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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Respondent determ ned that the enpl oyee stock
ownership plan (MaGMI ESOP) operated by petitioner did not neet

the requirenments of section 401(a)(3) or (4)! for its plan year

1 Unl ess otherw se indicated, section references are to
sections of the Internal Revenue Code in effect for the years in
issue. Rule references are to the Tax Court Rules of Practice
and Procedure.
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ended June 30, 1987, and subsequent years. Respondent al so
determ ned that the trust that constituted a part of the MAVT
ESOP was consequently not exenpt fromtaxation under section
501(a) for the sane years. Follow ng these determ nations,
respondent revoked a favorable determ nation letter previously
issued to petitioner with respect to the MGVl ESOP.

Petitioner tinely invoked the Court’s jurisdiction under
section 7476. Petitioner seeks a declaratory judgnment that
respondent erred in his determ nation that the MGl ESOP does not
meet the requirenents of section 401. W hold that respondent
did not err as averred.

FI NDI NGS OF FACT?

Wen the petition was filed, petitioner maintained a
princi pal place of business in Des Mines, lowa. Petitioner was
i ncorporated to provide managenent and advi sory services to Beals
Brot hers Manufacturing Co. (MFG. At all relevant tines,
petitioner’s officers and directors consisted of one or nore of
the foll ow ng persons: Richard Faye Beals, Donal d Wayne Beal s,
Fay J. Beals (collectively, the Beal ses), and Gayle D. |saac
(collectively with the Beal ses, the managenent officers).

Petitioner had no other officers or enployees during that tine.

2 Sonme of the facts have been stipulated and are so found.
The exhi bits acconpanying the stipulation of facts and the
stipulated adm nistrative record are incorporated by this
ref erence.
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Nor during that tine did petitioner pay its officers any
conpensati on.

Petitioner established the MGMI ESOP on February 1, 1987.
By way of a trust agreenent of the sane day, petitioner also
established under lowa |aw a trust (ESOT) that was part of the
MGMI ESOP.  Under the MGVl ESOP, petitioner nmade contributions to
the ESOT for the purpose of distributing the trust’s corpus and
income to petitioner’s enployees or their beneficiaries in
accordance wth the MAGMI ESOP. Under the trust agreenent, the
ESOI" s corpus and i nconme could not be used for purposes other
than the exclusive benefit of petitioner’s enployees or their
beneficiaries. At all relevant tines, the only participants of
the MGV ESCP were the managenent officers.

The MGV ESOP owned all of petitioner’s stock as of June 30,
1987.

On July 8, 1987, petitioner purchased all of the stock of
MFG fromits then-current shareholders. MGis an | owa
corporation engaged in the business of manufacturing wood
products. MG operates a sawn || and manufactures conmerci al
packagi ng wood products, such as pallets and crating materi al s.
It also finishes graded | unber used for the construction of
furniture and other finished itens. During MaMI ESOP’ s pl an year
ended June 30, 1987, MFG had at | east 45 enpl oyees, 39 of whom

were part tine and at |least 6 of whomwere full time. The full-
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time enpl oyees included the Beal ses, Jeffrie Beals, Jack D
Ri chard, and Daryl W Sable. During MauMl' ESOP' s pl an year ended
June 30, 1988, MFG had 43 enpl oyees, 36 of whomwere part tinme
and 7 of whomwere full tinme. The full-time enpl oyees were the
managenent officers, Jeffrie Beals, Jack D. Richard, and Daryl W
Sabl e.
OPI NI ON

Respondent argues that the MGMI ESOP failed to neet the
requi renments of: (1) Section 401(a)(3) (a plan nmust satisfy the
m ni mum participation standards of section 410), (2) section
401(a)(4) (contributions to and benefits of a plan may not
discrimnate in favor of highly conpensated enpl oyees), and (3)
section 415 (contributions may not exceed a certain percentage of
conpensation.) Only the first two grounds were nentioned
specifically in the notice of revocation. Because we agree with
respondent that the MGMI ESOP does not neet the requirenments of
section 401(a)(3) for plan years ended June 30, 1987, and
thereafter, we do not consider the other argunments which
respondent has advanced to support his determ nation.?
Petitioner bears the burden of going forward and the burden of
persuasion in disproving respondent’s determ nations. Rule

217(c) (1) (A).

3 On brief, petitioner did not address respondent’s argunent
that MFG and MGMI' were nenbers of a controlled group
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In relevant part, section 401(a) provides:

SEC. 401(a). Requirenents for Qualification.--A
trust created or organized in the United States and
formng part of a stock bonus, pension, or profit-
sharing plan of an enployer for the exclusive benefit

of his enployees or their beneficiaries shal
constitute a qualified trust under this section--

* * * * * * *

(3) if the plan of which such trust is a
part satisfies the requirenents of section
410 (relating to m nimum partici pation
standards); * * *

Section 410(b)(1)(A), as applicable for plan years begi nning
before January 1, 1989, % generally provided that a trust was not
a qualified trust under section 401(a) unless the trust benefited
either 70 percent or nore of all enployees or 80 percent or nore
of the enpl oyees who were eligible to benefit under the plan if

70 percent or nore of all the enployees were eligible to benefit

under the plan.® Section 414(b) and (m provides:

4 The coverage requirenment under sec. 410(b) was anmended by
the Tax Reform Act of 1986 (TRA), Pub. L. 99-514, sec. 1112(a)
and (e), 100 Stat. 2440, 2445, effective for plan years begi nning
after Dec. 31, 1988.

