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404.00-00 Contact Person:;

402.08-00
415.00-00
4972,01-00

Telephone Number:

In Reference to:
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Date:

L EGEND: JUN 2 6 2000
Conpany A

State B:
Company C

Plan X:
Plan ¥:

Date 1:
Date 2:
Date 3:
Date 4:
Date 5:
Date 6:

Federal Agency
D:

Trustee W:
St
Gent | enen:

This is in response to the , request for letter ruling,
submi tted on your behalf by your authorized representative, as suppl emented by
correspondence dated , in which you request several letter rulings
under sections 162, 401(a) (4), 401(a) (16), 402, 404, 415 and 4912 of the
Internal Revenue Code. The following facts and representations support your
ruling request.

Conpany A, which has its principal office in State B, adopted Plan X

effective Date 1. Plan X is a defined contribution, profit-sharing, plan which
contains a cash or deferred arrangenent described in Code section 401(k) which
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your authorized representative asserts is qualified within the neani ng of Code
section 401(a), and its trust exenmpt from tax pursuant to Code section 501(a).

Effective Date 2, a wholly owned subsidiary merged into Conpany C which
caused Conpany C to become a wholly owned subsidiary of Conmpany A As of Date
2, Conpany C nmaintained Plan Y, a profit sharing plan containing a cash or
deferred arrangenent described in Code section 401(k). Plan X and Plan Y were
restated effective Date 3. Plan X and Plan Y were naintained as separate plans
until Date 4 when the assets of Plan Y were nerged with the assets of Plan X in
one trust. Plan X is the qualified plan that resulted from the Date 4 nerger.
Trustee Wis the trustee of the merged plans.

Your authorized representative asserts on your behal f that Conpanies A
and C file a consolidated Federal Tax Return.

From 1992 wuntil 1997, section 9.2 of Plan Y provided that a participant
may elect to receive a distribution of his or her vested account bal ance as of
the date of his or her ternmination of enploynent. Section 9.5(n) of Plan Y
further provided that the account balance of a participant who requested a
distribution of his vested account balance is "determned as of the nost recent
practicable Valuation Date (defined as the last business day of the nonth)
preceding the date the Participant's distribution is to be made".

The period of tinme fromthe date as of which an account was val ued and
the date it was distributed averaged two to three and one-half nonths as
neasured from the Valuation Date. During that period, the value of an account
remai ned fixed; thus, participants whose accounts were distributed during the
1992 through 1997 calendar years did not receive allocations of investment
gains or |losses for the period between the date an account was val ued and the
date a distribution was actually made. All earnings on a terninated
participant's account were reallocated to the remaining Plan participants.

Federal Agency D, which has jurisdiction over issues arising under Title
| of the Enployee Retirenent Income Security Act of 1974 (ERI SA), and sonme Pl an
partici pants who received distributions upon term nation of enploynent between
1992 and 1997 questi oned whether said distributions should have refl ected
i nvest ment earnings and | osses during the period between the Valuation Date and
the date of actual distribution.

In a letter dated Date 5 from Federal Agency D to Company C, Federal
Agency D advi sed Conpany C of the results of an investigation it had undertaken
with respect to the loss of earnings referenced above. In its letter, Federal
Agency D advi sed Conpany C that the fiduciaries of the Plan were in violation
of several provisions of ERISA as a result of the Plan's failure to pay
terminated Plan participants earnings, as neasured from the Valuation Date to

the date of payment, on their distributions. In its letter, Federal Agency D
al so advi sed Conpany C that affected Plan participants were denied a

substantial amunt of earnings. Furthernore, in its letter, Federal Agency D
advised Conpany C that "it is our view that, so long as you continue to deny
participants their earnings on their distributions, you will be in violation of
ERI SA as stated above and liable for any past and future | ost earnings accrued
as a result of this practice". Conpany C was also advised that it would
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continue to be in violation of ERISAuntil participant earnings were restored
to the ternminated participants, and failure to restore the lost earnings "nmay
result in the referral of this nmatter to the Ofice of the Solicitor of Federal
Agency D for possible legal action". Moreover, Conpany C was advised that even
i f Federal Agency D decided not to take any |egal action, Conpany C would be
"subject to suit byother parties including Plan fiduciaries and Plan
participants or their beneficiaries".

