively treated as having a consolidated net operating loss of $400. Consequently, $100 of
S1’s loss and $50 of S4’s loss is limited under paragraph (c)(2)(i) of this section.

(B) Tentative adjustment of stock basis. Then, pursuant to paragraph (c)(2)(ii) of this
section, §1.1502-32 is tentatively applied to adjust the basis of S1°s stock. For this purpose,
adjustments to the basis of S1°s stock attributable to S4’s realization of excluded COD income
and the reduction of attributes in respect of such excluded COD income are not taken into
account. There is no adjustment under §1.1502-32 to the basis of the S1 stock. Therefore, P’s
basis in the S1 stock for this purpose is $50.

(C) Tentative computation of stock gain or loss. Then, P's income, gain, or loss from the
sale of S1 stock is computed pursuant to paragraph (c)(2)(iii) of this section using the basis
computed in the previous step. Thus, P is treated as recognizing a $50 gain from the sale of the
St stock.

(D) Tentative computation of tax imposed. Pursuant to paragraph (c)(2)(iv) of this
section, the tax imposed for the year of disposition is then tentatively computed, taking into
account P’s $50 gain from the sale of the S1 stock computed pursuant to paragraph (c)(2)(ii1) of
this section. Although S1°s and S4’s limited losses cannot be used to offset P’s $50 gain from
the sale of S1°s stock under the rules of this section, $10 of P’s loss, $30 of S2’s loss, and $10 of
S3’s loss will offset that gain. Therefore, the group is tentatively treated as having a
consolidated net operating loss of $350, $40 of which is attributable to P, $100 of which is
attributable to S1, $120 of which is attributable to S2, $40 of which is attributable to S3, and $50
of which is attributable to S4 under the principles of §1.1502-21(b)(2)(1v).

(E) Tentative reduction of attributes. Next, pursuant to paragraph (c)(2)(v) of this
section, the rules of sections 108 and 1017 and §1.1502-28 are tentatively applied to reduce
attributes remaining after the tentative computation of the tax imposed. Pursuant to §1.1502-
28(a)(2), the tax attributes attributable to S4 would first be reduced to take into account its $80 of
excluded COD. Accordingly, the consolidated net operating loss for Year 1 would be reduced
by $50, the portion of the consolidated net operating loss attributable to S4 under the principles
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of §1.1502-21(b)(2)(iv), to $300. Then, pursuant to §1.1502-28(a)(4), S4’s remaining $30 of
excluded COD income would reduce the consolidated net operating loss for Year | that is
attributable to other members. Therefore, the consolidated net operating loss for Year 1 would
be reduced by $30. Of that amount, $4 is attributable to P, $10 is attributable to S1, $12 is
attributable to S2, and $4 is attributable to S3.

(F) Actual adjustment of stock basis. Pursuant to paragraph (c)(2)(vi) of this section,
§1.1502-32 1s applied to reflect the amount of S1°s and S4’s income and gain included, and
unlimited deductions and losses that are absorbed, in the tentative computation of tax imposed
for the year of the disposition and the excluded COD income tentatively applied to reduce
attributes and the attributes reduced in respect of the excluded COD income pursuant to the
previous step. Under §1.1502-32(b), the application of $80 of S4’s excluded COD income to
reduce attributes, and the reduction of S4’s loss in the amount of $50 and S1°s loss in the amount
of $10 in respect of the excluded COD income results in a positive adjustment of $20 to P’s basis
in the S1 stock. Accordingly, P’s basis in S1 stock is $70.

(G) Actual computation of stock gain or loss. Pursuant to paragraph (c)(2)(vii) of this
section, P’s actual gain or loss on the sale of the S1 stock is computed using the basis computed
in the previous step. Accordingly, P recognizes a $30 gain on the disposition of the S1 stock.

(H) Actual computation of tax imposed. Pursuant to paragraph (c)(2)(viii) of this section,
the tax imposed is computed by taking into account P’s $30 gain from the sale of S1 stock.
Before the application of §1.1502-28, therefore, the group has a consolidated net operating loss
of $370, $44 of which is attributable to P, $100 of which is attributable to S1, $132 of which is
attributable to S2, $44 of which is attributable to S3, and $50 of which is attributable to S4.

() Actual reduction of attributes. Pursuant to paragraph (c)(2)(ix) of this section,
sections 108 and 1017 and §1.1502-28 are then actually applied to reduce attributes remaining
after the actual computation of the tax imposed. Pursuant to §1.1502-28(a)(2), the tax attributes
attributable to S4 must first be reduced to take into account its $80 of excluded COD income.
Accordingly, the consolidated net operating loss for Year 1 is reduced by $50, the portion of that
consolidated net operating loss attributable to S4 under the principles of §1.1502-21(b)(2)(iv), to
$320. Then, pursuant to §1.1502-28(a)(4), without regard to the limitation imposed by
paragraph (c)(2)(ix)(A) of this section, S4’s remaining $30 of excluded COD income would
reduce the consolidated net operating loss for Year 1 by $30 ($4.12 of the consolidated net
operating loss attributable to P, $9.38 of the consolidated net operating loss attributable to S1,
$12.38 of the consolidated net operating loss attributable to S2, and $4.12 of the consolidated net
operating loss attributable to S3) to $290. However, the limitation imposed by paragraph
(c)(2)(ix)(A) of this section prevents the reduction of the consolidated net operating loss
attributable to P, S2, and S3 by more than $4, $12, and $4 respectively. The $.62 of excluded
COD income that would have otherwise reduced the consolidated net operating loss attributable
to P, S2, and S3 is applied to reduce the consolidated net operating loss attributable to S1.

Therefore, S1 carries forward $90 of loss.

Example 4. Excess loss account taken into account. (i) Facts. P is the common parent of
a consolidated group. On Day 1 of Year 2, P acquired all of the stock of SI. As of the beginning
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of Year 2, S1 had a $30 net operating loss carryover from Year 1, a separate return limitation
year. A limitation under §1.1502-21(c) applies to the use of that loss by the P group. For Years
I and 2, the P group had no consolidated taxable income or loss. On Day 1 of Year 3, S1
acquired all of the stock of S2 for $10. In Year 3, P had ordinary income of $10, S1 had ordinary
income of $25, and S2 had an ordinary loss of $50. In addition, in Year 3, S2 realized $20 of
excluded COD income from the discharge of non-intercompany indebtedness. After the
discharge of this indebtedness, S2 had no liabilities. As of the beginning of Year 4, S2 had Asset
A with a fair market value of $10. After the computation of tax imposed for Year 3 and before
the application of sections 108 and 1017 and §1.1502-28, Asset A has a basis of $0. S2 had no
taxable income (or loss) for Year | and Year 2.

(i1) Analysis. The steps used to compute the tax imposed on the group, to effect the
reduction of attributes, and to compute the limitations on the use and reduction of attributes are
as follows:

(A) Computation of limitation on deductions and losses to offset income or gain, tentative
basis adjustments, tentative computation of stock gain or loss. Because it is not initially apparent
that there has been a disposition of stock, paragraph (c)(2)(i) of this section does not limit the use
of deductions to offset income or gain, no adjustments to the basis are required pursuant to
paragraph (c)(2)(11) of this section, and no stock gain or loss is computed pursuant to paragraph
(c)(2)(i11) of this section or taken into account in the tentative computation of tax imposed
pursuant to paragraph (c)(2)(iv) of this section.

(B) Tentative computation of tax imposed. Pursuant to paragraph (c)(2)(iv) of this
section, the tax imposed for Year 3 is tentatively computed. For Year 3, the P group has a
consolidated taxable loss of $15, all of which is attributable to S2 under the principles of
§1.1502-21(b)(2)(iv).

(C) Tentative reduction of attributes. Next, pursuant to paragraph (c)(2)(v) of this
section, the rules of sections 108 and 1017 and §1.1502-28 are tentatively applied to reduce
attributes remaining after the tentative computation of tax imposed. Pursuant to §1.1502-
28(a)(2), the tax attributes attributable to S2 would first be reduced to take into account its $20 of
excluded COD income. Accordingly, the consolidated net operating loss for Year 3 is reduced
by $15, the portion of that consolidated net operating loss attributable to S2 under the principles
of §1.1502-21(b)(2)(iv), to $0. The remaining $5 of excluded COD income is not applied to
reduce attributes as there are no remaining attributes that are subject to reduction.

(D) Actual adjustment of stock basis. Pursuant to paragraph (¢)(2)(vi) of this section,
§1.1502-32 is applied to reflect the amount of S2’s income and gain included, and unlimited
deductions and losses that are absorbed, in the tentative computation of tax imposed for the year
of the disposition and the excluded COD income tentatively applied to reduce attributes and the
attributes reduced in respect of the excluded COD income pursuant to the previous step. Under
§1.1502-32, the absorption of $35 of S2’s loss, the application of $15 in respect of 52’s excluded
COD income to reduce attributes, and the reduction of $15 in respect of the loss attributable to
S2 reduced in respect of the excluded COD income results in a negative adjustment of $35 to the
basis of the S2 stock. Therefore, S1 has an excess loss account of $25 in the S2 stock.

25



(E) Actual computation of stock gain or loss. Pursuant to paragraph (c)(2)(vit) of this
section, S1's actual gain or loss, if any, on the S2 stock is computed. Because S2 realized $5 of
excluded COD income that was not applied to reduce attributes, pursuant to §1.1502-19(b)(1)
and (c)(1)(111)(B), SI is required to take into account $5 of its excess loss account in the S2 stock.

(F) Actual computation of tax imposed. Pursuant to paragraph (c)(2)(viii) of this section,
the tax imposed is computed by taking into account the $5 of the excess loss account in the S2
stock required to be taken into account. See §1.1502-28(b)(6) (requiring an excess loss account
that is required to be taken into account as a result of the application of §1.1502-19(c)(1)(iii)(B)
to be included in the group’s tax return for the year that includes the date of the debt discharge).
However, pursuant to paragraph (c)(2)(viii) of this section, such amount may not be offset by
any of the consolidated net operating loss attributable to S2. It may, however, subject to
applicable limitations, be offset by the separate net operating loss of S1 from Year 1.

(G) Actual reduction of attributes. Pursuant to paragraph (c)(2)(ix) of this section,
sections 108 and 1017 and §1.1502-28 are then actually applied to reduce attributes remaining
after the actual computation of the tax imposed. Attributes will be actually reduced in the same
way that they were tentatively reduced.

(6) Additional rules for multiple dispositions. [Reserved]

(7) Effective date. This paragraph (c) applies to dispositions of subsidiary stock that
occur after March 22, 2005. Taxpayers may apply §1.1502-11(c) of REG-167265-03 (2004-15
IRB 730) (see §601.601(d)(2) of this chapter) in whole, but not in part, to any disposition of
subsidiary stock that occurs on or before March 22, 2005, if a member of the group realized
excluded COD income after August 29, 2003, in the taxable year that includes the date of the
disposition of such subsidiary stock.
* ok K K %

Par. 3. Section 1.1502-13 is amended as follows:

1. Three sentences are added at the end of paragraph (g)(3)(1)(A).

2. Paragraph (g)(3)(ii)(B) is revised.

3. Paragraph (g)(3)(11)(C) is added.

The revision and additions read as follows:
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§1.1502-13 Intercompany transactions.

' EEER:

(g)***

(3) * * *

(i) * * *

(A) * ** For purposes of the preceding sentence, a reduction of the basis of an
intercompany obligation pursuant to sections 108 and 1017 and 1.1502-28 is not a comparable
transaction. Notwithstanding paragraph (1) of this section, the preceding sentence applies to
transactions or events occurring during a taxable year the original return for which is due
(without regard to extensions) after March 21, 2005. For transactions or events occurring during
a taxable year the original return for which is due (without regard to extensions) on or before
March 21, 2005 and after March 12, 2004, see §1.1502-13T(g)(3)(ii)(B)(3) as contained in 26
CFR part 1 revised as of April 1, 2004.
ok ok Kk

(i) * * *

(B) Timing and attributes. For purposes of applying the matching rule and the

acceleration rule --

(1) Paragraph (c)(6)(ii) of this section (limitation on treatment of intercompany income or
gain as excluded from gross income) does not apply to prevent any intercompany income or gain

from being excluded from gross income;

(2) Paragraph (c)(6)(i) of this section (treatment of intercompany items if corresponding

items are excluded or nondeductible) will not apply to exclude any amount of income or gain
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attributable to a reduction of the basis of an intercompany obligation pursuant to sections 108
and 1017 and §1.1502-28; and

(3) Any gain or loss from an intercompany obligation is not subject to section 108(a),
section 354 or section 1091.

