
income tax purposes because the requi-
site risk shifting and risk distribution were
present. But see Malone & Hyde, Inc. v.
Commissioner, 62 F.3d 835 (6th Cir. 1995)
(concluding the lack of a business pur-
pose, the undercapitalization of the off-
shore captive insurance subsidiary and the
existence of related party guarantees es-
tablished that the substance of the trans-
action did not support the taxpayer’s
characterization of the transaction as in-
surance). In Kidde Industries, Inc. v. United
States, 40 Fed. Cl. 42 (1997), the United
States Court of Federal Claims concluded
that an arrangement between the captive in-
surance subsidiary and each of the 100 op-
erating subsidiaries of the same parent
constituted insurance for federal income tax
purposes. As in Humana, the insurer in
Kidde insured only entities within its af-
filiated group during the taxable years at is-
sue.

In the present case, the professional li-
ability risks of 12 operating subsidiaries are
shifted to S. Further, the premiums of the
operating subsidiaries, determined at arms-
length, are pooled such that a loss by one
operating subsidiary is borne, in substan-
tial part, by the premiums paid by others.
The 12 operating subsidiaries and S con-
duct themselves in all respects as would un-
related parties to a traditional insurance
relationship, and S is regulated as an in-
surance company in each state where it does
business. The narrow question presented is
whether P’s common ownership of the 12
operating subsidiaries and S affects the con-
clusion that the arrangements at issue are
insurance for federal income tax purposes.
Under the facts presented, we conclude the
arrangements between S and each of the 12
operating subsidiaries of S’s parent consti-
tute insurance for federal income tax pur-
poses.

HOLDING

The amounts paid for professional li-
ability coverage by the 12 domestic oper-
ating subsidiaries to S are “insurance
premiums” deductible under § 162.

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 2001–31, 2001–1 C.B. 1348,
is amplified.

DRAFTING INFORMATION

The principal author of this revenue rul-

Section 368.—Definitions
Relating to Corporate
Reorganizations

26 CFR 1.368–1: Purpose and scope of exception for

reorganization exchanges.

Section 368(a)(1)(D) reorganization.
Guidance is provided as to whether a trans-
action otherwise qualifying under section
368(a)(1)(D) of the Code will be prevented
from so qualifying when the acquiring cor-
poration transfers the target corporation’s
assets to a subsidiary controlled by the ac-
quiring corporation. Rev. Rul. 74–545 ob-
soleted.

Rev. Rul. 2002–85

ISSUE

Whether an acquiring corporation’s trans-
fer of a target corporation’s assets to a sub-
sidiary controlled by the acquiring cor-
poration as part of a plan of reorganiza-
tion will prevent a transaction that other-
wise qualifies as a reorganization under
§ 368(a)(1)(D) of the Internal Revenue Code
from so qualifying.

FACTS

A, an individual, owns 100 percent of
T, a state X corporation. A also owns 100
percent of P, a state Y corporation. For valid
business reasons and pursuant to a plan of
reorganization, (i) T transfers all of its as-
sets to P in exchange for consideration con-
sisting of 70 percent P voting stock and 30
percent cash, (ii) T then liquidates, distrib-
uting the P voting stock and cash to A, and
(iii) P subsequently transfers all of the T as-
sets to S, a preexisting, wholly owned state
X subsidiary of P, in exchange for stock of
S. S will continue T’s historic business af-
ter the transfer and P will retain the S stock.

Without regard to P’s transfer of all the T
assets to S, the transaction qualifies as a re-
organization under § 368(a)(1)(D).

LAW

Section 368(a)(1)(D) provides that the
term reorganization means a transfer by a
corporation of all or a part of its assets to
another corporation if immediately after the
transfer the transferor, or one or more of its
shareholders (including persons who were
shareholders immediately before the trans-
fer), or any combination thereof, is in con-
trol of the corporation to which the assets
are transferred; but only if, in pursuance of
the plan, stock or securities of the corpo-
ration to which the assets are transferred are
distributed in a transaction which quali-
fies under § 354, 355, or 356.