In response to Federal Agency Ds conclusions referenced above, on Date
6, 1999, Conpany A, on behalf of Company C, nade a "restorative paynent" in the
amount of $ to Plan X Such paynent is being held in an unallocated Plan X
trust account for the benefit of forner Plan Y participants who received
di stributions from1992 to 1997 and will be used to conpensate such
partici pants for potential |ost earnings between the dates as of which the
values of affected participants' accounts were fixed in connection wth
i mpendi ng distributions and the dates on which the distributions were actually
made.

The above-referenced Plan X trust account will be maintained for a period
of two years after affected participants are notified of their additional plan
distributions(s), or, if earlier, until the date that the last distribution
check is cashed. At the end of such two year period, any undistributed amounts
remaining in the trust account will be reallocated to the accounts of Plan X
partici pants. If a nissing affected participant subsequently requests his or
her distribution, then the amount forfeited will be restored and distributed to

such participant.

Each partici pant who received a distribution fromPlan ¥ from 1992 to
1997 and who woul d have experienced a gain if investnent gains and | osses had
been allocated to his or her account will be credited with a conpensatory
di stribution consisting of two conmponents: an "investnent adjustnment" and an
"interest adjustment". The sum of the two conponents approximates what an
af fected plan participant would have if the participant had received the
"investment adjustnment" as part of his or her actual adjustnent and had
invested the amount of the "investrment adjustnent”. The "investnent
adjustment" is based upon the weighted average investment return of all
i nvest ment funds offered under Plan Y, and the "interest adjustnent" is based
upon the applicable federal rate, conpounded quarterly, in effect under Code
section 1274, Your authorized representative has asserted that no restored
partici pant account will exceed the ampunt that woul d have been in the account
but for the fact that earnings were not credited as indicated above.

Based on the above, you, through vyour authorized representative, request
the following letter rulings:

that the proposed restorative paynment described, above, to
the extent used to reinburse affected plan ¥ participants for |ost
earnings as indicated above

(1) wll not constitute a "contribution" or other payment
subject to the provisions of either
Code section 404 or Code section 4912,
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(2) wll not adversely affect the qualified status
of Plan X or its related trust, pursuant to either
Code section 401(a) (4), 415, or Code section 401{a){16);

{(3) wll not, when nmade to Plan X (or the trust described herein),
result in taxable income to Plan X participants or their
benefici ari es under Code section 402; and

(4) wll be deductible in full by Company A pursuant
to Code section 162.

YOU, through your authorized representative, also request the follow ng
letter ruling.

{(5) That distributions from the Plan X trust account, referenced above,
will be "eligible rollover distributions” within the neaning of
Code section 402(c) (4} in accordance with the requirements of said
Code section.

Wth respect to your first three ruling requests, section 401(a)(4) of
t he Code provides that the contributions or benefits provided under a
retirement plan qualified under section 401(a) of the Code may not discrimnate
in favor of highly conpensated enpl oyees as defined in section 414(q) of the
Code.

Section 404(a) of the Code generally provides that contributions nmade by
an enployer to or under a stock bonus, pension, profit-sharing, or annuity plan
shall be deductible under section 404 subject to the limtations contained
t herein.

Section 401(a) (16) of the Code provides, generally, that a trust shall
not constitute a qualified trust under this section if the plan of which such
trust is a part provides for benefits or contributions which exceed the
limtations of section 415.

Section 415(a) of the Code provides, in part, that a trust which is part
of a pension, profit-sharing, or stock bonus plan shall not constitute a
qualified trust wunder section 401(a) if-

(A) in the case of a defined benefit plan, the plan provides for the
paynment of benefits with respect to a participant which exceeds the limtations
of subsection (b},
or

(B)in the case of a defined contribution plan, contributions and other
addi ti ons under the plan with respect to any participant for any taxable year
exceed the limtations of subsection {(c).