(C) Effective date. Notwithstanding paragraph (1) of this section, paragraph (g)(3)(ii)(B)
of this section applies to transactions or events occurring during a taxable year the original return
for which is due (without regard to extensions) after March 12, 2004. For transactions or events
occurring during a taxable year the original return for which is due (without regard to extensions)
on or before March 12, 2004, see §1.1502-13(g)(3)(ii)(B) as contained in 26 CFR part | revised
as of April 1, 2003.

* ok ok K ok
§1.1502-13T [Removed]

Par. 4. Section 1.1502-13T is removed.

Par. 5. Section 1.1502-19 is amended as follows:

1. Paragraph (b)(1) is revised.

2. Paragraph (h)(2)(i1) is revised.

The revisions read as follows:

§1.1502-19 Excess loss accounts.

* ok % K ok

(1) Operating rules--(i) General rule. Except as provided in paragraph (b)(1)(i1) of this
section, if P is treated under this section as disposing of a share of S’s stock, P takes into account

its excess loss account in the share as income or gain from the disposition.
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(i1) Special limitation on amount taken into account. Notwithstanding paragraph (b)(1)(i)

of this section, if P is treated as disposing of a share of S’s stock as a result of the application of
paragraph (c)(1)(111)(B) of this section, the aggregate amount of its excess loss account in the
shares of S's stock that P takes into account as income or gain from the disposition shall not
exceed the amount of S's indebtedness that is discharged that is neither included in gross income
nor treated as tax-exempt income under §1.1502-32(b)(3)(ii)(C)(1). If more than one share of
S’s stock has an excess loss account, such excess loss accounts shall be taken into account
pursuant to the preceding sentence, to the extent possible, in a manner that equalizes the excess
loss accounts in S’s shares that have an excess loss account.

(1) Treatment of disposition. Except as provided in paragraph (b)(4) of this section, the

disposition is treated as a sale or exchange for purposes of determining the character of the
income or gain.
%k Kk %k k X

(ii) Application of special limitation. If P was treated as disposing of stock of S because

S was treated as worthless as a result of the application of paragraph (c)(1)(111)(B) of this section
after August 29, 2003, the amount of P’s income, gain, deduction, or loss, and the stock basis
reflected in that amount, are determined or redetermined with regard to paragraph (b)(1)(i1) of
this section. If P was treated as disposing of stock of S because S was treated as worthless as a
result of the application of paragraph (c)(1)(ii1)(B) of this section on or before August 29, 2003,
the group may determine or redetermine the amount of P’s income, gain, deduction, or loss, and

the stock basis reflected in that amount with regard to paragraph (b)(1)(ii) of this section.
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§1.1502-19T |[Removed]

Par. 6. Section 1.1502-19T is removed.

Par. 7. In §1.1502-21, paragraphs (b)(1), (b)(2)(ii)(A), (b)(2)(iv), (c)(2)(vii), and (h)(6)
are revised to read as follows:

§1.1502-21 Net operating losses.

% k ok % %

(1) Carryovers and carrybacks generally. The net operating loss carryovers and

carrybacks to a taxable year are determined under the principles of section 172 and this section.
Thus, losses permitted to be absorbed in a consolidated return year generally are absorbed in the
order of the taxable years in which they arose, and losses carried from taxable years ending on
the same date, and which are available to offset consolidated taxable income for the year,
generally are absorbed on a pro rata basis. In addition, the amount of any CNOL absorbed by the
group in any year is apportioned among members based on the percentage of the CNOL
attributable to each member as of the beginning of the year. The percentage of the CNOL
attributable to a member is determined pursuant to paragraph (b)(2)(iv)(B) of this section.
Additional rules provided under the Internal Revenue Code or regulations also apply. See, e.g.,
section 382(1)(2)(B) (if losses are carried from the same taxable year, losses subject to limitation
under section 382 are absorbed before losses that are not subject to limitation under section 382).
See paragraph (c)(1)(iii) of this section, Example 2, for an illustration of pro rata absorption of
losses subject to a SRLY limitation. See §1.1502-21T(b)(3)(v) regarding the treatment of any

loss that is treated as expired under §1.1502-35T(f)(1).
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(2) % * *

(11) Special rules--(A) Year of departure from group. If a corporation ceases to be a

member during a consolidated return year, net operating loss carryovers attributable to the
corporation are first carried to the consolidated return year, and then are subject to reduction
under section 108 and §1.1502-28 in respect of discharge of indebtedness income that is realized
by a member of the group and that is excluded from gross income under section 108(a). Only
the amount so attributable that is not absorbed by the group in that year or reduced under section
108 and §1.1502-28 1s carried to the corporation’s first separate return year. For rules
concerning a member departing a subgroup, see paragraph (c¢)(2)(vii) of this section.

% Kk K ¥ X

(iv) Operating rules--(A) Amount of CNOL attributable to a member. The amount of a

CNOL that is attributable to a member shall equal the product of the CNOL and the percentage
of the CNOL attributable to such member.

(B) Percentage of CNOL attributable to a member--(1) In general. Except as provided in

paragraph (b)(2)(iv)(B)(2) of this section, the percentage of the CNOL attributable to a member
shall equal the separate net operating loss of the member for the year of the loss divided by the
sum of the separate net operating losses for that year of all members having such losses. For this
purpose, the separate net operating loss of a member is determined by computing the CNOL by
reference to only the member’s items of income, gain, deduction, and loss, including the
member’s losses and deductions actually absorbed by the group in the taxable year (whether or

not absorbed by the member).

(2) Special rules--(i) Carryback to a separate return year. If a portion of the CNOL

attributable to a member for a taxable year is carried back to a separate return year, the
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percentage of the CNOL attributable to each member as of immediately after such portion of the
CNOL is carried back shall be recomputed pursuant to paragraph (b)(2)(iv)(B)(2)(iv) of this
section.

(i1) Excluded discharge of indebtedness income. If during a taxable year a member

realizes discharge of indebtedness income that is excluded from gross income under section
108(a) and such amount reduces any portion of the CNOL attributable to any member pursuant
to section 108 and §1.1502-28, the percentage of the CNOL attributable to each member as of
immediately after the reduction of attributes pursuant to sections 108 and 1017 and §1.1502-28
shall be recomputed pursuant to paragraph (b)(2)(iv)(B)(2)(iv) of this section.

(111) Departing member. If during a taxable year a member that had a separate net

operating loss for the year of the CNOL ceases to be a member, the percentage of the CNOL
attributable to each member as of the first day of the following consolidated return year shall be
recomputed pursuant to paragraph (b)(2)(iv)(B)}2)1v) of this section.

(iv) Recomputed percentage. The recomputed percentage of the CNOL attributable to

each member shall equal the unabsorbed CNOL attributable to the member at the time of the
recomputation divided by the sum of the unabsorbed CNOL attributable to all of the members at
the time of the recomputation. For purposes of the preceding sentence, a CNOL that is reduced
pursuant to section 108 and §1.1502-28 or that is otherwise permanently disallowed or
eliminated shall be treated as absorbed.
* ok ok ok %

(c) * * *

(2) % * *
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(vit) Corporations that leave a SRLY subgroup. If a loss member ceases to be affiliated

with a SRLY subgroup, the amount of the member’s remaining SRLY loss from a specific year

is determined pursuant to the principles of paragraphs (b)(2)(ii)(A) and (b)(2)(iv) of this section.

X %k X K Xk

(6) Certain prior periods. Paragraphs (b)(1), (b)(2)(i1)(A), (b)(2)(iv), and (c)(2)(vii) of

this section shall apply to taxable years the original return for which the due date (without regard
to extensions) is after March 21, 2005. Paragraph (b)(2)(ii)(A) of this section and §1.1502-
21T(b)(1), (b)(2)(iv), and (c)(2)(vii) as contained in 26 CFR part 1 revised as of April 1, 2004,
shall apply to taxable years the original return for which the due date (without regard to
extensions) is on or before March 21, 2005 and after August 29, 2003. For taxable years the
original return for which the due date (without regard to extensions) is on or before August 29,
2003, see paragraphs (b)(1), (b)(2)(i1)(A), (b)(2)(iv), and (c)(2)(vii) of this section and §1.1502-
21T(b)(1) as contained in 26 CFR part 1| revised as of April 1, 2003.
* ok Kk %

Par. 8. Section 1.1502-21T is amended as follows:

1. Paragraphs (a) through (b)(2)(v) are revised.

2. Paragraphs (c)(1) through (h)(7) are revised.

The revisions read as follows:

§1.1502-21T Net operating losses (temporary).

(a) through (b)(2)(v) [Reserved]. For further guidance, see §1.1502-21(a) through

(®)(2)(v).

% %k %k %k ¥k
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(c)(1) through (h)(7) [Reserved]. For further guidance, see §1.1502-21(c)(1) through

(h)(7).

k Kk %k K 3k

Par. 9. Section 1.1502-28 is added to read as follows:

§1.1502-28 Consolidated section 108.

(a) In general. This section sets forth rules for the application of section 108(a) and the
reduction of tax attributes pursuant to section 108(b) when a member of the group realizes
discharge of indebtedness income that is excluded from gross income under section 108(a)
(excluded COD income).

(1) Application of section 108(a). Section 108(a)(1)(A) and (B) is applied separately to

each member that realizes excluded COD income. Therefore, the limitation of section 108(a)(3)
on the amount of discharge of indebtedness income that is treated as excluded COD income is
determined based on the assets (including stock and securities of other members) and liabilities
(including liabilities to other members) of only the member that realizes excluded COD income.

(2) Reduction of tax attributes attributable to the debtor--(i) In general. With respect to a

member that realizes excluded COD income in a taxable year, the tax attributes attributable to
that member (and its direct and indirect subsidiaries to the extent required by section
1017(b)(3)(D) and paragraph (a)(3) of this section), including basis of assets and losses and
credits arising in separate return limitation years, shall be reduced as provided in sections 108
and 1017 and this section. Basis of subsidiary stock, however, shall not be reduced below zero
pursuant to paragraph (a)(2) of this section (including when subsidiary stock is treated as

depreciable property under section 1017(b)(3)(D) when there is an election under section

108(b)(5)).
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(1) Consolidated tax attributes attributable to a member. For purposes of this section, the

amount of a consolidated tax attribute (e.g., a consolidated net operating loss) that is attributable
to a member shall be determined pursuant to the principles of §1.1502-21(b)(2)(iv). In addition,
if the member is a member of a separate return limitation year subgroup, the amount of a tax
attribute that arose in a separate return limitation year that is attributable to that member shall
also be determined pursuant to the principles of §1.1502-21(b)(2)(iv).

(3) Look-through rules--(i) Priority of section 1017(b)(3)(D). If a member treats stock of

a subsidiary as depreciable property pursuant to section 1017(b)(3)(D), the basis of the
depreciable property of such subsidiary shall be reduced pursuant to section 1017(b)(3)(D) prior
to the application of paragraph (a)(3)(i1) of this section.

(ii) Application of additional look-through rule. If the basis of stock of a corporation (the

lower-tier member) that is owned by another corporation (the higher-tier member) 1s reduced
pursuant to sections 108 and 1017 and paragraph (a)(2) of this section (but not as a result of
treating subsidiary stock as depreciable property pursuant to section 1017(b)(3)(D)), and both of
such corporations are members of the same consolidated group on the last day of the higher-tier
member’s taxable year that includes the date on which the excluded COD income is realized or
the first day of the higher-tier member’s taxable year that follows the taxable year that includes
the date on which the excluded COD income is realized, solely for purposes of sections 108 and
1017 and this section other than paragraphs (a)(4) and (b)(1) of this section, the lower-tier
member shall be treated as realizing excluded COD income on the last day of the taxable year of
the higher-tier member that includes the date on which the higher-tier member realized the
excluded COD income. The amount of such excluded COD income shall be the amount of such

basis reduction. Accordingly, the tax attributes attributable to such lower-tier member shall be
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reduced as provided in sections 108 and 1017 and this section. To the extent that the excluded
COD income realized by the lower-tier member pursuant to this paragraph (a)(3) does not reduce
a tax attribute attributable to the lower-tier member, such excluded COD income shall not be
applied to reduce tax attributes attributable to any member under paragraph (a)(4) of this section
and shall not cause an excess loss account to be taken into account under §1.1502-19(b)(1) and
(e)(D)(i)(B).