Section 354(a) provides that, in gen-
eral, no gain or loss shall be recognized if
stock or securities in a corporation a party
to a reorganization are, in pursuance of the
plan of reorganization, exchanged solely for
stock or securities in such corporation or
in another corporation a party to the reor-
ganization. Section 354(b)(1) provides that
§ 354(a) shall not apply to an exchange in
pursuance of a plan of reorganization within
the meaning of subparagraph (D) or (G) of
§ 368(a)(1) unless (A) the corporation to
which the assets are transferred acquires
substantially all of the assets of the trans-
feror of such assets; and (B) the stock, se-
curities, and other properties received by
such transferor, as well as the other prop-
erties of such transferor, are distributed in
pursuance of the plan of reorganization.

Section 368(a)(2)(A) provides that if a
transaction is described in both §§ 368
(a)(1)(C) and 368(a)(1)(D), then, for pur-
poses of subchapter C (other than for pur-
poses of § 368(a)(2)(C)), such transaction
shall be treated as described only in
§ 368(a)(1)(D).

Section 368(a)(2)(C) provides that a
transaction otherwise qualifying under
§ 368(a)(1)(A), (B), (C), or (G) shall not be
disqualified by reason of the fact that part
or all of the assets or stock which were ac-
quired in the transaction are transferred to
a corporation controlled (as defined in
§ 368(c)) by the corporation acquiring such
assets or stock.

Section 368(b) provides that the term “a
party to a reorganization” includes a cor-
poration resulting from a reorganization, and
both corporations in the case of a reorga-
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nization resulting from the acquisition by
one corporation of the properties of an-
other.

Congress enacted § 368(a)(2)(C) in re-
sponse to the Supreme Court decisions in
Groman v. Commissioner, 302 U.S. 82
(1937), and Helvering v. Bashford, 302 U.S.
454 (1938). In Groman, the shareholders of
one corporation (Target) entered into an
agreement with another corporation (Par-
ent) pursuant to which Target would merge
into Parent’s newly formed subsidiary (Sub).
In the transaction, the Target sharehold-
ers transferred their Target shares to Sub in
exchange for shares of Parent, shares of
Sub, and cash, and Target liquidated. The
Court concluded that, even though the statu-
tory definition of “party to a reorganiza-
tion” was not exclusive, Parent was not a
party to the reorganization because it re-
ceived nothing in the exchange. The Court
then stated that an exchange that is pursu-
ant to a plan of reorganization is not tax-
able to the extent the interest of the
stockholders of a corporation continue to
be definitely represented in substantial mea-
sure in a new or different corporation. The
stock of Parent, however, did not repre-
sent a continued substantial interest in the
assets conveyed to Sub. Because Parent was
not a party to the reorganization, the Court
held that the receipt of the stock of Par-
ent was taxable.

In Bashford, a corporation (Parent)
wished to acquire three competitors (Tar-
gets). Pursuant to a plan, Parent formed a
new corporation (Sub) and acquired all the
preferred shares and a majority of the com-
mon shares of Sub. Sub became the owner
of the stock and assets of the Targets. The
former stockholders of the Targets ex-
changed their shares in the Targets for
shares of Sub, shares of Parent, and cash.
Because any direct ownership by Parent of
the Targets was transitory and without real
substance, the Court saw no significant dis-
tinction between this transaction and the
transaction in Groman. Therefore, the Court
concluded that Parent was not a party to the
reorganization. Hence, the Parent stock re-
ceived by the shareholders of the Targets
did not confer the requisite continuity of in-
terest.

In 1954, Congress enacted § 368(a)(2)(C)
in response to Groman and Bashford. See
S. Rep. No. 1622, 83d Cong., 2d Sess. 52,
273, 275 (1954). As originally enacted,
§ 368(a)(2)(C) applied only to reorganiza-

tions under §§ 368(a)(1)(A) and
368(a)(1)(C), but Congress has since
amended the statute to apply to other re-
organizations. Specifically, Congress
amended § 368(a)(2)(C) in 1964 to apply
to reorganizations under § 368(a)(1)(B), and,
in 1980, to reorganizations under
§ 368(a)(1)(G).

Section 1.368–2(k)(1) of the Income Tax
Regulations restates the general rule of
§ 368(a)(2)(C) but permits the assets or
stock acquired in certain types of reorga-
nizations to be successively transferred to
one or more corporations controlled (as de-
fined in § 368(c)) in each transfer by the
transferor corporation without disqualify-
ing the reorganization.

