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Grover Norquist is agnostic about tax reform.  

How's that again? Isn't Grover Norquist a right-wing antitax crusader who runs Americans for Tax Reform, a lobbying group? Don't 
he and his group want to send the hated income tax straight to heck?  

All that is true, but Norquist figures that what with Congress having passed four tax reduction bills during the Bush administration, 
we're already most of the way toward taxing only labor income. A few further tax cut bills would make tax reform a wholly 
unnecessary formality. The income tax is already well on its way to oblivion.  

"Bush's cuts have brought the United States tax code closer to a system under which income from savings and investments aren't 
taxed at all and revenues would be raised exclusively from taxes on labor," The New York Times Magazine observed. (The New 
York Times Magazine, Jan. 16, 2005, p. 35.)  

"The goal is to eliminate all taxes on savings and investment. That means no capital-gains tax, no dividends tax, no estate tax, no 
tax on interest," Norquist's fellow traveler Stephen Moore of the Cato Institute told The New York Times Magazine.  

Further tax cuts needn't be large; incremental cuts will achieve the Bush purpose. "We can go as small as we have to to get a tax 
cut every year. That is what we did for the last four years. That is what we are going to do for the next four years," Norquist told 
The New York Times Magazine.  

Well, gee, what about that tax reform commission? Norquist as much as told the Times that it is a setup. "It'll come out with three 
or four proposals, which are already written, and already on people's desks. So this is not a commission to invent something, or 
several somethings. This is a commission to discuss several somethings. Poke 'em, bring 'em around the country, test-fly them, 
run 'em up the flagpole, see who shoots at it, see who salutes."  

If no one can agree on an agenda for reform, it's no biggy to Norquist. "There may never be something that everyone agrees is tax 
reform," Norquist told the Times. "You keep taking half-steps, eventually you're pretty darn close. I'll take three half-steps and call 
it a day."  

Norquist is certainly correct about the long-term effect of the Bush tax cuts, and he may be more correct than he knows. When the 
Bush administration's failure to enforce the law is added into the mix, it is a wonder that the government is collecting any tax on 
income from capital. (And we want to meet that mythical little old lady with the share certificates in her mattress who is paying a 
double tax on corporate income.)  

We've been regularly accusing the Bush administration of making a show of tax shelters while failing to enforce taxes on 
business. Most of the examples of that are too complicated for a general- interest newspaper. It's tough to explain a deferred 
subscription agreement even to practitioners.  

But this article is about an example of administrative negligence that even a supply-side economist could understand. The Bush 
Treasury has administratively repealed section 265, which disallows deduction of expenses to carry tax-exempt bonds, for 
nonfinancial corporations operating as groups. (That would be all large corporations.) The good news is that Congress has been 
advised that the underlying statute should be tightened.  

 
The Proposed Regulations 

 
Section 265(a) disallows interest and expenses used to purchase or carry tax-exempt obligations. Expenses are allocated to 
exempt income under reg. section 1.265-1. 

The problem is interest incurred on debt used to purchase or carry exempt obligations. The usual method to determine interest 
allocable to carrying tax-exempt obligations is tracing. If, however, the taxpayer is a financial intermediary or a dealer, interest and 
expenses are disallowed based on the proportion of the taxpayer's assets consisting of tax-exempt obligations, under section 265
(b). Money is fungible.  



Obviously, the section 265(b) pro rata allocation method used for financial intermediaries is much more efficient and effective than 
tracing. Technically, under reg. section 1.265-2(b)(2), interest is disallowed in proportion to the ratio that the average adjusted 
basis of exempt obligations bears to the average adjusted basis of all of the taxpayer's assets. When one taxpayer in a group is a 
financial intermediary, the law has been interpreted to permit the IRS to impose single-entity treatment to achieve clear reflection 
of income. (Rev. Rul. 90-44, 1990-1 C.B. 54. See LTR 9205013 and LTR 9235049.)  