(4) Reduction of certain tax attributes attributable to other members. To the extent that,

pursuant to paragraph (a)(2) of this section, the excluded COD income is not applied to reduce
the tax attributes attributable to the member that realizes the excluded COD income, after the
application of paragraph (a)(3) of this section, such amount shall be applied to reduce the
remaining consolidated tax attributes of the group, other than consolidated tax attributes to which
a SRLY limitation applies, as provided in section 108 and this section. Such amount also shall
be applied to reduce the tax attributes attributable to members that arose (or are treated as
arising) in a separate return limitation year to the extent that the member that realizes excluded
COD income is a member of the separate return limitation year subgroup with respect to such
attribute if a SRLY limitation applies to the use of such attribute. In addition, such amount shall
be applied to reduce the tax attributes attributable to members that arose in a separate return year
or that arose (or are treated as arising) in a separate return limitation year if no SRLY limitation
applies to the use of such attribute. The reduction of each tax attribute pursuant to the three
preceding sentences shall be made in the order prescribed in section 108(b)(2) and pursuant to
the principles of §1.1502-21(b)(1). Except as otherwise provided in this paragraph (a)(4), a tax
attribute that arose in a separate return year or that arose (or is treated as arising) in a separate

return limitation year is not subject to reduction pursuant to this paragraph (a)(4). Basis in assets
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is not subject to reduction pursuant to this paragraph (a)(4). Finally, to the extent that the
realization of excluded COD income by a member pursuant to paragraph (a)(3) does not reduce a
tax attribute attributable to such lower-tier member, such excess shall not be applied to reduce
tax attributes attributable to any member pursuant to this paragraph (a)(4).

(b) Special rules--(1) Multiple debtor members--(i) Reduction of tax attributes

attributable to debtor members prior to reduction of consolidated tax attributes. If in a single

taxable year multiple members realize excluded COD income, paragraphs (a)(2) and (3) of this
section shall apply with respect to the excluded COD income of each such member before the
application of paragraph (a)(4) of this section.

(i1) Reduction of higher-tier debtor’s tax attributes. If in a single taxable year multiple

members realize excluded COD income and one such member is a higher-tier member of another
such member, paragraphs (a)(2) and (3) of this section shall be applied with respect to the
excluded COD income of the higher-tier member before such paragraphs are applied to the
excluded COD income of the other such member. In applying the rules of paragraph (a)(2) and
(3) of this section with respect to the excluded COD income of the higher-tier member, the
liabilities that give rise to the excluded COD income of the other such member shall not be
treated as discharged for purposes of computing the limitation on basis reduction under section
1017(b)(2). A member (the first member) is a higher-tier member of another member (the
second member) if the first member is the common parent or investment adjustments under
§1.1502-32 with respect to the stock of the second member would affect investment adjustments

with respect to the stock of the first member.

(iii) Reduction of additional tax attributes. If more than one member realizes excluded

COD income that has not been applied to reduce a tax attribute attributable to such member (the
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remaining COD amount) and the remaining tax attributes available for reduction under paragraph
(a)(4) of this section are less than the aggregate of the remaining COD amounts, after the
application of paragraph (a)(2) of this section, each such member’s remaining COD amount shall
be applied on a pro rata basis (based on the relative remaining COD amounts), pursuant to
paragraph (a)(4) of this section, to reduce such remaining available tax attributes.

(1iv) Ownership of lower-tier member by multiple higher-tier members. If stock of a

corporation is held by more than one higher-tier member of the group and more than one such
higher-tier member reduces its basis in such stock, then under paragraph (a)(3) of this section the
excluded COD income resulting from the stock basis reductions shall be applied on a pro rata
basis (based on the amount of excluded COD income caused by each basis reduction) to reduce
the attributes of the corporation.

(v) Ownership of lower-tier member by multiple higher-tier members in multiple groups.

If a corporation is a member of one group (the first group) on the last day of the first group’s
higher-tier member’s taxable year that includes the date on which that higher-tier member
realizes excluded COD income and is a member of another group (the second group) on the
following day and the first group’s higher-tier member and the second group’s higher-tier
member both reduce their basis in the stock of such corporation pursuant to sections 108 and
1017 and this section, paragraph (a)(3) of this section shall first be applied in respect of the
excluded COD income that results from the reduction of the basis of the corporation’s stock
owned by the first group’s higher-tier member and then shall be applied in respect of the

excluded COD income that results from the reduction of the basis of the corporation’s stock

owned by the second group’s higher-tier member.
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(2) Election under section 108(b)(5)--(i) Availability of election. The group may make

the election described in section 108(b)(5) for any member that realizes excluded COD income.
The election is made separately for each member. Therefore, an election may be made for one
member that realizes excluded COD income (either actually or pursuant to paragraph (a)(3) of
this section) while another election, or no election, may be made for another member that
realizes excluded COD income (either actually or pursuant to paragraph (a)(3) of this section).
See §1.108-4 for rules relating to the procedure for making an election under section 108(b)(5).

(11) Treatment of shares with an excess loss account. For purposes of applying section

108(b)(5)(B), the basis of stock of a subsidiary that has an excess loss account shall be treated as
Zero.

(3) Application of section 1017--(i) Timing of basis reduction. Basis of property shali be

subject to reduction pursuant to the rules of sections 108 and 1017 and this section after the
determination of the tax imposed by chapter | of the Internal Revenue Code for the taxable year
during which the member realizes excluded COD income and any prior years and coincident
with the reduction of other attributes pursuant to section 108 and this section. However, only the
basis of property held as of the beginning of the taxable year following the taxable year during
which the excluded COD income is realized is subject to reduction pursuant to sections 108 and

1017 and this section.

(ii) Limitation of section 1017(b)}(2). The limitation of section 1017(b)(2) on the

reduction in basis of property shall be applied by reference to the aggregate of the basis of the
property held by the member that realizes excluded COD income, not the aggregate of the basis
of the property held by all of the members of the group, and the liabilities of such member, not

the aggregate liabilities of all of the members of the group.
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(ii1) Treatment of shares with an excess loss account. For purposes of applying section

1017(b)(2) and §1.1017-1, the basis of stock of a subsidiary that has an excess loss account shall
be treated as zero.

(4) Application of section 1245. Notwithstanding section 1017(d)(1)(B), a reduction of

the basis of subsidiary stock is treated as a deduction allowed for depreciation only to the extent
that the amount by which the basis of the subsidiary stock is reduced exceeds the total amount of
the attributes attributable to such subsidiary that are reduced pursuant to the subsidiary’s consent
under section 1017(b)(3)(D) or as a result of the application of paragraph (a)(3)(ii) of this
section.

(5) Reduction of basis of intercompany obligations and former intercompany obligations-

-(1) Intercompany obligations that cease to be intercompany obligations. If excluded COD

income is realized in a consolidated return year in which an intercompany obligation becomes an
obligation that is not an intercompany obligation because the debtor or the creditor becomes a
nonmember or because the assets of the creditor are acquired by a nonmember in a transaction to
which section 381(a) applies, the basis of such intercompany obligation is not available for
reduction in respect of such excluded COD income pursuant to sections 108 and 1017 and this
section. However, in such cases, the basis of the debt treated as new debt issued under §1.1502-
13(g)(3) is available for reduction in respect of such excluded COD income pursuant to sections

108 and 1017 and this section.

(ii) Intercompany obligations. The reduction of the basis of an intercompany obligation

pursuant to sections 108 and 1017 and this section shall not result in the satisfaction and
reissuance of the obligation under §1.1502-13(g). Therefore, any income or gain (or reduction of

loss or deduction) attributable to a reduction of the basis of an intercompany obligation will be
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taken into account when §1.1502-13(g)(3) applies to such obligation. Furthermore, §1.1502-
13(c)(6)(1) (regarding the treatment of intercompany items if corresponding items are excluded
or nondeductible) will not apply to exclude any amount of income or gain attributable to a
reduction of the basis of an intercompany obligation pursuant to sections 108 and 1017 and this
section. See §1.1502-13(g)(3)(1)(A) and (i1)(B)(2).

(6) Taking into account of excess loss account--(i) Determination of inclusion. The

determination of whether any portion of an excess loss account in a share of stock of a subsidiary
that realizes excluded COD income is required to be taken into account as a result of the
application of §1.1502-19(c)(1)(iii)(B) is made after the determination of the tax imposed by
chapter 1 of the Internal Revenue Code for the year during which the member realizes excluded
COD income (without regard to whether any portion of an excess loss account in a share of stock
of the subsidiary is required to be taken into account) and any prior years, after the reduction of
tax attributes pursuant to sections 108 and 1017 and this section, and after the adjustment of the
basis of the share of stock of the subsidiary pursuant to §1.1502-32 to reflect the amount of the
subsidiary’s deductions and losses that are absorbed in the computation of taxable income (or
loss) for the year of the disposition and any prior years, and the excluded COD income applied to
reduce attributes and the attributes reduced in respect thereof. See §1.1502-11(c) for special
rules related to the computation of tax that apply when an excess loss account is required to be

taken into account.

(ii) Timing of inclusion. To the extent an excess loss account in a share of stock of a

subsidiary that realizes excluded COD income is required to be taken into account as a result of

the application of §1.1502-19(c)(1)(iii)(B), such amount shall be included on the group’s tax
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return for the taxable year that includes the date on which the subsidiary realizes such excluded
COD income.

(7) Dispositions of stock. See §1.1502-11(c) for limitations on the reduction of tax

attributes when a member disposes of stock of another member (including dispositions that result
from the application of §1.1502-19(c)(1)(iii}(B)) during a taxable year in which any member
realizes excluded COD income.

(8) Departure of member. If the taxable year of a member (the departing member) during

which such member realizes excluded COD income ends on or prior to the last day of the
consolidated return year and, on the first day of the taxable year of such member that follows the
taxable year during which such member realizes excluded COD income, such member is not a
member of the group and does not have a successor member (within the meaning of paragraph
(b)(10) of this section), all tax attributes listed in section 108(b)(2) that remain after the
determination of the tax imposed that belong to members of the group (including the departing
member and subsidiaries of the departing member) shall be subject to reduction as provided in
section 108 and the regulations promulgated thereunder (including §1.108-7(c), if applicable)

and this section.

(9) Intragroup reorganization--(i) In general. If the taxable year of a member during

which such member realizes excluded COD income ends prior to the last day of the consolidated
return year and, on the first day that follows the taxable year of such member during which such
member realizes excluded COD income, such member has a successor member, for purposes of
applying the rules of sections 108 and 1017 and this section, notwithstanding §1.108-7, the
successor member shall be treated as the member that realized the excluded COD income. Thus,

all attributes attributable to the successor member listed in section 108(b)(2) (including attributes
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that were attributable to the successor member prior to the date such member became a successor

member) are available for reduction under paragraph (a)(2) of this section.

(i1) Group structure change. 1f a member that realizes excluded COD income acquires
the assets of the common parent of the consolidated group in a transaction to which section
381(a) applies and succeeds such common parent under the principles of §1.1502-75(d)(2) as the
common parent of the consolidated group, the member’s attributes that remain after the
determination of tax for the group for the consolidated return year during which the excluded
COD income is realized (and any prior years) (including attributes that were attributable to the
former common parent prior to the date of the transaction to which section 381(a) applies) shall
be available for reduction under paragraph (a)(2) of this section.

(10) Definition of successor member. A successor member means a person to which the

member that realizes excluded COD income (or a successor member) transfers its assets in a
transaction to which section 381(a) applies if such transferee is a member of the group
immediately after the transaction.