Section 1.368–2(f) provides that, if a
transaction otherwise qualifies as a reor-
ganization, a corporation remains a party to
the reorganization even though the stock or
assets acquired in the reorganization are
transferred in a transaction described in
§ 1.368–2(k).

To qualify as a reorganization under
§ 368, a transaction must satisfy the con-
tinuity of business enterprise (COBE) re-
quirement. The COBE requirement is
intended to ensure that reorganizations are
limited to readjustments of continuing in-
terests in property under modified corpo-
rate form. Section 1.368–1(d)(1). Section
1.368–1(d)(1) provides that COBE requires
the issuing corporation (generally the ac-
quiring corporation) in a potential reorga-
nization to either continue the target
corporation’s historic business or use a sig-
nificant portion of the target’s historic busi-
ness assets in a business. Pursuant to
§ 1.368–1(d)(4)(i), the issuing corpora-
tion is treated as holding all of the busi-
nesses and assets of all members of its
qualified group. Section 1.368–1(d)(4)(ii)
defines a qualified group as one or more
chains of corporations connected through
stock ownership with the issuing corpora-
tion, but only if the issuing corporation
owns directly stock meeting the require-
ments of § 368(c) in at least one other cor-
poration, and stock meeting the
requirements of § 368(c) in each of the cor-
porations (except the issuing corporation)
is owned directly by one of the other cor-
porations.

In Rev. Rul. 88–48, 1988–1 C.B. 117,
in a taxable transaction, corporation X sold
50 percent of its historic business assets to
unrelated purchasers for cash. Immedi-

ately afterwards, pursuant to an overall plan,
X transferred to corporation Y, a corpora-
tion unrelated to X and the purchasers, all
of its assets, including the cash from the
sale. The ruling holds that X’s transfer of
assets to Y satisfied the substantially all re-
quirement of § 368(a)(1)(C).

In Rev. Rul. 2001–25, 2001–1 C.B.
1291, pursuant to a plan, corporation S, a
wholly owned subsidiary of corporation P,
merged with and into corporation T in a
state law merger. Immediately after the
merger and as part of a plan that included
the merger, T sold 50 percent of its oper-
ating assets for cash to an unrelated cor-
poration. After the sale of the assets to
corporation X, T retained the sales pro-
ceeds. Without regard to the requirement
that T hold substantially all of the assets of
T and S immediately after the merger, the
merger satisfied all the other requirements
applicable to reorganizations under
§§ 368(a)(1)(A) and 368(a)(2)(E). The Ser-
vice ruled that even though T’s post-merger
sale of 50 percent of its operating assets pre-
vented T from holding substantially all of
its historic business assets immediately af-
ter the merger, because the sales proceeds
continued to be held by T, the merger did
not violate the requirement of § 368(a)(2)(E)
that the surviving corporation hold sub-
stantially all of its properties after the trans-
action.

In Rev. Rul. 2001–24, 2001–1 C.B.
1290, corporation X merged with and into
corporation S, a newly organized, wholly
owned subsidiary of corporation P, in a
transaction intended to qualify as a reor-
ganization under §§ 368(a)(1)(A) and
368(a)(2)(D). S continued the historic busi-
ness of X following the merger. Follow-
ing the merger and as part of the plan of
reorganization, P transferred the S stock to
corporation S1, a preexisting, wholly owned
subsidiary of P. The Service ruled that the
transaction satisfied the continuity of busi-
ness enterprise requirement of § 1.368–
1(d). Analyzing whether P’s transfer of the
S stock to S1 caused P to fail to control S
for purposes of § 368(a)(2)(D) and caused
P to fail to be a party to the reorganiza-
tion, the Service noted that the legislative
history of § 368(a)(2)(E) suggests that for-
ward and reverse triangular mergers should
be treated similarly. Section 1.368–2(k)(2)
permits the transfer of stock or assets to a
controlled corporation following a reverse
triangular merger under §§ 368(a)(1)(A) and
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368(a)(2)(E), which supports permitting P
to transfer the S stock to S1 without caus-
ing the transaction to fail to qualify as a re-
organization under §§ 368(a)(1)(A) and
368(a)(2)(D). Furthermore, although
§§ 368(a)(2)(C) and 1.368–2(k) do not spe-
cifically address P’s transfer of S stock to
S1 following a reorganization under
§§ 368(a)(1)(A) and 368(a)(2)(D), § 368
(a)(2)(C) is permissive rather than exclu-
sive or restrictive. Accordingly, the Ser-
vice concluded that the transfer of the S
stock to S1 would not cause P to be treated
as not in control of S for purposes of
§ 368(a)(2)(D) and would not cause P to fail
to be treated as a party to the reorganiza-
tion.

