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Ladi es and Gentl enen:

This is in response to a letter dated August 29, 2000, submtted
on behal f of the above-named Enployer by its authorized representa-
tive, and supplemented by additional correspondence dated February 14,
June 6, and July 9, 2001. In that correspondence, your authorized
representative requests private letter rulings on your behalf, under
§§ 162, 401(a), 402, 404, 415, and 4972 of the Internal Revenue Code
of 1986 ("Code"), with regard to certain transactions pertaining to
Plan X and Plan Y (together, "the Plans") of the Enployer. In
furtherance of these private ruling requests you provide the follow ng
facts, statenents, and representations:

The Enpl oyer has established and maintains two retirement Plans:
Plan X is for the benefit of salaried enployees and their
beneficiaries; Plan Y is for the benefit of hourly enployees and
their beneficiaries. The Plans are cash or deferred conpensation
arrangenents, generally described and authorized under sections 401(a)
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and 401(k) of the Code. By letters issued to the Enployer on
, **Fx (Plan X), and *xxxx*x **** (Pl an y), the Internal Revenue
Service ("Service") has determined that the Plans are qualified plans

under Code §§ 401 (a) and 401(Kk).

The Plans participate in a master trust ("Trust”) maintained by
the Enployer for various plans. The Trust maintains several
investment funds, including a fund where enpl oyees may elect to invest
in the Enployer's common stock (the "Enployer Stock Fund"). Shar es of
Enpl oyer comon stock are publicly traded.

Each participant is entitled under the Plans to self-direct the
i nvestment of his or her account, including any investment in the
Empl oyer Stock Fund. Prior to the events giving rise to this ruling
request, each participant also was entitled to change his or her
i nvestnent options on a daily basis through a voice-response and
internet system  Under accounting procedures adopted by the Enployer
for the Plans, investnment changes in the Enployer Stock Fund were to
be nade based on the stock's price, at the close of trading on
Exchange Z, in effect on the date the participant made an investment
el ection change. The Enployer utilized the summary plan description
of each of the Plans to notify participants of their authority to
direct their account investments, and the procedures by which their
i nvest nent deci si ons woul d be inplenented.

During ******* gnd x+«xxx%xx% *%xx g nonhi ghly conpensated
participant in Plan X made numerous investment changes with respect
to the investment of his account in the Enployer Stock Fund. The
thinly traded nature of the Enployer's stock, related delays in
effecting actual purchase and sale transactions in the Enployer Stock
Fund, the amounts this particular participant directed into and out of
the fund, and the frequency of such transfers during this period all
resulted in significant differences in the values extended to this
participant (based on the price of the Enployer's stock at the end of
a particular trading day) from his investment direction and the val ue
of the Enployer's stock when actually purchased or sold. [t was not
physically possible for the Plan's fiduciaries to conplete purchases
and sales of the Enployer's stock either according to the terms of the
Plan or pursuant to the procedures described in the Plans' summary
pl an descriptions. The effect of the participant's investmnment
activity on the Enployer Stock Fund was to cause its unit value to be
i nappropriately reduced and inaccurate. This admnistrative failure
was discovered in *xxxxxxx xxxx after which a full and conplete
audit of the Enployer Stock Fund was conducted by the Enployer. The
audit concluded that the fund's unit value was inappropriately reduced
and inaccurate during this period, for the reasons set forth above.
However, the Plans' summary plan descriptions did not explain to
participants any risk or potential risk of investment |osses under the
Empl oyer's Plans, that mght arise from excessive trading by another
participant in the Enployer Stock Fund.
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The valuation problenms in the Enployer Stock Fund were first
rai sed by several participants in *xx=s*%% *xx%x_ After receipt of
their nonthly account statenents, these participants requested an
explanation as to the discrepancies in their Enployer Stock Fund
values. Additionally, after the audit of the Enployer Stock Fund was
conplete and the anount and extent of the admnistrative failure
determned, the l|abor union representing participants in Plan Y
insisted that the Enployer restore any |ost Enployer Stock Fund val ues
to affected participant accounts. The Enployer nmade payments to the
Plans and Trust in the belief that the payments were necessary and
appropriate not only to nmake participants "whole" but to forestall and
avoid litigation with participants and with the union based on a
breach of fiduciary duty claim which would have resulted if the
Enpl oyer had taken no action.