(11) Non-application of next day rule. For purposes of applying the rules of sections 108

and 1017 and this section, the next day rule of §1.1502-76(b)(1)(i1)(B) shall not apply to treat a
member’s excluded COD income as realized at the beginning of the day following the day on
which such member’s status as a member changes.

(c) Examples. The principles of paragraphs (a) and (b) of this section are illustrated by
the following examples. Unless otherwise indicated, no election under section 108(b)(5) has
been made and the taxable year of all consolidated groups is the calendar year. The examples are

as follows:

Example 1. (i) Facts. P is the common parent of a consolidated group that includes
subsidiary S1. P owns 80 percent of the stock of SI. In Year 1, the P group sustained a $250

43



consolidated net operating loss. Under the principles of §1.1502-21(b)(2)(iv), of that amount,
$125 was attributable to P and $125 was attributable to S1. On Day | of Year 2, P acquired 100
percent of the stock of S2, and S2 joined the P group. As of the beginning of Year 2, S2 had a
$50 net operating loss carryover from Year 1, a separate return limitation year. In Year 2, the P
group sustained a $200 consolidated net operating loss. Under the principles of §1.1502-
21(b)(2)(iv), of that amount, $90 was attributable to P, $70 was attributable to S1, and $40 was
attributable to S2. In Year 3, S2 realized $200 of excluded COD income from the discharge of
non-intercompany indebtedness. In that same year, the P group sustained a $50 consolidated net
operating loss, of which $40 was attributable to S1 and $10 was attributable to S2 under the
principles of §1.1502-21(b)(2)(iv). As of the beginning of Year 4, S2 had Asset A with a fair
market value of $10. After the computation of tax imposed for Year 3 and before the application
of sections 108 and 1017 and this section, Asset A had a basis of $40 and S2 had no liabilities.

(11) Analysis--(A) Reduction of tax attributes attributable to debtor. Pursuant to
paragraph (a)(2) of this section, the tax attributes attributable to S2 must first be reduced to take
into account its excluded COD income in the amount of $200.

(1) Reduction of net operating losses. Pursuant to section 108(b)(2)(A) and paragraph (a)
of this section, the net operating loss and the net operating loss carryovers attributable to S2
under the principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section
108(b)(4)(B). Accordingly, the consolidated net operating loss for Year 3 is reduced by $10, the
portion of the consolidated net operating loss attributable to S2, to $40. Then, again pursuant to
section 108(b)(4)(B), S2's net operating loss carryover of $50 from its separate return limitation
year is reduced to $0. Finally, the consolidated net operating loss carryover from Year 2 is
reduced by $40, the portion of that consolidated net operating loss carryover attributable to S2, to
$160.

(2) Reduction of basis. Following the reduction of the net operating loss and the net
operating loss carryovers attributable to S2, S2 reduces its basis in its assets pursuant to section
1017 and §1.1017-1. Accordingly, S2 reduces its basis in Asset A by $40, from $40 to $0.

(B) Reduction of remaining consolidated tax attributes. The remaining $60 of excluded
COD income then reduces consolidated tax attributes pursuant to paragraph (a)(4) of this section.
In particular, the remaining $40 consolidated net operating loss for Year 3 is reduced to $0.
Then, the consolidated net operating loss carryover from Year 1 is reduced by $20 from $250 to
$230. Pursuant to paragraph (a)(4) of this section, a pro rata amount of the consolidated net
operating loss carryover from Year | that is attributable to each of P and Sl is treated as reduced.
Therefore, $10 of the consolidated net operating loss carryover from Year 1 that is attributable to
each of P and S1 is treated as reduced.

Example 2. (i) Facts. P is the common parent of a consolidated group that includes
subsidiaries S1 and S2. P owns 100 percent of the stock of SI and S1 owns 100 percent of the
stock of S2. None of P, S1, or S2 has a separate return limitation year. In Year 1, the P group
sustained a $50 consolidated net operating loss. Under the principles of §1.1502-21(b)(2)(iv), of
that amount, $10 was attributable to P, $20 was attributable to SI, and $20 was attributable to
S2. In Year 2, the P group sustained a $70 consolidated net operating loss. Under the principles

44



of §1.1502-21(b)(2)(iv), of that amount, $30 was attributable to P, $30 was attributable to SI,
and $10 was attributable to S2. In Year 3, Sl realized $170 of excluded COD income from the
discharge of non-intercompany indebtedness. In that same year, the P group sustained a $50
consolidated net operating loss, of which $10 was attributable to S1 and $40 was attributable to
S2 under the principles of §1.1502-21(b)(2)(iv). As of the beginning of Year 4, S1's sole asset
was the stock of S2, and S2 had Asset A with a $10 value. After the computation of tax imposed
for Year 3 and before the application of sections 108 and 1017 and this section, S1 had a $80
basis in the S2 stock, Asset A had a basis of $0, and neither S1 nor S2 had any liabilities.

(11) Analysis--(A) Reduction of tax attributes attributable to debtor. Pursuant to
paragraph (a)(2) of this section, the tax attributes attributable to S1 must first be reduced to take
into account its excluded COD income in the amount of $170.

(1) Reduction of net operating losses. Pursuant to section 108(b)(2)(A) and paragraph (a)
of this section, the net operating loss and the net operating loss carryovers attributable to S1
under the principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section
108(b)(4)(B). Accordingly, the consolidated net operating loss for Year 3 is reduced by $10, the
portion of the consolidated net operating loss for Year 3 attributable to S1, to $40. Then, the
consolidated net operating loss carryover from Year 1 is reduced by $20, the portion of that
consolidated net operating loss carryover attributable to S1, to $30, and the consolidated net
operating loss carryover from Year 2 is reduced by $30, the portion of that consolidated net
operating loss carryover attributable to S1, to $40.

(2) Reduction of basis. Following the reduction of the net operating loss and the net
operating loss carryovers attributable to S1, S1 reduces its basis in its assets pursuant to section
1017 and §1.1017-1. Accordingly, S1 reduces its basis in the stock of S2 by $80, from $80 to

$0.

(3) Tiering down of stock basis reduction. Pursuant to paragraph (a)(3) of this section,
for purposes of sections 108 and 1017 and this section, S2 is treated as realizing $80 of excluded
COD income. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section, therefore, the
net operating loss and net operating loss carryovers attributable to S2 under the principles of
§1.1502-21(b)(2)(iv) are reduced in the order prescribed by section 108(b)(4)(B). Accordingly,
the consolidated net operating loss for Year 3 is reduced by an additional $40, the portion of the
consolidated net operating loss for Year 3 attributable to S2, to $0. Then, the consolidated net
operating loss carryover from Year | is reduced by $20, the portion of that consolidated net
operating loss carryover attributable to S2, to $10. Then, the consolidated net operating loss
carryover from Year 2 is reduced by $10, the portion of that consolidated net operating loss
carryover attributable to S2, to $30. S2's remaining $10 of excluded COD income does not
reduce consolidated tax attributes attributable to P or S1 under paragraph (a)(4) of this section.

(B) Reduction of remaining consolidated tax attributes. Finally, pursuant to paragraph
(a)(4) of this section, S1's remaining $30 of excluded COD income reduces the remaining
consolidated tax attributes. In particular, the remaining $10 consolidated net operating loss
carryover from Year 1 is reduced by $10 to $0, and the remaining $30 consolidated net operating
loss carryover from Year 2 is reduced by $20 to $10.
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Example 3. (i) Facts. P is the common parent of a consolidated group that includes
subsidiaries S1, S2, and S3. P owns 100 percent of the stock of SI., S1 owns 100 percent of the
stock of S2, and S2 owns 100 percent of the stock of S3. None of P, S1, S2, or S3 had a separate
return limitation year prior to Year 1. In Year I, the P group sustained a $150 consolidated net
operating loss. Under the principles of §1.1502-21(b)(2)(iv), of that amount, $50 was
attributable to S2, and $100 was attributable to S3. In Year 2, the P group sustained a $50
consolidated net operating loss. Under the principles of §1.1502-21(b)(2)(iv), of that amount,
$40 was attributable to S1 and $10 was attributable to S2. In Year 3, S1 realized $170 of
excluded COD income from the discharge of non-intercompany indebtedness. In that same year,
the P group sustained a $50 consolidated net operating loss, of which $10 was attributable to S1,
$20 was attributable to S2, and $20 was attributable to S3 under the principles of §1.1502-
21(b)(2)(iv). At the beginning of Year 4, SI's only asset was the stock of S2, and S2's only asset
was the stock of S3 with a value of $10. After the computation of tax imposed for Year 3 and
before the application of sections 108 and 1017 and this section, S1’s stock of S2 had a basis of
$120 and S2’s stock of S3 had a basis of $180. In addition, none of S1, S2, and S3 had any
lhabilities.

(11) Analysis--(A) Reduction of tax attributes attributable to debtor. Pursuant to
paragraph (a)(2) of this section, the tax attributes attributable to S1 must first be reduced to take
into account its excluded COD income in the amount of $170.

(1) Reduction of net operating losses. Pursuant to section 108(b)(2)(A) and paragraph (a)
of this section, the net operating loss and the net operating loss carryovers attributable to S1
under the principles of §1.1502-21(b)(2)(1v) are reduced in the order prescribed by section
108(b)(4)(B). Accordingly, the consolidated net operating loss for Year 3 is reduced by $10, the
portion of the consolidated net operating loss attributable to S1, to $40. Then, the consolidated
net operating loss carryover from Year 2 is reduced by $40, the portion of that consolidated net
operating loss carryover attributable to S1, to $10.

(2) Reduction of basis. Following the reduction of the net operating loss and the net
operating loss carryovers attributable to S1, S1 reduces its basis in its assets pursuant to section
1017 and §1.1017-1. Accordingly, S1 reduces its basis in the stock of S2 by $120, from $120 to

0.

(B) Tiering down of stock basis reduction to S2. Pursuant to paragraph (a)(3) of this
section, for purposes of sections 108 and 1017 and this section, S2 is treated as realizing $120 of
excluded COD income. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section,
therefore, the net operating loss and net operating loss carryovers attributable to S2 under the
principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section 108(b)(4)(B).
Accordingly, the consolidated net operating loss for Year 3 is further reduced by $20, the portion
of the consolidated net operating loss attributable to S2, to $20. Then, the consolidated net
operating loss carryover from Year | is reduced by $50, the portion of that consolidated net
operating loss carryover attributable to S2, to $100. Then, the consolidated net operating loss
carryover from Year 2 is further reduced by $10, the portion of that consolidated net operating
loss carryover attributable to S2, to $0. Following the reduction of the net operating loss and the
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net operating loss carryovers attributable to S2, S2 reduces its basis in its assets pursuant to
section 1017 and §1.1017-1. Accordingly, S2 reduces its basis in its S3 stock by $40 to $140.

(C) Tiering down of stock basis reduction to S3. Pursuant to paragraph (a)(3) of this
section, for purposes of sections 108 and 1017 and this section, S3 is treated as realizing $40 of
excluded COD income. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section,
therefore, the net operating loss and the net operating loss carryovers attributable to S3 under the
principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section 108(b)(4)(B).
Accordingly, the consolidated net operating loss for Year 3 is further reduced by $20, the portion
of the consolidated net operating loss attributable to S3, to $0. Then, the consolidated net
operating loss carryover from Year | is reduced by $20, the lesser of the portion of that
consolidated net operating loss carryover attributable to S3 and the remaining excluded COD
income, to $80.

Example 4. (1) Facts. P is the common parent of a consolidated group that includes
subsidiaries S1, S2, and S3. P owns 100 percent of the stock of each of S1 and S2. Each of S1
and S2 owns stock of S3 that represents 50 percent of the value of the stock of S3. None of P,
S1, 82, or S3 had a separate return limitation year prior to Year 1. In Year 1, the P group
sustained a $160 consolidated net operating loss. Under the principles of §1.1502-21(b)(2)(iv),
of that amount, $10 was attributable to P, $50 was attributable to S2, and $100 was attributable
to S3. In Year 2, the P group sustained a $110 consolidated net operating loss. Under the
principles of §1.1502-21(b)(2)(iv), of that amount, $40 was attributable to S1 and $70 was
attributable to S2. In Year 3, S1 realized $200 of excluded COD income from the discharge of
non-intercompany indebtedness, and S2 realized $270 of excluded COD income from the
discharge of non-intercompany indebtedness. In that same year, the P group sustained a $50
consolidated net operating loss, of which $10 was attributable to S1, $20 was attributable to S2,
and $20 was attributable to S3 under the principles of §1.1502-21(b)(2)(iv). At the beginning of
Year 4, S3 had one asset with a value of $10. After the computation of tax imposed for Year 3
and before the application of sections 108 and 1017 and this section, S1's basis in its S3 stock
was $60, S2's basis in its S3 stock was $120, and S3’s asset had a basis of $200. In addition,
none of S1, S2, and S3 had any liabilities.