ANALYSIS

Neither § 368(a)(2)(C) nor § 368(a)(2)(A)
indicates that an acquiring corporation’s
transfer of assets to a controlled subsid-
iary necessarily prevents a transaction that
otherwise qualifies as a reorganization un-
der § 368(a)(1)(D) from so qualifying. Be-
cause § 368(a)(2)(C) is permissive and not
exclusive or restrictive, the absence of
§ 368(a)(1)(D) from § 368(a)(2)(C) does not
indicate that such a transfer following a
transaction that otherwise qualifies as a re-
organization under § 368(a)(1)(D) will pre-
vent the transaction from qualifying as such.
Furthermore, although § 368(a)(2)(A) con-
tains the parenthetical exception “other than
for purposes of [§ 368(a)(2)(C)],” that ex-
ception appears to have been provided in
the same spirit as § 368(a)(2)(C), i.e., to re-
solve doubts about the qualification of trans-
actions as reorganizations, and does not
indicate that the transfer of assets to a con-
trolled subsidiary necessarily prevents a
transaction from qualifying as a reorgani-
zation under § 368(a)(1)(D). See S. Rep. No.
313, 99th Cong., 2d Sess. 914 (1986).

Accordingly, an acquiring corporation’s
transfer of assets to a controlled subsid-
iary following a transaction that other-
wise qualifies as a reorganization under
§ 368(a)(1)(D) will not cause a transac-
tion to fail to qualify as such, provided that
the original transferee is treated as acquir-
ing substantially all of the assets of the tar-
get corporation, the transaction satisfies the
COBE requirement and does not fail un-
der the remote continuity principle of Gro-
man and Bashford, and the transfer of assets
to a controlled corporation does not pre-

vent the original transferee from being a
“party to the reorganization.”

Section 354(b)(1)(A) requires that, in a
reorganization under § 368(a)(1)(D), the cor-
poration to which the assets are transferred
acquire substantially all of the assets of the
transferor of such assets. In this case, the
requirement that P acquire substantially all
of T’s assets is satisfied because P retains
the stock of S. See Rev. Rul. 2001–24; Rev.
Rul. 88–48.

To qualify as a reorganization under
§ 368(a)(1)(D), a transaction must satisfy
the COBE requirement of § 1.368–1(d). In
the present transaction, P and S constitute
a qualified group, and S will continue T’s
historic business after the transfer. There-
fore, the transaction satisfies the COBE re-
quirement.

As described above, Congress enacted
§ 368(a)(2)(C) in response to the Supreme
Court’s holdings in Groman and Bash-
ford. After the enactment of § 368(a)(2)(C),
however, the Service continued to apply the
principles of Groman and Bashford to trans-
actions that otherwise qualified as reorga-
nizations under § 368(a)(1)(B). See Rev.
Rul. 63–234, 1963–2 C.B. 148. In response
to this position, Congress expanded the
scope of § 368(a)(2)(C) to include reorga-
nizations under § 368(a)(1)(B). Congress’
response to the application of the prin-
ciples of Groman and Bashford has been to
limit the application of those principles. Im-
plicit in Congress’ enactment and expan-
sion of § 368(a)(2)(C) is a rejection of the
principle that the transfer of acquired stock
or assets to a controlled subsidiary of the
acquiring corporation creates a remote con-
tinuity problem that causes a transaction that
otherwise qualifies as a reorganization to
fail to so qualify. See H.R. Rep. No. 1337,
83d Cong., 2d Sess. A134 (1954) (stat-
ing, after citing Groman and Bashford in
reference to proposed legislation that ulti-
mately became § 368(a)(2)(C), “a corpo-
ration may not acquire assets with the
intention of transferring them to a stranger”).