Section 415(e) of the Code provides limtations on enployer contributions
and benefits in the case where an individual is a participant in both a defined
benefit and a defined contribution plan nmintained by the sane enployer.
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Section 1.415-6(b) (2) of the Income Tax Regul ati ons provides that the term
"annual additions" includes enployer contributions which are nade under the
pl an. Section 1.415-6(b) (2) further provides that the Commi ssioner may, in an
appropriate case, considering all of the facts and circunstances, treat
transacti ons between the plan and the enployer or certain allocations to
participants' accounts as giving rise to annual additions.

Code section 4972 inposes on an enpl oyer an exci se tax on nondeducti bl e
contributions to a qualified plan. Section 4972(c) defines "nondeductible
contributions"” as the excess (if any) of the amount contributed for the taxable
year by the enployer to or under such plan over the anpunt allowable as a
deduction under section 404 for such contributions (determ ned wi thout regard
to subsection (e} thereof), and the anpunt determ ned under subsection {(c) for
t he precedi ng year reduced by the sumof the portion of the anount so
determined returned to the enployer during the taxable year and the portion of
the ampbunt so determ ned deducti bl e under section 404 for the taxable year
(determ ned wi thout regard to subsection (e) thereof).

Code section 402(a) generally provides that anpunts held in a trust that
is exenmpt fromtax under Code section 501(a) and that is part of a plan that
meets the qualification requirements of Code section 40l1¢a}) will not be taxable
to participants until such tinme as such ampunts are actually distributed to
distributees under such plan.

Nei t her the Code nor the Inconme Tax Regul ations promul gated thereunder
provi de gui dance as to whether Conpany A s proposed restorative paynent shoul d
constitute contributions for purposes of the above-referenced sections of the
Code.

In this case, the payment which Conmpany A nade to Plan X which paynment is
referred to above, w Il ensure that the affected participants in Plan v, which
was merged into Plan X on Date 4, receive anounts representing investment gains
to which they are entitled and which they woul d have recei ved absent the
admi nistrative errors referenced above.

As indicated by the facts of this case, the replacenent paynent was made
by Conpany A in response to potential claims against Conpany C, a nenber of a
controlled group of which Conpany A is the parent. The replacement paynent was
initially wunallocated, but wll, within a period not to exceed two years, be
paid to Plan Y participants that incurred |l oss as a result of the failure of
the Plan ¥ admi nistrator to add i nvestment earnings to the anobunts of their
[unp sum distributions.

Thus, based on the above, we conclude as follows with respect to your
first three ruling requests:

that the proposed restorative paynent, described above, to the
extent used to reinburse affected Plan vy participants for | ost
earnings as indicated above

(1) wll not constitute a "contribution" or other paynent
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subject to the provisions of either Code section 404
or Code section 4912

(2) wll not adversely affect the qualified status
O Plan X, or its related trust, pursuant to either
Code section 401(a) (4), 415 or Code section 401(a) (16):
and

(3y wll not, when nmade to the Plan X trust account, described herein,
result in taxable incone to affected Plan X participants or
their beneficiaries under Code section 402.

Wth respect to your fourth ruling request, Code section 162(a) provides
that there shall be allowed as a deduction all the ordinary and necessary
expenses paid or incurred during the taxable year in carrying on any trade or
busi ness.

In general, paynents made in settlement of lawsuits or potential |awsuits
are deductible if the acts that give rise to the litigation were perfornmed in
the ordinary conduct of the taxpayer's business.

In Kornhauser v. United States, 276 U. S. 145 {1928), VII-2 C. B. 267
(1928), the taxpayer claimed entitlenent to deduct $10,000 in attorney fees as
a busi ness expense because they were incurred to defend a |l awsuit brought by a
fornmer partner for an accounting. The Court held the attorney fees deductible
because the lawsuit proximately resulted from the taxpayer's business.

In Cochrane v. Conm ssioner, 23 B.T.A 202 (1931}, acq. X-Z C.B. 14
{1831}, an attorney paid $10,000 to a client to conpensate for not adequately
protecting the client's interests. The court held that the paynment was an
ordinary and necessary expense of the attorney's business.