In order to correct the inaccurate unit values in the Enployer
Stock Fund, the Enployer nmade a paynment of approximately $x*+xxx%* t0
the Plans and the Trust in *x**x «+xx_ The paynment was nade in order
to restore the affected nonhighly conpensated participant accounts
that were invested in the Enployer Stock Fund during this period to
their correct values. Contingent upon receipt of a favorable ruling,
t he Enployer also proposes to nake a payment or a contribution of
Enpl oyer stock (estimated to be approximately &#*x#x%%x or **xx+ shares)
to the Plans and the Trust. This latter paynent will restore the
accounts of affected highly conpensated enpl oyees that were invested
in the Enployer Stock Fund to their appropriate valuations.

Based on foregoing facts, statements, and representations, the
Enpl oyer requests a ruling that the paynents to the Plans and Trust
constitute a "restoration paynent” and as such wll:

(1) not constitute a "contribution" or other payment subject to
the provisions of either Code § 404 or Code § 4972,

(2) not adversely affect the qualified status of the Plans
pursuant to either Code § 401(a) (4) or Code § 415;

(3) not, when made to the Plans, result in taxable incone to
affected Plan participants pursuant to Code § 402(a); and

(4) be deductible in full by the Enployer pursuant to Code § 162.

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

Section 4c4(a) of the Code generally provides that contributions
made 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 therein.
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Section 415{a) of the Code provides, in pertinent part, that a
trust which is part of a profit-sharing or stock bonus plan shall not
constitute a qualified trust under section 401{a})if—in the case of a
defined contribution plan-contributions and other additions under the
plan with respect to any participant for any taxable year exceed the
limtations of subsection (c).

Section 1.415-6(b) (1) (i) of the Incone Tax Regul ati ons ("Regs.")
general ly provides that, for defined contribution plan limtation
years beginning after Decenber 31, 1986, the term "annual addition"
means the sum, credited to a participant's account in any limtation
year, of enployer contributions, enployee contributions, and
forfeitures. Such annual additions may include excess deferrals.
Section 1.415-6(b) (2) of the Regs. provides that the term"annua
addi tion" includes enployer contributions which are nmade under the
plan. Section 1.401(k)-1(a) (4) (ii) provides that elective
contributions under a qualified cash or deferred arrangenent are
treated as enployer contributions (and are, therefore, includible in a
participant's annual addition under IRC § 415.)

Code § 4972 inposes on an enployer an excise tax on nondeducti bl e
contributions to a qualified plan. Section 4972(c) defines
"nondeducti bl e contributions" as the excess (if any) of the anount
contributed for the taxable year by the enployer to or under such plan
over the amount allowable as a deduction under section 404 for such
contributions (determ ned without regard to subsection (e) thereof),
and the anmount determ ned under subsection (c¢) for the preceding year
reduced by the sum of the portion of the amount so determ ned returned
to the enployer during the taxable year and the portion of the amount
so determ ned deductible under § 404 for the taxable year (determ ned
W t hout regard to subsection (e) thereof).

Code § 402(a) generally provides that amountsheld in a trust
that is exenpt fromtax under Code § 501{(a) and that is part of a plan
that meetsthe qualification requirements of Code § 40i{(a) Wll not be
taxable to participants until such tine as such amounts are actually
distributed to distributees under such plan.

Nei t her the Code nor the Regulations promul gated thereunder
provi de guidance as to whether the Enployer's replacenent paynent
shoul d constitute contributions for purposes of the above-referenced
sections of the Code.

Ceneral ly, anounts contributed to a retirenent plan, qualified
within the nmeaning of Code § 401(a), are subject to the requirenents
and limitations of Code §§ 40i{a) {4), 404, 415, and 4972. However, in
an appropriate case, the Service may determne that a payment to a
plan constitutes a "restorative" paynent and, as such, is not subject
to the requirenments and limitations of Code §§ 401(a) (4), 404, 415,
and 4972.
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Payments made to a plan by an enployer in order to restore val ue
to the plan that was |ost due to actions which place the enployer
under a reasonable risk of liability for breach of fiduciary duty wll
not be subject to the limtations of the Code sections referenced
above. Payments to a plan nmade by an enpl oyer pursuant to a
Department of Labor order, a court-approved settlenent, or a court
judgment woul d generally be treated as restorative paynents and not
subject to the Code sections referenced above. However, in general
paynents nmade by an enployer to a plan to make up for |ost value due
to general market fluctuations would not be treated as restorative
paynents. Al so, paynents nade by an enployer to a plan which result
in different treatment for simlarly situated plan participants woul d
not be treated as restorative paynments. A determination as to whether
pl an paynents in other circunstances nay be treated as restorative
paynents will be based on all the facts presented