(i1) Analysis--(A) Reduction of tax attributes attributable to debtors. Pursuant to
paragraph (b)(1)(i) of this section, the tax attributes attributable to each of S1 and S2 are reduced
pursuant to paragraph (a)(2) of this section. Then, pursuant to paragraph (a)(3) of this section,
the tax attributes attributable to S3 are reduced so as to reflect a reduction of S1's and S2's basis
in the stock of S3. Then, paragraph (a)(4) is applied to reduce additional tax attributes.

(1) Reduction of net operating losses generally. Pursuant to section 108(b)(2)(A) and
paragraph (a) of this section, the net operating losses and the net operating loss carryovers
attributable to S1 and S2 under the principles of §1.1502-21(b)(2)(iv) are reduced in the order

prescribed by section 108(b)(4)(B).

(2) Reduction of net operating losses attributable to S1. The consolidated net operating
loss for Year 3 is reduced by $10, the portion of the consolidated net operating loss attributable
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to S1,to $40. Then, the consolidated net operating loss carryover from Year 2 is reduced by
$40, the portion of that consolidated net operating loss carryover attributable to S1, to $70.

(3) Reduction of net operating losses attributable to S2. The consolidated net operating
loss for Year 3 is also reduced by $20, the portion of the consolidated net operating loss
attributable to S2, to $20. Then, the consolidated net operating loss carryover from Year 1 is
reduced by $50, the portion of that consolidated net operating loss carryover attributable to S2, to
$110. Then, the consolidated net operating loss carryover from Year 2 is reduced by $70, the
portion of that consolidated net operating loss carryover attributable to S2, to $0.

(4) Reduction of basis. Following the reduction of the net operating losses and the net
operating loss carryovers attributable to S1 and S2, SI and S2 must reduce their basis in their
assets pursuant to section 1017 and §1.1017-1. Accordingly, S1 reduces its basis in the stock of
S3 by $60, from $60 to $0, and S2 reduces its basis in the stock of S3 by $120, from $120 to $0.

(B) Tiering down of basis reduction. Pursuant to paragraph (a)(3) of this section, for
purposes of sections 108 and 1017 and this section, S3 is treated as realizing $180 of excluded
COD income. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section, therefore, the
net operating loss and the net operating loss carryovers attributable to S3 under the principles of
§1.1502-21(b)(2)(iv) are reduced in the order prescribed by section 108(b)(4)(B). Accordingly,
the consolidated net operating loss for Year 3 is further reduced by $20, the portion of the
consolidated net operating loss attributable to S3, to $0. Then, the consolidated net operating
loss carryover from Year 1 is reduced by $100, the portion of that consolidated net operating loss
carryover attributable to S3, to $10. Following the reduction of the net operating loss and the net
operating loss carryover attributable to S3, S3 reduces its basis in its asset pursuant to section
1017 and §1.1017-1. Accordingly, S3 reduces its basis in its asset by $60, from $200 to $140.

(C) Reduction of remaining consolidated tax attributes. Finally, pursuant to paragraph
(a)(4) of this section, the remaining $90 of S1's excluded COD income and the remaining $10 of
S2's excluded COD income reduce the remaining consolidated tax attributes. In particular, the
remaining $10 consolidated net operating loss carryover from Year | is reduced by $10 to $0.
Because that amount is less than the aggregate amount of remaining excluded COD income, such
income is applied on a pro rata basis to reduce the remaining consolidated tax attributes.
Accordingly, $9 of S1's remaining excluded COD income and $1 of S2's remaining excluded
COD income is applied to reduce the remaining consolidated net operating loss carryover from
Year 1. Consequently, of S1's excluded COD income of $200, only $119 is applied to reduce tax
attributes, and, of S2's excluded COD income of $270, only $261 is applied to reduce tax

attributes.

Example 5. (i) Facts. P is the common parent of a consolidated group that includes
subsidiaries S1, S2, and S3. P owns 100 percent of the stock of S1 and S2, and S1 owns 100
percent of the stock of S3. None of P, SI, S2, or S3 has a separate return limitation year prior to
Year 1. In Year 1, the P group sustained a $90 consolidated net operating loss. Under the
principles of §1.1502-21(b)(2)(iv), of that amount, $10 was attributable to P, $15 was
attributable to S1, $20 was attributable to S2, and $45 was attributable to S3. On January 1 of
Year 2, P realized $140 of excluded COD income from the discharge of non-intercompany
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indebtedness. On December 31 of Year 2, S1 issued stock representing 50 percent of the vote
and value of its outstanding stock to a person that was not a member of the group. As a result of
the issuance of stock, SI and S3 ceased to be members of the P group. For the consolidated
return year of Year 2, the P group sustained a $60 consolidated net operating loss, of which $5
was attributable to S1, $40 was attributable to S2, and $15 was attributable to S3 under the
principles of §1.1502-21(b)(2)(iv). As of the beginning of Year 3, P’s only assets were the stock
of S1 and S2, S1’s sole asset was the stock of S3, S2 had Asset A with a value of $10, and S3
had Asset B with a value of $10. After the computation of tax imposed for Year 2 and before the
application of sections 108 and 1017 and this section, P had a $80 basis in the S1 stock and a $50
basis in the S2 stock, S1 had a $80 basis in the S3 stock, and Asset A and B each had a basis of
$10. In addition, none of P, S1, S2, and S3 had any liabilities.

(11) Analysis. Pursuant to paragraph (a)(2) of this section, the tax attributes attributable to
P must first be reduced to take into account its excluded COD income in the amount of $140.

(A) Reduction of net operating losses. Pursuant to section 108(b)(2)(A) and paragraph
(a) of this section, the net operating loss and the net operating loss carryover attributable to P
under the principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section
108(b)(4)(B). Accordingly, the consolidated net operating loss carryover from Year I is reduced
by $10, the portion of that consolidated net operating loss carryover attributable to P, to $80.

(B) Reduction of basis. Following the reduction of the net operating loss and the net
operating loss carryover attributable to P, P reduces its basis in its assets pursuant to section 1017
and §1.1017-1. Accordingly, P reduces its basis in the stock of S1 by $80, from $80 to $0, and
its basis in the stock of S2 by $50, from $50 to $0.

(C) Tiering down of stock basis reduction to S1. Pursuant to paragraph (a)(3) of this
section, for purposes of sections 108 and 1017 and this section, S1 is treated as realizing $80 of
excluded COD income, despite the fact that it ceases to be a member of the group at the end of
the day on December 31 of Year 2. Pursuant to section 108(b)(2)(A) and paragraph (a) of this
section, therefore, the net operating loss and net operating loss carryovers attributable to S1
under the principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section
108(b)(4)(B). Accordingly, the consolidated net operating loss for Year 2 is reduced by $5, the
portion of the consolidated net operating loss for Year 2 attributable to S1, to $55. Then, the
consolidated net operating loss carryover from Year | is reduced by an additional $15, the
portion of that consolidated net operating loss carryover attributable to S1, to $65. Following the
reduction of the net operating loss and the net operating loss carryover attributable to S1, S1
reduces its basis in its assets pursuant to section 1017 and §1.1017-1. Accordingly, S1 reduces

its basis in the stock of S3 by $60, from $80 to $20.

(D) Tiering down of stock basis reduction to S2. Pursuant to paragraph (a)(3) of this
section, for purposes of sections 108 and 1017 and this section, S2 is treated as realizing $50 of
excluded COD income. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section,
therefore, the net operating loss and net operating loss carryovers attributable to S2 under the
principles of §1.1502-21(b)(2)(iv) are reduced in the order prescribed by section 108(b)(4)(B).
Accordingly, the consolidated net operating loss for Year 2 is reduced by an additional $40, the
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portion of the consolidated net operating loss for Year 2 attributable to S2,to $15. Then, the
consolidated net operating loss carryover from Year | is reduced by an additional $10, a portion
of the consolidated net operating loss carryover attributable to S2, to $55.

(E) Tiering down of stock basis reduction to S3. Pursuant to paragraph (a)(3) of this
section, for purposes of sections 108 and 1017 and this section, S3 is treated as realizing $60 of
excluded COD income (by reason of S1°s reduction in its basis of its S3 stock). Pursuant to
section 108(b)(2)(A) and paragraph (a) of this section, therefore, the net operating loss and net
operating loss carryovers attributable to S3 under the principles of §1.1502-21(b)(2)(iv) are
reduced in the order prescribed by section 108(b)(4)(B). Accordingly, the consolidated net
operating loss for Year 2 is reduced by an additional $15, the portion of the consolidated net
operating loss for Year 2 attributable to S3, to $0. Then, the consolidated net operating loss
carryover from Year 1 is reduced by an additional $45, the portion of that consolidated net
operating loss carryover attributable to S3, to $10.

Example 6. (i) Facts. P1 is the common parent of a consolidated group that includes
subsidiaries S1, S2, and S3. P1 owns 100 percent of the stock of SI and S2. S1 owns 100
percent of the stock of S3. None of P1, S1, S2, or S3 has a separate return limitation year prior
to Year . In Year 1, the P1 group sustained a $120 consolidated net operating loss. Under the
principles of §1.1502-21(b)(2)(iv), of that amount, $40 was attributable to P1, $35 was
attributable to S1, $30 was attributable to S2, and $15 was attributable to S3. On January 1 of
Year 2, S3 realized $65 of excluded COD income from the discharge of non-intercompany
indebtedness. On June 30 of Year 2, S3 issued stock representing 80 percent of the vote and
value of its outstanding stock to P2, the common parent of another group. As a result of the
issuance of stock, S3 ceased to be a member of the P1 group and became a member of the P2
group. For the consolidated return year of Year 2, the P1 group sustained a $50 consolidated net
operating loss, of which $5 was attributable to S1, $40 was attributable to S2, and $5 was
attributable to S3 under the principles of §1.1502-21(b)(2)(iv). As of the beginning of its taxable
year beginning on July 1 of Year 2, S3's sole asset was Asset A with a $10 value. After the
computation of tax imposed for Year 2 on the P1 group and before the application of sections
108 and 1017 and this section and the computation of tax imposed for Year 2 on the P2 group,
Asset A had a basis of $0. In addition, S3 had no liabilities. On January | of Year 3, P1 sold all

of its stock of S1.

(i1) Analysis--(A) Reduction of tax attributes attributable to debtor. Pursuant to
paragraph (a)(2) of this section, the tax attributes attributable to S3 must first be reduced to take
into account its excluded COD income in the amount of $65. Pursuant to section 108(b)(2)(A)
and paragraph (a) of this section, the net operating loss and the net operating loss carryover
attributable to S3 under the principles of §1.1502-21(b)(2)(1v) are reduced in the order prescribed
by section 108(b)(4)(B). Accordingly, the consolidated net operating loss for Year 2 is reduced
by $5, the portion of the consolidated net operating loss for Year 2 attributable to S3, to $45.
Then, the consolidated net operating loss carryover from Year 1 is reduced by $15, the portion of
that consolidated net operating loss carryover attributable to S3, to $105.

(B) Reduction of remaining consolidated tax attributes. Pursuant to paragraphs (a)(4) and
(b)(8) of this section, S3's remaining $45 of excluded COD income reduces the remaining
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consolidated tax attributes in the P1 group. In particular, the remaining $45 consolidated net
operating loss for Year 2 is reduced by an additional $45 to $0.

(C) Basis Adjustments. For purposes of computing P1’s gain or loss on the sale of the S1
stock in Year 3, P1’s basis in its S1 stock will reflect a net positive adjustment of $40, which is
the excess of the amount of S3’s excluded COD income that is applied to reduce attributes ($65)
over the reduction of S1’s and S3’s attributes in respect of such excluded COD income ($25).