In Butler v. Conm ssioner, 17 T.C. 675 (1951}, acq., 1952-1 C. B. 1, an
officer and director of a bankrupt corporation was allowed to deduct a paynent
in settlement of a suit arising out of profits nmade by his wife from sal es of
the corporation's bonds. The court held that the paynent by the taxpayer of
attorney fees and an additional anmbunt to a bondhol ders comrittee, pursuant to
the consent judgment, was deductible. The paynment was nade to avoid
unfavorable publicity and protect the payer's business reputation.

In Pepper v. Conmi ssioner, 36 T.C. 886 (19611, acq., 1962-1 C.B. 4, the
court held that the paynents nmade by an attorney to repay |oans made to anot her
person upon his reconmendation during the course of his business were
deductible since the paynents were nade to protect the attorney's practice.
There is no requirenents that there be a legal obligation to make an
expenditure before it can qualify as deductible. The expenditure nust only be
ordinary and appropriate to the conduct of the taxpayer's business.

In United States v. Gilmore, 372 U.S. 39 (1%63), the Court held that the
origin and character of the clamwith respect to which an expense was incurred
is the controlling test of whether the expense was a deducti bl e busi ness
expense. The deductibility of an expense depends not on the consequences that
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may or may not result from the paynment, but on whether the claim arises in
connection with a taxpayer's business or profit-seeking activities.

In Comm ssioner v. Tellier, 383 U.S. 687, 689 (1966), the Court construed
the term "necessary" in the context of section 162's ordinary and necessary
busi ness expense requirement, as inposing only the mininmal requirement that the
expense be "appropriate and helpful" for the devel opnent of the taxpayer's
busi ness.

No court case has been found which deals with the treatnment of paynents
by an enpl oyer to reinmburse a defined contribution plan for |osses suffered by
the plan arising from breach of fiduciary responsibility. However, there have
been nany cases with sinilar fact patterns in which business expense deductions
were allowed to taxpayers. Additional exanples include Abbott wv. Conmi ssioner,
38 B.T. A 1290 (1938) (a $10,000 liability incurred in connection w th being
regul arly engaged in the business of serving in a fiduciary capacity); Macy v.
Conmmi ssioner, 19 T.C 409 (19521 (expenditures by executors and trustees to
settle objections to their final account); Federation Bank & Trust Co. wv.

Conmi ssioner, 27 T1.Cc.960 (1957) (the paynent, by a trust conpany, of clains
arising fromall eged nmi smanagenent of the liquidation of a bank's assets for
the benefit of former depositors); and Devito v. Conmi ssioner, T.C Menp 1973-
377, in which the taxpayer was pernitted to deduct a payment in settlement of a
lawsuit for breach of a covenant not to conpete and breach of fiduciary duties.

The Service's position, with respect to the deductibility of payments
made to resol ve actual or potential claims of legal liability, or to uphold
business reputation, is consistent with the case authorities cited. Revenue
Ruling 73-226, 1973-1 CB. 62, 63, states:

Payments nade "to avoid extended controversy and the
expense of litigation" and "to avoid unfavorable
publicity and injury to (the taxpayer's) business
reputation" are currently deductible. This is the
rule even though there is serious doubt as to the

taxpayer's legal liability. Laurence M Marks v.
Conmi ssi oner, 27 T.C. 464, 467 {(1%56), acq., 1966-1
C.B. 2 Paynents to settle and conpronise litigation

are business expenses if the notive is to protect the
taxpayer "from a possible lawsuit and the exposure to
liability, added legal fees, and danages to its
reputation.” ad Town Corp. w. Commissioner, 37 T.C
845, 859 (19&2), acq., 1962-2 C. B. 5.