In this case, the thinly traded nature of the Enployer's stock
made it inpossible for the Plans' fiduciaries to conplete trades in
the Employer Stock Fund at the end of each business day, as required
by the Plans' terms. The resulting inproper valuations of the
Empl oyer Stock Fund, and the fact that enployees were not apprised of
the potential for harmto their accounts, placed the Enployer at risk
of liability for breach of fiduciary duty with respect to its Plans.
Moreover, amounts were repaid into the accounts of the Enployer's
bar gai ni ng-unit enpl oyees under direct threat from their union of
litigation against the Enployer for fiduciary breach. Such paynents
must, therefore, be considered restorative in nature, rather than an
attenpt to make up the enployees' |osses arising from general market
fluctuations. Further, in order to assure simlar treatnent for Plan
partici pants similarly situated (as investors in the Enployer Stock
Fund), the Enployer proposes to make additional restorative paynents
to the accounts of nonunion enpl oyees who suffered |osses fromthe
i nproper fund val uati ons.

Accordingly, based on the facts and circunstances present in this
case, the Service has determi ned that paynents nade, and to be made,
by the Enployer to correct inproper valuations in the Enployer Stock
Fund constitute restorative paynents.

Further, based on the above, we rule, wth respect to your first
three ruling requests, that the restorative paynents described above:

(1) will not constitute a "contribution" or other payment subject
to the provisions of either Code § 404 or Code § 4972:

(2) will not adversely affect the qualified status of Plan X or
Plan Y pursuant to either Code § 401(a) (4) or Code § 415; and

(31 did not and will not, when paid into either Plan x or Plan v,
constitute an actual distribution of Plan assets to affected
participants or beneficiaries, wthin the neaning of Code § 402, and,
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thus, such paynents did not and will not, when paid into either Plan X
or Plan Y, result in taxable inconme to those participants or their
beneficiari es.

Wth respect to your fourth ruling request, Code § 162{a) (1}
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 business.

In general, payments nmade in settlenent of lawsuits or potentia
lawsuits are deductible if the acts that give rise to the litigation
were perforned in the ordinary conduct of the taxpayer's business.
See, e.g., Revenue Ruling ("Rev. Rul.") 78-210, 1978-1 C.B. 39, and
Rev. Rul. 69-491, 1969-2 C.B. 22. Al so see Kornhauser v. United
States, 276 U.S. 145 (1928), VII-2 C. B. 267 (1928), in which the
t axpayer clainmed entitlement to deduct $10,000 in attorney fees as a
busi ness expense because they were incurred to defend a | awsuit
brought by a forner partner for an accounting. The Court held the
attorney fees deductible because the lawsuit proximately resulted from
the taxpayer's business.

To determ ne whether the acts that gave rise to the litigation
were ordinary, thus giving rise to deductible paynents, one nust | ook
to the origin and character of the claimwth respect to which a
settlement is nade rather than to the claims potential consequences
on the taxpayer's business operation. See United States v. Hlton
Hotels Corp., 397 U S. 580(1970); Woodward v. Conm ssioner, 397 U.S.
572 (1970); Anchor Coupling Co. v, United States, 427 F.2d 429 (7%
Gr. 1%70), cert. denied, 401 U S. so08(1%71). |In United States v.
Gilmore, 372 U.S. 39(1962), the Court held that the origin and
character of the claimwth respect to which an expense was incurred
is the controlling test of whether the expense was a deductible
busi ness expense. The deductibility of an expense depends not on the
consequences that may or may not result from the paynent, but on
whet her the claim arises in connection with a taxpayer's business or
profit-seeking activities.

In general, all facts pertaining to the controversy are exam ned
to determine the true nature of the settlement paynents. Boagni w.
Commi ssioner, 59 T.C. 708(1973). Under the "origin of claim test, it
may be proper to allocate a portion of the settlement paynment to
clains that were only threatened, as well as those clains that were
actual ly advanced in litigation.