Example 7. (i) Facts. P is the common parent of a consolidated group that includes
subsidiaries S1 and S2. P owns 100 percent of the stock of S1, and S1 owns 100 percent of the
stock of S2. None of P, S1, or S2 has a separate return limitation year prior to Year 1. In Year I,
the P group sustained a $50 consolidated net operating loss. Under the principles of §1.1502-
21(b)(2)(1v), of that amount, $10 was attributable to P, $20 was attributable to S1, and $20 was
attributable to S2. On January | of Year 2, S1 realized $55 of excluded COD income from the
discharge of non-intercompany indebtedness. On June 30 of Year 2, P transferred all of its assets
to S1 in a transaction to which section 381(a) applied. As a result of that transaction, pursuant to
§1.1502-75(d)(2)(ii), St succeeded P as the common parent of the group. Pursuant to §1.1502-
75(d)(2)(ii1), S1’s taxable year closed on the date of the acquisition. However, P’s taxable year
did not close. On the consolidated return for Year 2, the group sustained a $50 consolidated net
operating loss. Under the principles of §1.1502-21(b)(2)(iv), of that amount, $10 was
attributable to S1 for its taxable year that ended on June 30, $15 was attributable to S1 as the
successor of P, and $25 was attributable to S2.

(11) Analysis. Pursuant to paragraph (a)(2) of this section, the tax attributes attributable to
S1 must first be reduced to take into account its excluded COD income in the amount of $55.
For this purpose, S1’s attributes that remain after the determination of tax for the group for Year
2 are subject to reduction. Pursuant to section 108(b)(2)(A) and paragraph (a) of this section, the
net operating loss and the net operating loss carryover attributable to S1 under the principles of
§1.1502-21(b)(2)(1v) are reduced. Accordingly, the consolidated net operating loss for Year 2 is
reduced by $25, the portion of the consolidated net operating loss for Year 2 attributable to S1, to
$25. Then, the consolidated net operating loss carryover from Year 1 is reduced by $30, the
portion of that consolidated net operating loss carryover attributable to S1 (which includes the

portion attributable to P), to $20.

(d) Effective dates. This section applies to discharges of indebtedness that occur after

March 21, 2005. Groups, however, may apply this section in whole, but not in part, to
discharges of indebtedness that occur on or before March 21, 2005 and after August 29, 2003.
For discharges of indebtedness occurring on or before March 21, 2005 and after August 29,
2003, with respect to which a group chooses not to apply this section, see §1.1502-28T as

contained in 26 CFR part 1 revised as of April 1, 2004. Furthermore, groups may apply
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paragraph (b)(4) of this section to discharges of indebtedness that occur on or before August 29,
2003, in cases in which section 1017(b)(3)}(D) was applied.
§1.1502-28T [Removed]
Par. 10. Section 1.1502-28T is removed.
Par. 11. Section 1.1502-32 is amended as follows:
1. Paragraph (b)(1)(ii) is redesignated as paragraph (b)(1)(iii).
2. New paragraph (b)(1)(i1) is added.
3. Paragraphs (b)(3)(ii)}(C)(1) and (b)(3)(iii)(A) are revised.
4. Paragraph (b)(5)(i1), Example 4, paragraphs (a), (b), and (c) are revised.
5. Paragraph (h)(7) is revised.
The addition and revisions read as follows:

§1.1502-32 Investment adjustments.

% %k ok % %
(b) * * *
(1) * * *

(1) Special rule for discharge of indebtedness income. Adjustments under this section

resulting from the realization of discharge of indebtedness income of a member that is excluded
from gross income under section 108(a) (excluded COD income) and from the reduction of
attributes in respect thereof pursuant to sections 108 and 1017 and §1.1502-28 (including
reductions in the basis of property) when a member (the departing member) ceases to be a
member of the group on or prior to the last day of the consolidated return year that includes the
date the excluded COD income is realized are made immediately after the determination of tax

for the group for the taxable year during which the excluded COD income is realized (and any
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prior years) and are effective immediately before the beginning of the taxable year of the
departing member following the taxable year during which the excluded COD income is
realized. Such adjustments when a corporation (the new member) is not a member of the group
on the last day of the consolidated return year that includes the date the excluded COD income is
realized but is a member of the group at the beginning of the following consolidated return year
are also made immediately after the determination of tax for the group for the taxable year during
which the excluded COD income is realized (and any prior years) and are effective immediately
before the beginning of the taxable year of the new member following the taxable year during
which the excluded COD income is realized. If the new member was a member of another group
immediately before it became a member of the group, such adjustments are treated as occurring

immediately after it ceases to be a member of the prior group.

* ok k kK

(3) * * *

(i) * * *

(C) * * *

(1) In general. Excluded COD income is treated as tax-exempt income only to the extent
the discharge is applied to reduce tax attributes attributable to any member of the group under
section 108, section 1017 or §1.1502-28. However, if S is treated as realizing excluded COD
income pursuant to §1.1502-28(a)(3), S shall not be treated as realizing excluded COD income
for purposes of the preceding sentence.

¥ 3k ok ok ok

(iii) * * *
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(A) In general. S’s noncapital, nondeductible expenses are its deductions and losses that
are taken into account but permanently disallowed or eliminated under applicable law in
determining its taxable income or loss, and that decrease, directly or indirectly, the basis of its
assets (or an equivalent amount). For example, S’s Federal taxes described in section 275 and
loss not recognized under section 311(a) are noncapital, nondeductible expenses. Similarly, if a
loss carryover (e.g., under section 172 or 1212) attributable to S expires or is reduced under
section 108(b) and §1.1502-28, it becomes a noncapital, nondeductible expense at the close of
the last tax year to which it may be carried. However, when a tax attribute attributable to S is
reduced as required pursuant to §1.1502-28(a)(3), the reduction of the tax attribute is not treated
as a noncapital, nondeductible expense of S. Finally, if S sells and repurchases a security subject
to section 1091, the disallowed loss is not a noncapital, nondeductible expense because the
corresponding basis adjustments under section 1091(d) prevent the disallowance from being
permanent.

* koK Kk

(5) % * *

(ii) * * *

Example 4. Discharge of indebtedness. (a) Facts. P forms S on January [ of Year 1 and
S borrows $200. During Year 1, S’s assets decline in value and the P group has a $100
consolidated net operating loss. Of that amount, $10 is attributable to P and $90 is attributable to
S under the principles of §1.1502-21(b)(2)(iv). None of the loss is absorbed by the group in
Year 1, and S is discharged from $100 of indebtedness at the close of Year 1. P has a $0 basis in
the S stock. P and S have no attributes other than the consolidated net operating loss. Under

section 108(a), S’s $100 of discharge of indebtedness income is excluded from gross income
because of insolvency. Under section 108(b) and §1.1502-28, the consolidated net operating loss

is reduced to $0.

(b) Analysis. Under paragraph (b)(3)(iii)(A) of this section, the reduction of $90 of the
consolidated net operating loss attributable to S is treated as a noncapital, nondeductible expense
in Year 1 because that loss is permanently disallowed by section 108(b) and §1.1502-28. Under
paragraph (b)(3)(ii)(C)(1) of this section, all $100 of S’s discharge of indebtedness income is
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treated as tax-exempt income in Year | because the discharge results in a $100 reduction to the
consolidated net operating loss. Consequently, the loss and the cancellation of the indebtedness
result in a net positive $10 adjustment to P's basis in its S stock.

(c) Insufficient attributes. The facts are the same as in paragraph (a) of this Example 4,
except that S is discharged from $120 of indebtedness at the close of Year 1. Under section
108(a), S's $120 of discharge of indebtedness income is excluded from gross income because of
insolvency. Under section 108(b) and §1.1502-28, the consolidated net operating loss is reduced
by $100 to $0 after the determination of tax for Year 1. Under paragraph (b)(3)(iii)(A) of this
section, the reduction of $90 of the consolidated net operating loss attributable to S is treated as a
noncapital, nondeductible expense. Under paragraph (b)(3)(ii)(C)(1) of this section, only $100
of the discharge is treated as tax-exempt income because only that amount is applied to reduce
tax attributes. The remaining $20 of discharge of indebtedness income excluded from gross
income under section 108(a) has no effect on P’s basis in S’s stock.

k Xk X X X

(7) Rules related to discharge of indebtedness income excluded from gross income.

Paragraphs (b)(1)(i1), (b)(3)(11)(C)(1), (b)(3)(1i1)(A), and (b)(5)(ii), Example 4, paragraphs (a),
(b), and (c) of this section apply with respect to determinations of the basis of the stock of a
subsidiary in consolidated return years the original return for which is due (without regard to
extensions) after March 21, 2005. However, groups may apply those provisions with respect to
determinations of the basis of the stock of a subsidiary in consolidated return years the original
return for which is due (without regard to extensions) on or before March 21, 2005 and after
August 29, 2003. For determinations of the basis of the stock of a subsidiary in consolidated
return years the original return for which is due (without regard to extensions) on or before
March 21, 2005 and after August 29, 2003, with respect to which a group chooses not to apply
paragraphs (b)(1)(ii), (b)(3)(ii)(C)(1), (b)(3)(iii)(A), and (b)(5)(ii), Example 4, paragraphs (a),
(b), and (c) of this section, see §1.1502-32T(b)(3)(i1)(C)(1), (b)(3)(1i1)(A), and (b)}(5)(ii),
Example 4, paragraphs (a), (b), and (c) as contained in 26 CFR part 1 revised as of April 1, 2004.

Par. 12. Section 1.1502-32T is amended as follows:
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1. Paragraph (a)(3) is added.

2. Paragraphs (b) through (b)(3)(iii)(B) are revised.
3. Paragraphs (b)(5)(i) through (h)(5)(ii) are revised.
4. Paragraph (h)(7) 1s revised.

The revisions read as follows:

§1.1502-32T Investment adjustments (temporary).

* & k % ok

(a)(3) through (b)(3)(iii)(B) [Reserved]. For further guidance, see §1.1502-32(a)(3)
through (b)(3)(i11)(B).
% 3k ok ok ok

(b)(5)(i) through (h)(5)(i1) [Reserved]. For further guidance, see §1.1502-32(b)(5)(i)
through (h)(5)(i1).
¥ 3k 3k %k k

(h)(7) [Reserved]. For further guidance, see §1.1502-32(h)(7).

Par. 13. In §1.1502-76, paragraph (b)(1)(i1)(B)(3) is revised to read as follows:

§1.1502-76 Taxable year of members of group.

* oK K ok %
(b) * * *
(1) % * *
(ii) * * *
(B) * * *
(3) Whether the allocation is inconsistent with other requirements under the Internal

Revenue Code and regulations promulgated thereunder (e.g., if a section 338(g) election is made
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in connection with a group's acquisition of S, the deemed asset sale must take place before S
becomes a member and S's gain or loss with respect to its assets must be taken into account by S
as a nonmember (but see §1.338-1(d)), or if S realizes discharge of indebtedness income that is
excluded from gross income under section 108(a) on the day it becomes a nonmember, the
discharge of indebtedness income must be treated as realized by S as a member (see §1.1502-
28(b)(11))); and
k %k %k Kk X

Par. 14. In §1.1502-80, the second sentence of paragraph (c) is revised to read as
follows:

81.1502-80 Applicability of other provisions of law.

k %k ok ok Xk

(c) * * * See §§1.1502-11(d) and 1.1502-35T for additional rules relating to stock

loss. * * *

* % % k k

Par. 15. In §1.1502-80T, the third sentence of paragraph (c) is revised to read as follows:
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§1.1502-80T Applicability of other provisions of law (temporary).

% % k k%

(c) * * * See §§1.1502-11(d) and 1.1502-35T for additional rules relating to stock

loss. * * *

* % % % %

Deputy Commissioner for Services and Enforcement.

Approved:

Acting Assistant Secretary of the Treasury.
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Statement of Treasury Secretary John W. Snow On the Departure of Treasury
Under Secretary John Taylor

Since the spring of 2001, Dr. John Taylor has served brilliantly and honorably as
Treasury's Under Secretary for International Affairs, As he prepares to leave us and
return to private life, we can't help but reflect on the size and scope of his service to
our country over these past four years.