Banks forming special subsidiaries to hold investment assets -- initially formed to avoid state income taxes in states that do not 
require combination -- was a recurring problem. When a bank created a controlled subsidiary to manage its investment assets, 
both the subsidiary's assets, including its tax-exempt bonds, and its interest expense were treated as belonging to the bank. 
Hence the separateness of the subsidiary was ignored for purposes of applying section 265(b). The IRS relied on Rev. Rul. 90-44 
in issuing technical advice. (See TAM 200428027, Doc 2004-14180 [PDF], 2004 TNT 133-4 , and TAM 200434029, Doc 2004-
16859 [PDF], 2004 TNT 163-18 .)  

Tracing is inefficient and ineffective. For taxpayers other than financial intermediaries, Rev. Proc. 72-18, 1972-1 C.B. 740, 
disallows interest only when the taxpayer has a purpose of borrowing to purchase or carry exempt obligations, as established by 
direct or circumstantial evidence. Direct evidence exists when the proceeds of the borrowing are traceable to the purchase, such 
as when the tax- exempt obligation is collateral. Circumstantial evidence exists only if the totality of the facts and circumstances 
supports a reasonable inference of a purpose to purchase or carry exempt obligations. In other words, never; readers will 
recognize the time-honored, ineffectual facts-and-circumstances cop-out. (See also Rev. Proc. 87- 53, 1987-2 C.B. 669.)  

Insurance companies are not considered financial intermediaries for purposes of section 265. In FSA 200129009, the taxpayer 
borrowed from the outside and contributed the proceeds to insurance subsidiaries that held tax-exempt obligations. The IRS 
struggled to find the circumstantial evidence to justify tracing. The IRS tried to apply section 265 by bootstrapping section 7701(f), 
allowing linkage of borrowing to investment by related parties, for which there were no implementing regulations at the time. (See 
also LTR 8438003 and LTR 8745024.)  

Last May, the Bush administration proposed regulations for application of section 265 to affiliated groups filing consolidated 
returns. (REG-128590-03, Doc 2004-9892 [PDF], 2004 TNT 90-43 .) That the proposed regulations were overtly taxpayer-
favorable is evidenced by the fact that they came with their own news release, which such an esoteric subject would hardly 
warrant. (Doc 2004-9765 [PDF], 2004 TNT 89-33 .) The principal effect of Rev. Rul. 90-44 was to impose a pro rata allocation 
rule when a financial intermediary was a member of an affiliated group filing consolidated returns. The proposed regulations would 
reverse that for both financial and nonfinancial groups.  

The accompanying revenue ruling, Rev. Rul. 2004-47, was the beginning of the nonenforcement of section 265, even for financial 
intermediaries, in all situations when the connection between borrowing and purchasing was not blindingly obvious. When a 
parent borrows from the outside and on-lends to a financial intermediary subsidiary that owns tax-exempts, then section 265 
applies. But tracing governs the treatment of the parent's interest deduction when it contributes, rather than lends, the borrowed 
funds to the subsidiary, even when the latter is a financial intermediary. (Rev. Rul. 2004-47, 2004-21 IRB 941, Doc 2004-9716 
[PDF], 2004 TNT 89-20 . For discussion, see Doc 2004-9945 [PDF], 2004 TNT 90-24 .)  

According to proposed reg. section 1.265-2(c)(1), section 265 applies to outside borrowing by a member of an affiliated group only 
when borrowing can be directly traced to an intragroup loan from the borrowing member to the member holding the exempt 
obligations. Otherwise, section 265 applies to a group on a member-by-member basis. (See prop. reg. section 1.265-2(c)(2), 
example 1.)  

Under reg. section 1.1502-13(c)(6)(i), if section 265(a)(2) would have disallowed a borrowing member's interest deduction for 
intragroup debt, then the lending member's interest income is treated as excluded from gross income, provided the lender has not 
borrowed from the outside. (Reg. section 1.1502-13(g)(5), example 1(d).) In any of the situations covered by reg. section 1.1502-
13(c)(6)(i), the nondeductible interest and the exempt income would nullify each other had the group members been divisions of a 
single corporation.  