Under the COBE regulations, stock or
assets acquired in transactions that satisfy
certain provisions of § 368(a)(1) may be
transferred without limitation to succes-
sive lower-tier controlled subsidiaries within
a qualified group. The Preamble to the fi-
nal COBE regulations states that “the IRS
and Treasury believe the COBE require-
ments adequately address the issues raised
in Groman and Bashford and their prog-

eny. Thus, [the final COBE regulations] do
not separately articulate rules addressing re-
mote continuity of interest.” T.D. 8760,
1998–1 C.B. 803, Supplementary Informa-
tion (Explanation of Provisions). Accord-
ingly, a transfer of acquired stock or assets
will not cause a transaction to fail for re-
mote continuity if it satisfies the COBE re-
quirement.

Under the facts described above, P’s
transfer of the T assets to S pursuant to the
plan of reorganization satisfies the COBE
requirement. Therefore, the transaction does
not fail for remote continuity.

Section 368(b) provides that the term “a
party to a reorganization” includes a cor-
poration resulting from a reorganization, and
both corporations in the case of a reorga-
nization resulting from the acquisition by
one corporation of the properties of an-
other. The use of the word “includes” in
§ 368(b) indicates that the definition of
“party to a reorganization” is not exclu-
sive. See § 7701(c); Groman, supra, at 86
(stating that “when an exclusive defini-
tion is intended the word ‘means’ is em-
ployed . . . whereas [in the definition of
“party to a reorganization”] the word used
is ‘includes’”). Furthermore, § 1.368–2(f),
which interprets § 368(b), provides that, if
a transaction otherwise qualifies as a reor-
ganization, a corporation remains a party to
a reorganization even though the stock or
assets acquired in the reorganization are
transferred in a transaction described in
§ 1.368–2(k). Section 1.368–2(k) does not
reference § 368(a)(1)(D). Nonetheless, be-
cause § 1.368–2(k) restates and interprets
§ 368(a)(2)(C), which is a permissive and
not an exclusive or restrictive provision,
§ 1.368–2(k) also should be viewed as per-
missive and not exclusive or restrictive.
Therefore, because §§ 368(b), 1.368–2(f),
and 1.368–2(k) are not exclusive or restric-
tive provisions, the absence of
§ 368(a)(1)(D) from § 1.368–2(k) does not
prevent a corporation from remaining a
party to a reorganization even if the ac-
quired stock or assets are transferred to a
controlled subsidiary.

Reorganizations under § 368(a)(1)(D),
like reorganizations under §§ 368(a)(1)(A)
and 368(a)(1)(C), are asset reorganiza-
tions. In reorganizations under §§ 368
(a)(1)(A) and 368(a)(1)(C), the original
transferee is treated as a party to a reorga-
nization, even if the acquired assets are
transferred to a controlled subsidiary of the
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original transferee. The differences be-
tween reorganizations under § 368(a)(1)(D)
on the one hand and reorganizations un-
der §§ 368(a)(1)(A) and 368(a)(1)(C) on the
other hand do not warrant treating the origi-
nal transferee in a transaction that other-
wise satisfies the requirements of a
reorganization under § 368(a)(1)(D) dif-
ferently from the original transferee in a re-
organization under § 368(a)(1)(A) or
368(a)(1)(C) for purposes of § 368(b).
Therefore, the original transferee in a trans-
action that otherwise satisfies the require-
ments of a reorganization under
§ 368(a)(1)(D) is treated as a party to the
reorganization, notwithstanding the origi-
nal transferee’s transfer of acquired as-
sets to a controlled subsidiary of the original
transferee.

For the reasons set forth above, P’s trans-
fer of the T assets to S will not prevent P’s
acquisition of those assets from T in ex-
change for P voting stock and cash from
qualifying as a reorganization under
§ 368(a)(1)(D).