Of particular note and historic value, was John's participation in the Bush
Administration's efforts to fight terror and spread freedom around the world. John
was part of the creation of an international coalition to freeze terrorist assets in the
weeks following September 11, 2001 . He played a key role in the successful
creation of a new currency in Iraq . He also helped shepherd international
agreements to reduce Iraq 's debt by 80 percent and led efforts to establish an
historic new economic engagement with the Broader Middle East and North African
countries.

John has always felt strongly that the President's call for greater integration of
economic issues into the traditional political and security parts of foreign policy is
having, and will have, enormous payoffs for freedom and prosperity around the
globe.

Though he dealt with issues of global significance every hour of every day, John's
greatest pride and pleasure at the Treasury Department was his interaction with the
highly skilled people of Treasury's Office of International Affairs.

John has been a moral and intellectual leader in this Department, across the federal
government, and in economic circles throughout the world. In fact, every central
banker and finance minister | have met has been a student of John Taylor's work --
some have even been students in his classrooms. His wisdom and guidance will be
sorely missed, and | speak on behalf of the entire department when | say we were
extremely fortunate to have him serve in our ranks.

John will always be remembered at Treasury for both his fine mind and his friendly
demeanor. He was a valued counselor to me and a valued professor to staff across
the Department. His vision for economic growth around the globe is grounded in
ethics and backed by economic understanding of the highest degree. His
contributions to the Treasury and to the broader economic world in his Treasury

role were invaluable.

The Treasury bids a fond farewell to a gentleman and a scholar; we thank him for
his contributions and wish him all the best in all future endeavors.

-30 -
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DEPARTMENT OF THE TREASURY
WASHINGTON D.C

UNDER SECRETARY

March 21, 2005

The President
The White House
Washington, D.C. 20500

Dear Mr. President,

It has been an honor and a privilege to serve you and the country during the first term of
your Administration. As you know, in order to ensure a smooth transition, I have been
flexible about the date of my return to the private sector, and, having consulted with
Secretary Snow, I would now like to set April 22 as the effective date of my resignation.

I thank you for giving me the opportunity to be part of your economic team. I am pleased
to have participated during your first presidential campaign in developing economic
plans, including the tax rate cuts, which helped restore economic growth. I am also
pleased to have helped forge several international agreements to reform the international
monetary system, including the grants and measurable results initiatives at the World
Bank, the new limits on exceptional finance at the International Monetary Fund, and a
market-oriented process for sovereign debt workouts. I have enjoyed working closely
with finance and central bank officials in other countries on policies to raise growth and
deal with financial crises. It is a reflection of better economic policies that there are now
no major financial crises and that global growth is higher than it has been in decades.

But most of all I am pleased to have been part of your historic efforts to fight terror and
spread freedom around the world. I am proud of the international coalition we put
together to freeze terrorist assets in the weeks after September 11, 2001, of the expedited
economic reconstruction effort in Afghanistan, of the successful creation of a new
currency in Iraq, of the international agreement to reduce Irag’s debt by 80 percent, and
our historic new economic engagement with the Broader Middle East and North African
countries. | believe that your call for greater integration of economic issues into the
traditional political and security parts of foreign policy is already having huge payoffs.

I am particularly honored to have led the dedicated and highly skilled people of Treasury
International Affairs who work to promote cconomic freedom around the world and who
play a vital role in the successful operation of U.S. foreign policy.

Very respectfully,

AN

] B. Taylor
Under Seceetary of Treasury for
International Affairs
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UPDATED
MEDIA ADVISORY
Secretary Snow Visits Delaware and Pennsylvania This Week
to Discuss Strengthening and Preserving Social Security

U.S. Treasury Secretary John W Snow will travel to Wilmington, Delaware and
Chester County. Pennsylvania on Thursday, March 24 to discuss the President's
efforts to strengthen and preserve the U.S. Social Security system.

"The President is committed to saving Social Security,” said Secretary Snow.
"Social Security 1s sound for today's retirees, but the system must be fixed to keep
the promise of Social Security for our children and grandchildren.

"Social Security faces real problems that must be addressed today," said Secretary
Snow. "The President has laid out basic principles that must guide reform and
voluntary personal retirement accounts are an important part of comprehensive
reform.”

The following events are open to credentialed media with photo identification:
Thursday, March 24

Roundtable with Local Business Leaders

The Wilmington Club

1103 Market Street

Wilmington, DE

8:30 am EST

** Media must RSVP to Jeanne Mell at 302-576-6571

** Media must arrive by 8:00 am EST

** A brief media availability will be held immediately following the event

Remarks to Chester County Chamber of Business and Industry

Exelon Corporation

300 Exelon Way

Kennett Square, PA

1:00 pm EST ** UPDATED TIME **

** Media must RSVP to Mary Rucci at 610-765-6925

** Media must arrive by 12:30 am EST

= A prief media availability will be held immediately following the event

http://www.treas.gov/press/rcleases/j523 30.htm 4/26/2005
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Statement by Treasury Assistant Secretary Rob Nichols

The Administration respects the independence of the Federal Reserve in making
decisions about our nation's monetary policy. We share the Federal Reserve's
goals of maintaining healthy economic growth while preserving low inflation.
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FROM THE OFFICE OF PUBLIC AFFAIRS

March 22, 2005
2005-3-22-17-20-52-11171

U.S. International Reserve Position

The Treasury Department today released U.S. reserve assets data for the latest week. As indicated in this table, U.S. reserve assets
totaled $80,349 million as of the end of that week, compared to $80.869 million as of the end of the prior week.

I. Official U.S. Reserve Assets (in US millions)

March 11, 2005 March 18, 2005
TOTAL 80,869 80,349

1. Foreign Currency Reserves ' Euro Yen TOTAL Euro Yen TOTAL
a. Securities 12,346 15,135 27.481 12,203 15,024 27,227
Of which, issuer headquartered in the U.S. 0 0

b. Total deposits with:

b.i. Other central banks and BIS 12,118 3,042 15,160 11,983 3,020 15,003
b.ii. Banks headquartered in the U.S. 0 0
b.ii. Of which, banks located abroad 0 0
b.iii. Banks headquartered outside the U.S. 0 0
b.iii. Of which, banks located in the U.S. 0 0

2. IMF Reserve Position - 15,406 15,345
3. Special Drawing Rights (SDRs) * 11,780 11,733
4. Gold Stock * 11,042 11,042
5. Other Reserve Assets 0 0

Il. Predetermined Short-Term Drains on Foreign Currency Assets

March 11, 2005 March 18, 2005
Euro Yen TOTAL Euro Yen TOTAL
1. Foreign currency loans and securities 0 0

2. Aggregate short and long positions in forwards and futures in foreign currencies vis-a-vis the U.S. dollar:
2.a. Short positions 0 0

2.b. Long positions 0 0
3. Other 0 0



lll. Contingent Short-Term Net Drains on Foreign Currency Assets
March 11, 2005 March 18, 2005
Euro Yen TOTAL Euro Yen TOTAL
1. Contingent liabilities in foreign currency 0 0
1.a. Collateral guarantees on debt due within 1 year
1.b. Other contingent liabilities
2. Foreign currency securities with embedded options 0 0
3. Undrawn, unconditional credit lines 0 0
3.a. With other central banks
3.b. With banks and other financial institutions
Headquartered in the U.S.
3.c. With banks and other financial institutions
Headquartered outside the U.S.

4. Aggregate short and long positions of options in
foreign

Currencies vis-a-vis the U.S. dollar 0
4.a. Short positions

4.a.1. Bought puts

4.a.2. Written calls

4.b. Long positions

4.b.1. Bought calls

4.b.2. Written puts

Notes:

1/ Includes holdings of the Treasury's Exchange Stabilization Fund (ESF) and the Federal Reserve's System Open Market Account
(SOMA), valued at current market exchange rates. Foreign currency holdings listed as securities reflect marked-to-market values, and
deposits reflect carrying values. Foreign Currency Reserves for the latest week may be subject to revision. Foreign Currency

Reserves for the prior week are final.
2/ The items, "2. IMF Reserve Position" and "3. Special Drawing Rights (SDRs)," are based on data provided by the IMF and are

valued in dollar terms at the official SDR/dollar exchange rate for the reporting date. The _entries for the latest week reflect any
necessary adjustments, including revaluation, by the U.S. Treasury to IMF data for the prior month end.

3/ Gold stock is valued monthly at $42.2222 per fine troy ounce.
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Treasury Secretary John W. Snow Statement on the 2005 Social Security and
Medicare Trust Fund Reports

Welcome to the Treasury. The Social Security and Medicare Board of Trustees met
here earlier today to complete the annual financial review of the trust funds and to
transmit the Trustees' Reports to Congress.

The numbers published today leave no question that Social Security reform is
needed, and it is needed soon. Reform of this system. for the sake of our children,
grandchildren and the financial future of our country, is a very real and pressing
matter.

For Social Security, this year's report shows a small deterioration from last year's
report. It once again demonstrates that the Social Secunty program is seriously
under-funded and financially unsustainable in the long run. Cash flows peak in 2008
and turn negative in 2017, and the trust fund itself will be exhausted in 2041. The
latter two dates are one year earlier than last year's report due to slightly higher
benefit expenditures and slightly lower revenue than anticipated. The unfunded
obligation, that is, the difference between the present values of Social Security
inflows and outflows plus the existing trust fund, is $11.1 trillion on a permanent
basis, and $4.0 trillion over the next 75 years. The actuarial imbalance as a percent
of taxable payroll is -1.92 percent over 75 years and -3.5 percent over the indefinite
future. This means that taxes would have to be raised immediately by 3.5
percentage points, or benefits reduced iImmediately by 22 percent, to make the
system whole on a permanent basis.

As you well know, the President has called for bipartisan efforts to create a
permanently sustainable system. His leadership has been the catalyst for a terrific
national dialogue. Ideas are coming forward. As the President has continued to say,
we can preserve benefits for current and near retirees and offer great hope to
younger workers without raising the payroll tax rate. And we need to enact these

reforms this year.

Since March 3rd, Administration officials — from President Bush and Vice President
Cheney to Cabinet members and policy experts — have been traveling throughout
the country as part of a coordinated 60-day tour of at least 60 stops to discuss the
President's message of strengthening Social Security with the American people.

We passed the 20 day mark this week, and so far Administration officials have
traveled to 52 events in 22 states to talk about the need for a permanent fix to save
Social Security for future generations. We'll hit the 60 stop mark_this week — after
less than 30 days on the road — and the final number of stops will be much higher

than anticipated.

Since the President started this nationat dialogue, membership_of both parties_ have
agreed that a permanent solution is needed. Both parties are discussing possible
approaches to reform and substantial progress is being made.

| look forward to sharing the news of today's report wh'en | am on the road _
tomorrow, and for the next several weeks. Because this report once again confirms
that the sooner action is taken, the better for all conc_emed. Each year that passes
without reform makes the ultimate resolution more difficult and the required

changes more severe.
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As this report shows, a 3.5 percent payroll tax rate increase would achieve long-
term balance. But we don't think that's the way to go because it is an economically
damagng solution. Payroll taxes have been raised some 20 times since Social
Security was established and those increases have failed to make the system
solvent. Raising the payroll tax will harm our economy and hurt job growth. Even
the most resilient economy can be devastated by dramatic tax increases.

For future generations of retirees. the President believes an awful lot of hope lies in
personal accounts — something that would allow younger workers to build a nest
€gg that they own and control, something the government could never take away
from them. and that would tap into the great force of compound interest.

Albert Einstein believed, and the President and | agree, that compound interest is
one of the most powerful forces in the universe. It's why a personal account nest
egg would give workers the prospect of a retirement that is far better than the
rapidly-weakening promise of Social Security benefits.

The national dialogue on Social Security has put wind in the sails of reform. The
stark numbers in this report remind us that we need to stay the course. Now is the
time to take the steps necessary lo preserve and protect Social Security so that
commitments to our seniors are kept and the retirement prospects for our children
and grandchildren can be improved.

Let me now offer a few words on the 2005 Medicare Trustees' Report. Although the
2005 Medicare Report shows a slight improvement over last year's report, more
fundamentally it reveals even greater challenges. While Medicare faces the same
demographic challenges as Social Security, it is additionally burdened by sharp
increases in underlying health care costs.