But under the proposed regulations, if the lender has borrowed from the outside, the lending member must immediately recognize 
interest income from the intragroup loan to the extent of the amount of the nondeductible interest, but only if the loan can be 
directly traced to the purchase of tax-exempt obligations. That is, reg. section 1.1502-13(c)(6)(i) would not apply. (Prop. reg. 
section 1.265-2(c)(1)(ii).) When and if the proposed regulation applied on the basis of tracing, there would be an affirmative 
income item for the group. The drafters deemed a net deduction for the whole group to be inappropriate.  

The section 265 disallowance, however, is premised on tracing, which does not work. As Rev. Rul. 2004-47 showed, the 
government is unwilling to impute one group member's conduct to another. The proposed regulation means that affiliated groups 
filing consolidated returns could avoid the application of section 265 by the simple expedient of putting the outside borrowing in 
one member and the holding of the exempt obligations in another member, while avoiding an obvious connection between the 
two. Monkeys could plan out of section 265. We're certain, however, that creationists would oppose the admission of monkeys to 
practice before the IRS.  



Even the federal courts understand that money is fungible. In H Enterprises International Inc. v. Commissioner, 75 T.C.M. 1948 
(1998), aff'd, 183 F.3d 907 (8th Cir. 1999), the Tax Court considered a situation in which a subsidiary had borrowed from the 
outside to make a dividend distribution to its parent. The parent had used the proceeds to acquire tax-exempt obligations through 
its investment divisions, which had no other significant source of funds. The taxpayer group was filing a consolidated return.  

The court held that section 265(a)(2) applied to disallow deduction of a portion of the subsidiary's interest on the indebtedness 
attributable to the purchase of the exempt obligations. That is, the court attributed the parent's use of funds to the subsidiary -- 
essentially treating the group as a single corporation -- on the ground that the parent's conduct was a relevant surrounding 
circumstance. Otherwise, the Tax Court noted, the borrowing subsidiary's purposes would always be clean, frustrating the 
purpose of section 265(a)(2).  

The court specifically asked that regulations be promulgated under section 7701(f) to handle cases without good evidence. There 
are no section 7701(f) regulations. The IRS has merely asked for comments on sections 7701(f) and 265. The government 
acknowledges that section 7701(f) would empower it to impose pro rata allocation of interest expense in cases involving related 
taxpayers. (Doc 2004-9717 [PDF], 2004 TNT 89-8 , 105-5.) The proposed section 265 regulations would preserve only the 
narrow result in H Enterprises, while rejecting the broader principle of treating the group as one corporation.  

The Joint Committee on Taxation staff, in its recent report on revenue raisers, cited the ineffectiveness of tracing in recommending 
that the pro rata allocation rule of section 265(b) be extended across the board to all corporations. Noting that the tracing rule is 
easy to avoid, the staff wrote that "related corporations have avoided the tracing rule by engaging in borrowing through one 
corporation and the holding of exempt obligations by another corporation." The staff did not cite the proposed regulations' blessing 
of that tactic. (Doc 2005-1714 [PDF], 2005 TNT 18-18 .)  

The JCT staff would treat all members of an affiliated group as a single taxpayer. The staff would also look through a partnership 
to treat a taxpayer as directly owning its allocable share of the partnership's assets and liabilities. The tracing rule would continue 
to apply only if the taxpayer (borrower) and the related person (holder) were not members of an affiliated group. (The apparent 
thought is that a special-purpose separate corporation would be easily isolated.) Politically, the staff had to recognize that shutting 
down the related-party borrowing gambit might raise state and local government borrowing costs. So some current-law exceptions 
would be retained.  

 
Bar Meetings 

 
At the October 1, 2004, meeting of the American Bar Association Section of Taxation Affiliated and Related Corporations 
Committee in Boston, William Alexander, IRS associate chief counsel (corporate), and his special assistant, Theresa Abell, tried to 
defend the proposed section 265 regulations against justifiable criticism by Michael Schler of Cravath, Swaine & Moore. 