In the present case, the facts indicate that the restorative paynent to
Plan X, in which former participants in Plan Y participate, by Conpany A was
made to resol ve actual or potential clains against Conpany C, a nenber of the
sane controlled group as Conpany A, for breach(es) of fiduciary duty which
arose because Plan Y participant accounts were not credited with investnent
earnings for the period of tine between the Valuation date(s) and the date that
distributions to affected Plan Y participants were actually nmade.
The situation in which Conpany A finds itself arose in the ordinary course of
Company C's trade or business. There is no serious question of its business
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origin. Substantial authority holds that paynments of the type described
herein, made to satisfy or preenpt sinilar clains arising in the ordinary
course of a trade or business, are deductible business expenses.

Accordingly, with respect to your fourth ruling request, we conclude as
fol |l ows:

that the proposed restorative paynment, described above, to the
extent used to reinburse affected Plan Y participants for |ost
earnings as indicated above

(4) will be deductible in full by Conpany A pursuant
to Code section 162.

Wth respect to your fifth ruling request, Code section 402(c) (1)
provides that, if an enployee transfers any portion of an eligible rollover
distribution into an eligible retirenment plan, the amobunt so transferred shal
not be includible in inconme for the taxable year in which paid.

Code section 402{c){4) provides that an "eligible rollover distribution"
is a distribution to an enployee of all or any portion of the balance to the
credit of the enployee in a qualified trust; except that such term shall not
i ncl ude-

(A) any distribution which is one of a series of substantially equa
peri odi c payments (not |ess frequently than annually) nade-

(i) for the life {(or life expectancy) of the enployee or the joint
lives (or joint life expectancies) of the enployee and the
enpl oyee's designated beneficiary, or

(ii) for a specified period of 10 years or nore, and

(B) any distribution to the extent such distribution is required under
section 401(a) (9).

Code section 402{(c)(8) (B} defines an eligible retirement plan to include
an individual retirenent account described in Code section 408(a), an
i ndi vidual retirenent annuity described in Code section 4C8({b); a qualified
trust, and an annuity plan described in Code section 403(a).

Code section 402{c) provides, generally, that section 402{c) (1) shall not
apply to any transfer of a distribution nade after the 60th day followi ng the
day on whi ch the distributee received the property distributed.

Code section 402{c), by its terms, refers to distributions nmade from a
Code section 401{(a) retirement plan. The distributions in this case wll be
made from the Plan X trust account created to hold the restorative paynent
referenced herein. The trust account was created for the sole purposes of
hol di ng addi ti onal anpunts due and making distributions to affected Pl an
participants in (forner) Plan Y, which had been merged into Plan X
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Accordingly, with respect to your fifth ruling request, the Service
concludes as follows:

{5) That distributions fromthe Plan X trust account, referenced above,
will be "eligible rollover distributions" within the nmeaning of
Code section 402(c) (4) in accordance with the provisions of said
Code section.

This ruling letter is based on the assunption that Plan X neets the
applicable section 401(a) of the Code qualifications, and that its related
trust is tax-exenpt within the neani ng of section 501{a) of the Code. It also
assumes that Plan Y nmet the applicable section 401(a) of the Code
qualifications, and that its related trust was tax-exenpt wi thin the nmeani ng of
section 501(a) of the Code at all times relevant thereto. No opinion is
expressed as to the federal tax consequences of the transactions described
above under any other provisions of the Code and regul ations.

Additionally, this ruling letter is based on the representation made
herein that the paynments described in this letter ruling will be made to
resol ve potential clainms for breach of fiduciary duty relating to the
managenment of Plan Y. Finally, no opinion is expressed as to the tax treatnent
of any conditions existing at the time of or effects resulting fromthe
transaction that are not specifically covered by this ruling letter.

The representations herein, like all factual representations made to the
Internal Revenue Service in applications for rulings, are subject to
verification on audit by Service field personnel.

Pursuant to a power of attorney on file with this office, a copy of this
letter ruling is being sent to your authorized representative.

Sincerely yours,

%/,! & leer v, %‘1«

Frances V. Sloan

Chi ef, Enployee Pl ans
Technical Goup 3

Tax Exempt and Covernnental
Entities Division

Encl osur es:

Del eted copy of letter ruling
Form 437
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