Cash flow for the Hospital Insurance (H!) Trust Fund is projected to be negative
again this year, as in 2004. Taking interest into account, total trust fund income is
projected to exceed expenditures through 2012. The Hospital Insurance Trust Fund
is projected to become insolvent in 2020, one year later than projected in last year's
report and the 75-year actuarial imbalance as a percent of payroll is -3.09, a 0.03
percent improvement from last year's report.

The Supplementary Medical Insurance (SMI) Trust Fund, including expenditures
associated with the prescription drug program, is financed in large part by general
revenues. SMI expenditures are projected to increase rapidly, resulting in
increasing pressures on future federal budgets. General revenue financing for SMI
is expected to increase from 0.9 percent of GDP in 2004 tc 6.2 percent in 2079.
The projected growth in SMI expenditures poses serious issues for the federal
budget and, in turn, the U.S. economy.

Controlling health care costs is the real key to the long run fiscal sustainability of
both Medicare and in turn the federal budget. Indeed, according to this year's
Trustees' Report, reducing the projected growth in per beneficiary health care costs
to one percentage point lower would reduce the 75-year actuarial imbalance for the

HI program by two thirds.

The Administration is addressing the issue of rising health care costs through the
creation of Health Savings Accounts (HSAs) — already available and gaining in
popularity — reducing the lawsuit abuse that increases costs and r(_educes access to
necessary medical services, creating Association Health Plans to increase the
affordability and availability of health insurance for s}mall—bu‘smess owners and their
employees, and modernizing medical technology with new mvestments in health
information technology. It is estimated that a national health information network, for
example, could save about $140 billion per year through improved care and
reduced duplication of medical tests.

Starting in 2006, for the first time all seniors will be guaranteed access to affordable
prescription drug coverage under Medicare. Further reforms to Medicare shoulq be
considered in light of experience with other reforms contained the 2003 Act which

are just starting to be implemented.

The weighty concerns raised by the Trustees' Reports demand the attention of
America's policymakers and the public. Those who depend on Social Securnty and
Medicare urgently need the best efforts of those of us in public life and in the private

http://www.treas.gov/press/releases/js2332.htm 4/26/2005
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sector to address the long-term funding 1ssues. Successful reform of these

programs should be seen as a shared responsibility, not an opportunity to engage
in partisan politics.

-30-
LINKS

e The 2005 OASDI Trustees Report (SSA website)
e The 2005 Hl and SMI Trustees Report {CMS website)

REPORTS

e Summary document of reports
e Social Security Trustees' report
e Medicare Trustees' report

http://WW"v'.trcas.gov/prcss/rc}eascs/j52332.htm 4/26/2005



A MESSAGE TO THE PUBLIC:

Each vear the Trustees of the Social Security and Medicare trust funds
report on the current status and projected condition of the funds over the
next 75 years. This message summarizes the 2005 Annual Reports.

The fundamentals of the financial status of Social Security and Medicare
remain problematic under the intermediate economic and demographic
assumptions. Social Security's current annual cash surpluses will soon
begin to decline and will be followed by deficits that begin to grow rap-
idly toward the end of the next decade as the baby boom generation
retires. The Medicare Hospital Insurance (HI) Trust Fund that pays hos-
pital benefits had negative cash flows in 2004 and annual cash flow defi-
cits are expected to continue and to grow rapidly after 2010 as baby
boomers begin to retire. The growing deficits in both programs will lead
to exhaustion in trust fund reserves for HI in 2020 and for Social Security
in 2041. In addition, the Medicare Supplementary Medical Insurance
(SM1) Trust Fund that pays for physician services and the new prescrip-
tion drug benefit will require substantial increases over time in both gen-
eral revenue financing and premium charges. As the reserves in Social
Security and HI are drawn down and SMI general revenue financing
requirements continue to grow, the pressure on the Federal budget will
intensify. We do not believe the currently projected long run growth rates
of Social Security and Medicare are sustainable under current financing
arrangements.

Social Security

The annual cost of Social Security benefits represents 4.3 percent of Gross
Domestic Product (GDP) today and is projected to rise to 6.4 percent of
GDP in 2079. The projected 75-year actuarial deficit in the combined
Old-Age and Survivors Insurance (OASI) and Disability Insurance (DI)
Trust Funds is 1.92 percent of taxable payroll, up slightly from 1.89 per-
cent in last year’s report. The program continues to fail our long-range
test of close actuarial balance by a wide margin. Projected OASDI tax
income will begin to fall short of outlays in 2017 and will be sufficient to
finance only 74 percent of scheduled annual benefits by 2041, when the
combined OASDI trust fund is projected to be exhausted.

Social Security could be brought into actuarial balance over the next 75
years in various ways, including an immediate increase of 15 percent in
the amount of payroll taxes or an immediate reduction in benefits of 13

percent (or some combination of the two). To the extent that changes are



delayed or phased in gradually, greater adjustinents in scheduled benefits
and revenues would be required. Ensuring that the system is solvent on a
sustainable basis over the next 75 vears and beyond would also require
larger changes.

Medicare

As we reported last year, Medicare’s financial difficulties come sooner—
and are much more severe—than those confronting Social Security. While
both programs face essentially the same demographic challenge, underly-
ing health care costs per enrollee are projected to rise faster than the
wages per worker on which the payroll tax is paid and on which Social
Security benefits are based. As a result, while Medicare’s annual costs are
currently 2.6 percent of GDP, or about 60 percent of Social Security’s,
they are now projected to surpass Social Security expenditures in 2024
and reach almost 14 percent of GDP in 2079.

The projected 75-year actuarial deficit in the Hospital Insurance (HI)
Trust Fund is now 3.09 percent of taxable payroll, down slightly from 3.12
percent in last year's report due primarily to slightly greater income in
2004, and slightly lower costs, than estimated in last year'’s report. The
fund again fails our test of short-range financial adequacy, as assets drop
below the level of the next year’s projected expenditures within 10 years—
in 2014. The fund also continues to fail our long-range test of close actu-
arial balance by a wide margin. Though the projected date of HI Trust
Fund exhaustion moved back slightly to 2020, from 2019 in last year'’s
report, projected HI tax income falls short of outlays in this and all future
vears. HI could be brought into actuarial balance over the next 75 years
by an immediate 107 percent increase in program income or an immedi-
ate 48 percent reduction in program outlays (or some combination of the
two). However, as with Social Security, adjustments of far greater magni-
tude would be necessary to the extent changes are delayed or phased in
gradually, or to make the program solvent on a sustainable basis over the
next 75 years and beyond.

Part B of the Supplementary Medical Insurance (SM1) Trust Fund, which
pays doctors’ bills and other outpatient expenses, and the new Part D,
which pays for access to prescription drug coverage, are both projected
to remain financed into the indefinite future because current law automat-
ically sets financing each year to meet next year's expected costs. How-
ever, expected rapid cost increases will result in a rapidly growing
amount of general revenue financing—projected to rise from just under



I percent of GDP today to 6.2 percent in 2079—as well as substantial
increases over time in beneficiary premium charges.

Conclusion

Though highly challenging, the financial difficulties facing Social Secu-
ritv and Medicare are not insurimountable. But we must take action to
address them in a timely manner. The sooner they are addressed the more
varied and less disruptive can be their solutions. With informed public
discussion and creative thinking that relates the principles underlying
these programs to the economic and demographic realities, as well as to
the changing needs and preferences of working and retired households,
Social Security and Medicare can continue to play a critical role in the
lives of all Americans.

By the Trustees:

John W. Snow, Elaine L. Chao,
Secretary of the Treasury, Secretary of Labor,
and Managing Trustee and Trustee

Michael O. Leavitt, Jo Anne B. Barnhart,
Secretary of Health Commissioner of
and Human Services, Social Security,

and Trustee and Trustee

John L. Palmer, Thomas R. Saving,

Trustee Trustee



A SUMMARY OF THE 2005 ANNUAL SOCIAL SECURITY
AND MEDICARE TRUST FUND REPORTS

Who Are the Trustees? There are six Trustees: the Secretary of the Trea-
sury, the Secretary of Labor, the Secretary of Health and Human Services,
the Commissioner of Social Security and two members appointed by the
President and confirmed by the Senate to represent the public. The Public
Trustees are John L. Palmer, University Professor and Dean Emeritus of
the Maxwell School of Citizenship and Public Affairs at Syracuse Univer-
sity, and Thomas R. Saving, Director of the Private Enterprise Research
Center and Professor of Economics at Texas A & M University.

What Are the Trust Funds? The trust funds were created in the U.S.
Treasury to account for all program income and disbursements. Social
Security and Medicare taxes, premiums and other income are credited to
the funds. Benefit payments and program administrative costs are the
only purposes for which disbursements from the funds can be made. Pro-
gram revenues not needed in the current year to pay benefits and adminis-
trative costs are invested in special non-negotiable securities of the U.S.
Government on which a market rate of interest is credited. Thus, the trust
funds represent the accumulated value, including interest, of all prior pro-
gram annual surpluses, and provide automatic authority to pay benefits.

There are four separate trust funds. For Social Security, the Old-Age and
Survivors Insurance (OASI) Trust Fund pays retirement and survivors
benefits, and the Disability Insurance (DI) Trust Fund pays disability ben-
efits. (The combined trust funds are described as OASDI.) For Medicare,
the Hospital Insurance (HI) Trust Fund pays for inpatient hospital and
related care. The Supplementary Medical Insurance (SMI) Trust Fund is
composed of Part B, which pays for physician and outpatient services,
and effective in 2004, Part D, which provides a prescription drug benefit
that begins in 2006. Medicare benefits are provided to most people age 65
and over and to most workers who are receiving Social Security disability
benefits.

What Were the Trust Fund Results in 2004? In December 2004,

39.7 million people were receiving OASI benefits, 7.9 million were
receiving DI benefits, and 41.7 million were covered under Medicare.
Trust fund operations, in billions of dollars, are shown below (totals may
not add due to rounding).

OASI DI HI SMI
Assets (end of 2003). . ............ $1,355.3 $175.4 $256.0 $24.0
Income during 2004 .. ............ 566.3 914 183.9 133.8
Outgo during 2004 . .............. 421.0 80.6 170.6 138.3
Net increase in assets ......... 145.3 10.8 13.3 -4.5

Assets (end 0f 2004) . . . ... ........ 15006 1862 2693 19.4



How Has the Outlook for the Trust Funds Changed Since Last Year?
During the past year there has been no important change in the financial
outlook for either Social Security or Medicare. Under the intermediate
assumptions, the combined OASDI Trust Funds show a 75-year actuarial
deficit equal to 1.92 percent of taxable payroll, slightly larger than last
year’s estimate of 1.89 percent. That change is largely attributable to
moving the valuation period forward a year from 2004-78 to 2005-79,
which adds a year (2079) with a large projected deficit into the estimate of
long-range funding adequacy. The OASDI Trust Funds, separately and
combined, are adequately financed over the next 10 years under the inter-
mediate assumptions.

Medicare’s HI Trust Fund now has a projected 75-year actuarial deficit
equal to 3.09 percent of payroll compared with last year’s estimate of
3.12 percent under the intermediate assumptions. That change results pri-
marily from slightly lower expenditures and slightly higher income in
2004 than previously estimated. The HI Trust Fund is inadequately
funded over the next 10 years, with trust fund assets falling short of 100
percent of expenditures in 2014. That represents a small improvement
from last year’s estimate of 2012. The SMI Trust Fund is adequately
financed in both the short and long term because of the automatic financ-
ing established for Medicare Parts B and D.

How Are Social Security and Medicare Financed? For OASDI and HI,
the major source of financing is payroll taxes on earnings that are paid by
employees and their employers and by the self-employed (157 million for
OASDI and 160 million for HI in 2004). The self-employed are charged
the equivalent of the combined employer and employee tax rates. The
payroll tax rates are set by law and for OASDI apply to earnings up to an
annual maximum that rises as average wages increase ($90,000 in 2005).
HI taxes are paid on total earnings. The tax rates (in percent) for 2005 and
later are:

OASI DI OASDI HI Total

Employees . ... .. 5.30 0.90 6.20 1.45 7.65
Employers .