No court case has been found which deals with the treatnment of
paynents by an enployer to reinburse a defined contribution plan for
| osses suffered by the plan arising from breach of fiduciary responsi-
bility. However, there have been many cases with simlar fact
patterns in which business expense deductions were allowed to
t axpayers. In Butler +. Comm 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
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profits made by his wife from sales of the corporation's bonds. The
court held that the payment by the taxpayer of attorney fees and an
addi tional amount to a bondhol ders' commttee, pursuant to the consent
judgment, was deductible. The paynent was nade to avoi d unfavorable
publicity and protect the payer's business reputation. In DeVito v.
Conmi ssioner, T.C. Meno 1979-377, the taxpayer was permtted to deduct
a payment in settlenent of a lawsuit for breach of a covenant not to
conpete and breach of fiduciary duties. See also Rev. Rul. 69-581,
1969-2 C.B. 25 (which concluded that paynment of |iquidated danages and
attorney fees under the Fair Labor Standards Act were deductible by

t he enpl oyer).

Rev. Rul. 73-226, 1973-1 C B. 62 provides that paynments made to
avoi d extended controversy 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.

In the present case, the facts are clear: the restorative
paynents nmade, and to be nade, by the Enployer to the Plans and Trust
were intended to avoid having the union initiate litigation over the
i ssue of breach of fiduciary duty; and, they are intended to resolve
any potential legal clainms of nonunion participants by providing
relief that places themin a situation, relative to the Enployer Stock
Fund, that is simlar to their unionized co-workers. The issue of
breach of fiduciary duty under the Enployer's plans arose in the
ordinary course of Enployer's business, in the process of attenpting
to provide retirenent benefits for enployees. There is no serious
question of its business origin.

Accordingly, wth respect to your fourth ruling request, we hold
that:

(4) the restorative paynments made, and the proposed restorative
paynents described above, w Il be deductible in full by
the Enployer pursuant to Code § 162 as a result of their
being paid into the Plans.

This ruling letter assunes that the Plans nmeet the applicable
qualification requirements of Code § 401(a) and that their related
master Trust is tax-exenpt within the meaning of § 501(a). The
determ nation as to whether a plan is qualified under § 401(a) is
within the jurisdiction of the Manager, Enployee Plans Determ nations
Programs, GCincinnati, Ohio, and the appropriate Area Ofice of the
Enpl oyee Pl ans Exami nation Division

Additionally, this ruling letter is based on the Enployer's
representations that it made, or will nake, restorative paynents in
order to resolve any potential clainms of breach of fiduciary duty of
certain Plan participants and the threat of litigation by the union
representing the Enployer's bargaining unit enployees. If, subsequent
to the replacenment paynent, the Enployer beconmes entitled to
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insurer, or any other source) then the Enployer should include in
incone the amount of the reinbursenment in accordance with its nethod
of accounti ng.

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

Furthernore, no opinion is expressed as to the federal tax
treatment of the above-referenced transactions and proposed
transactions under sections of the Code and Regul ations not
specifically cited in this ruling letter. Additionally no opinion is
expressed as to the tax treatment of any conditions existing at the
time of, or effects resulting from the transactions or proposed
transactions that are not specifically covered by this ruling letter.
A copy of this ruling letter should be attached to the appropriate
federal incone tax return(s) for the taxable year(s} in which the
restorative paynents are paid into the Plans.

This ruling is directed only to the taxpayer that requested it.
Section 6110(k) (3) of the Code provides that it may not be used or
cited by others as precedent.

Copies of this ruling have been sent to your authorized
representative in accordance with a power of attorney on file in this
office. Should you have any questions pertaining to this letter, you
May contact =xx**xxx*xxxxxxxxxvxxx this office at (202) 283-9575,
*rRrxxxkkkkxkx Government ldentification Nunmber 1S xxssssxsx,

Sincerely,

“2255712%%Z? ?4{ /{12%¢%7k547q¢f

Donzell H. Littlejohn, Acting Manager
Enpl oyee Pl ans Technical Goup 1
T:EP:RA:T1

Attachnents:
» Deleted Copy of this Private Letter Ruling
Copy of Cover Letter to the Taxpayer's Authorized
Representative
« Notice 437, "Notice of Intention to Disclose"