HOLDING

An acquiring corporation’s transfer of the
target corporation’s assets to a subsidiary
controlled by the acquiring corporation as
part of a plan of reorganization will not pre-
vent a transaction that otherwise qualifies
as a reorganization under § 368(a)(1)(D)
from so qualifying.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 74–545, 1974–2 C.B. 122, is
obsoleted. In Rev. Rul. 74–545, the Ser-
vice ruled that, for purposes of
§ 368(a)(2)(A), a transaction that quali-
fied as a reorganization under § 368(a)(1)(C)
was “described in” § 368(a)(1)(D) even
though it did not qualify as a reorganiza-
tion under § 368(a)(1)(D). In that ruling, the
target corporation did not satisfy the re-
quirement of § 354(b)(1)(B) because it did
not distribute all of its remaining assets
along with the stock of the acquiring cor-
poration. The Service reasoned that the pur-
pose of § 368(a)(2)(A) was to ensure that
divisive transactions would not be able to
avoid the requirements of § 355 by quali-
fying as a reorganization under
§ 368(a)(1)(C). Congress, however, re-
solved this problem in 1984 when it added
§ 368(a)(2)(G), which requires the target

corporation in a reorganization under
§ 368(a)(1)(C) to distribute the stock, se-
curities, and other properties that it re-
ceives, as well as its other properties, in
pursuance of the plan of reorganization. This
distribution requirement prevents divisive
reorganizations that are “described in”
§ 368(a)(1)(D) from qualifying as reorga-
nizations under § 368(a)(1)(C). Therefore,
Rev. Rul. 74–545 is obsolete.

APPLICATION

Pursuant to § 7805(b)(8), the Service will
not apply the principles of this revenue rul-
ing to challenge a taxpayer’s position that
a transaction that occurs on or before De-
cember 9, 2002, or a transaction that is ef-
fected pursuant to a written agreement
(subject to customary conditions) that is
binding on December 9, 2002, and at all
times thereafter until the date of the trans-
action does not qualify as a reorganiza-
tion under § 368(a)(1)(D), provided that, if
the taxpayer is the acquiring corporation (or
a shareholder of the acquiring corpora-
tion whose tax treatment of the transac-
tion reflects the tax treatment by the
acquiring corporation, such as a share-
holder of an acquiring S corporation), the
target corporation (and the shareholders of
the target corporation whose tax treatment
of the transaction reflects the tax treat-
ment by the target corporation) also treats
the transaction as not qualifying as a reor-
ganization under § 368(a)(1)(D) for Fed-
eral income tax purposes, and if the
taxpayer is the target corporation (or a
shareholder of the target corporation whose
tax treatment of the transaction reflects the
tax treatment by the target corporation), the
acquiring corporation (and the sharehold-
ers of the acquiring corporation whose tax
treatment of the transaction reflects the tax
treatment by the acquiring corporation) also
treats the transaction as not qualifying as
a reorganization under § 368(a)(1)(D) for
Federal income tax purposes.

In addition, if a U.S. person that is a
shareholder of a target corporation has taken
a position consistent with the principles of
this revenue ruling for a transfer occur-
ring on or after July 20, 1998, and on or
before December 9, 2002, which transfer
involved the U.S. person’s exchange of
stock or securities of the target corpora-
tion for stock or securities of a foreign ac-
quiring corporation in which the foreign
acquiring corporation transferred part or all

of the acquired corporation’s assets to a sub-
sidiary controlled by the acquiring corpo-
ration as part of the plan of reorganization,
then such transfer constituted an indirect
transfer of stock or securities by the U.S.
person to the foreign acquiring corpora-
tion. See §§ 1.367(a)–1T(c) and 1.367(a)–
3(d). To the extent such U.S. person has not
entered into a gain recognition agreement
(GRA) satisfying the requirements of
§ 1.367(a)–3(b)(1)(ii) or 1.367(a)–
3(c)(1)(iii)(B) in connection with a trans-
fer for which the U.S. person has taken a
position consistent with the principles of this
revenue ruling, the U.S. person will be
treated as having timely satisfied the re-
quirements for such a GRA if such U.S.
person attaches a GRA that otherwise com-
plies with the requirements of § 1.367(a)–8
to its timely filed (including extensions)
original tax return for the taxable year that
includes December 9, 2002.

Further, the Service and the Treasury are
considering amending the regulations un-
der § 368 to reflect the principles of this
revenue ruling.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Karen Lau of the Office of Chief
Counsel. For further information regard-
ing this revenue ruling, contact Ms. Lau at
(202) 622–3300 (not a toll-free call).
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