Alexander practically apologized for any interest deduction disallowance resulting from the removal of reg. section 1.1502- 13(c)
(6)(i). Andrew Dubroff of Ernst & Young noted that the removal of reg. section 1.1502-13(c)(6)(i) works best when the group is 
borrowing from the outside at the tax-exempt rate, a rare situation. (This is situation 4 in Rev. Rul. 2004-47.)  

Alexander found himself in the peculiar position of having issued a proposed regulation that taxpayer's representatives found too 
permissive. The government has asked for comments about whether the application of section 265 should be broader in a 
consolidated return context than in the separate return context. "We haven't gone there. You can argue that maybe we should or 
maybe we shouldn't, but we haven't," said Alexander, again apologetically.  

"That's a pretty fundamental question," Schler responded. "If the basic idea is that section 265 applies on a separate-company 
basis within a consolidated group -- we know that the corporate income tax is sort of withering away already -- isn't that going to 
be the final withering away?"  

If one member can be the borrower on all the nonfinancial group's outside debt, and another member can own all the group's tax- 
exempt obligations, Schler noted, then planners would simply have the parent borrow to pay the dividends to shareholders and 
have the operating subsidiary use its profits to buy tax-exempt obligations. "You would eventually wipe out the whole income of 
the group with interest deductions," Schler concluded. "Is that really intended to be allowed?"  

Alexander responded that he was not sure that the regulation would erode the corporate income tax, since circumstantial 
evidence was admissible in a tracing inquiry. For that he cited H Enterprises. "Current law provides different answers for special 
status entities, and they are difficult to deal with in a consolidated setting," he said. Schler insisted that tracing would not catch his 
scenario. "There's nothing to trace," he said. (His example is situation 3 in Rev. Rul. 2004-47.) Schler concluded "If that works, 
then why doesn't everybody do it? They will be, once they've figured it out."  

Alexander conceded that the rule was only proposed, and said that he could not promise that the final version would not go 
further. (Although if the next version were a major substantive change, wouldn't it have to be reproposed?) The proposed 
regulations appear to be another instance when sensible thinkers inside the IRS lost the argument for pro rata allocation and 
permissiveness prevailed. (See Doc 2004-9945 [PDF] or 2004 TNT 90-24 .)  



Practitioners' objections to this permissiveness continued a week later at the Practising Law Institute corporate tax seminar in New 
York. This time it was Audrey Nacamuli, an attorney-adviser in Treasury's Office of Tax Legislative Counsel, on the hot seat. She 
reiterated Alexander's line that the government did not know whether there should be a rule different from tracing for consolidated 
return settings.  

Terrill Hyde of Wilmer Cutler & Pickering asked what the government would make of the common practice of the group 
maintaining revolving credit with outside lenders and a daily cash sweep within the group. Nacamuli did not have an answer. Hyde 
argued that single- entity treatment for the group should be "the default line unless there is some special exception." Schler 
interjected that the government "might as well repeal" section 265 if it is not applied on a single-entity basis. Hyde suggested that 
the rule prescribing single-entity application of section 265 could be promulgated under section 1502.  

 
Legislative Power 

 
This prompts the question of the government's power under section 1502. The true scope of the administrative negligence in 
promulgating the proposed section 265 regulations becomes clear when the tax administrator's legislative power to make 
consolidated return rules is taken into account. The tax administrator's power to make rules for consolidated returns is 
considerable. It includes the power to change or remove the application of a generally applicable code section. 

Section 1502 states:  

 
The Secretary shall prescribe such regulations as he may deem necessary in order that the tax liability of any affiliated 
group of corporations making a consolidated return and of each corporation in the group, both during and after the period of 
affiliation, may be returned, determined, computed, assessed, collected, and adjusted, in such manner as clearly to reflect 
the income tax liability and the various factors necessary for the determination of such liability, and in order to prevent 
avoidance of such tax liability. 

 
What if the tax administrator was wary of Rite Aid in making the proposed section 265 regulations? In Rite Aid Corp. v. U.S., 255 
F.3d 1357 (Fed. Cir. 2001), Doc 2001-18688 [PDF], 2001 TNT 132-10 , the Federal Circuit reasoned that the section 1502 grant 
of legislative authority gave the tax administrator absolute power only over the peculiar problems of consolidated returns, but not 
the power to override other code provisions in the name of consolidated return accounting. The court believed that Rite Aid's 
realized loss was not caused by its filing a consolidated return. If a company can get a result on a separate return, then it should 
be able to have the same result on a consolidated return -- that appears to have been the court's reasoning. (For discussion, see 
Doc 2001-19235 [PDF], 2001 TNT 136-3 .) 

All that the consolidated return rules do is change the effect of regular code provisions on taxpayers filing consolidated returns. 
That is the point of the consolidated return rules. They were intended to permit the treatment of a group of commonly controlled 
corporations as a single entity, in recognition of the artificiality of corporations. The Senate said so at the time. "The mere fact that 
by legal fiction several corporations owned by the same shareholders are separate entities should not obscure the fact that they 
are in reality one and the same business owned by the same individuals and operated as a unit." (S. Rep. No. 960, 70th Cong., 
1st Sess. 29 (1928))  

Indeed, the proposed section 265 regulations are themselves an example of the exercise of the section 1502 power to make 
different rules for consolidated returns. It is an exercise of that power to decide whether a member should be required to recognize
intragroup interest income.  

Moreover, Rite Aid conflicts with a Supreme Court decision on single-entity treatment. In United Dominion Industries Inc. v. U.S., 
532 U.S. 822 (2001), Doc 2001-15742 [PDF], 2001 TNT 108-14 , the Court held that the taxpayer's product liability loss should 
be accounted for on a single-entity basis, noting that there is no such thing as a separate net operating loss for members. The 
responsible and restrained Justice David Souter, writing for the majority, did not use any sweeping language stating that an 
affiliated group filing a consolidated return must be treated as a single entity. Justice Souter merely characterized the single-entity 
approach as "the better answer" based on section 1502 and the government's prior actions.  

It is clear, as the JCT staff has pointed out, that single- entity treatment is the better answer for application of section 265 as well.  

Well, gee, didn't the American Jobs Creation Act reaffirm the tax administrator's power to make legislative regulations for 
corporations filing consolidated returns? Congress did include a clause that basically says "we really meant what we said in 
section 1502." (Doc 2004-19791 [PDF], 2004 TNT 196-10 .)  

Section 844 of the new law provides that, in exercising its authority to issue consolidated return regulations, Treasury may issue 
regulations that treat corporations filing consolidated returns differently from corporations filing separate returns. Section 1502 is 
amended by adding at the end the following new sentence: "In carrying out the preceding sentence, the Secretary may prescribe 
rules that are different from the provisions of chapter 1 that would apply if such corporations filed separate returns."  



The new law would not, however, overturn the taxpayer-favorable result in Rite Aid itself. The legislative history states that:  

 
Rite Aid is thus overruled to the extent it suggests that the Secretary is required to identify a problem created from the filing 
of consolidated returns in order to issue regulations that change the application of a Code provision. The Secretary may 
promulgate consolidated return regulations to change the application of a tax code provision to members of a consolidated 
group, provided that such regulations are necessary to clearly reflect the income tax liability of the group and each 
corporation in the group, both during and after the period of affiliation. (Doc 2004-19792 [PDF], 2004 TNT 196-11 .) 

 
At the Practising Law Institute, Dubroff stated his belief that the clarifying language in the new law supported single-entity 
application of section 265 in consolidated settings. Nacamuli countered that the wording of section 265 itself was an obstacle to 
single-entity application when a loan was not traceable to tax-exempt income. Section 265(a)(2) refers to indebtedness "incurred 
or continued to purchase or carry" tax-exempt obligations. It does not require direct tracing. 

Certainly that clear-reflection-of-income reference in the legislative history mentioned above would empower the government in 
this situation. Clear reflection was the reasoning of Rev. Rul. 90- 44, which the Bush administration is reversing by means of the 
proposed regulations.  
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