5 Sec. 410(b)(1)(B), as in effect before the enactnent of
the TRA anendnents in 1986, provided that a plan can
alternatively neet the coverage requirenents by benefiting such
enpl oyees as qualify under a classification set up by the
enpl oyer and found by the Secretary not to be discrimnatory in
favor of enpl oyees who are officers, shareholders, or highly
conpensated. Such provision is not relevant here inasnmuch as
there is no evidence that petitioner set up a separate
classification of enployees to be covered by the MGl ESOP or
that the Secretary approved any such designation as
nondi scri m natory.
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SEC. 414(b). Enployees of Controlled G oup of
Corporations.--For purposes of sections 401, 408(k),
410, 411, 415, and 416, all enpl oyees of al
corporations which are nenbers of a controlled group of

corporations (within the neaning of section 1563(a),
determ ned without regard to section 1563(a)(4) and
(e)(3)(C)) shall be treated as enployed by a single
enployer. Wth respect to a plan adopted by nore than
one such corporation, the applicable limtations
provi ded by section 404(a) shall be determned as if
all such enpl oyers were a single enployer, and
allocated to each enpl oyer in accordance with
regul ati ons prescribed by the Secretary. [Enphasis
added. ]

* * * * * *

(m Enployees of an Affiliated Service G oup.

(1) In general.--For purposes of the
enpl oyee benefit requirenents listed in
par agraph (4), except to the extent otherw se
provided in regul ations, all enployees of the
nenbers of an affiliated service group shal
be treated as enployed by a single enployer.

* * * * * * *

(4) Enpl oyee benefit requirenents. --For
pur poses of this subsection, the enmpl oyee
benefit requirenents listed in this paraqgraph

are- -
(A) paragraphs (3), (4), (7),
and (16) of section 401(a),
(B) sections 408(k), 410, 411,
415, and 416,

(5) Certain organizations performng
managenent functions.--For purposes of this
subsection, the term*“affiliated service
group” also includes a group consisting of --

(A) an organization the
princi pal business of which is
perform ng, on a regular and
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conti nui ng basis, managenent
functions for 1 organization (or
for 1 organization and ot her
organi zations related to such 1
or gani zation), and

(B) the organization (and

rel ated organi zations) for which

such functions are so perfornmed by

t he organi zation described in

subpar agraph (A).
For purposes of this paragraph, the term
“rel ated organi zations” has the sane neani ng
as the term*“rel ated persons” when used in
section 144(a)(3).

(6) O her definitions.--For purposes of
this subsection--

(A) Organization defined.--The
term “organi zati on” nmeans a
corporation, partnership, or other
or gani zati on.
(B) Ownership.--In determ ning
owner ship, the principles of
section 318(a) shall apply.
[ Enphasi s added. ]
Respondent argues that the MGMI ESOP failed to neet the
m ni mum participation standards mandat ed by section 410 begi nni ng
with its plan year ended June 30, 1987. Respondent relies on
MaMr' s affiliation wwth MFG and the special rules contained in
section 414. Cenerally, in the case of affiliated service groups
and controll ed groups, section 414 requires that all enployees of
t he nmenbers of the group be treated as enployed by a single
enpl oyer for the purpose of the section 410 m ninmum participation

standards. Sec. 414(b), (m.
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In the plan year ended June 30, 1987, respondent determ ned
that MGMI' and MFG were nenbers of an affiliated group. Section
414(m (5) provides that an affiliated service group includes a
group consi sting of an organization the principal business of
which is perform ng, on a regular and continuing basis,
managenent functions for one organization and the one
organi zati on for which such managenent functions are provided.
The parties stipulate that MAGMI was established on February 1,
1987, to provide nmanagenent services to MFG  Respondent
determ ned MFG and MGMI' were nenbers of an affiliated service
group, and petitioner introduced no evidence that would indicate
that the determ nation was incorrect. Indeed, petitioner even
acknowl edges on brief that the record is barren of any evidence
as to the nature of petitioner’s principal business or business
activities. W sustain respondent’s determ nation that
petitioner and MFG were nenbers of an affiliated service group
for the year ended June 30, 1987. As a consequence, section 410
applies as if MFG and petitioner were a single enployer. For
that plan year, only four of six (66.6 percent) of the eligible
enpl oyees were covered by the MGl ESOP. Because |ess than 70
percent of the conbi ned enpl oyees of petitioner and MFG were
participants in the MGMI ESOP, the MGMI ESOP did not satisfy the

requi renments of section 410(b).
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In plan years after June 30, 1987, petitioner owned all of
the issued shares in MFG  Therefore petitioner and MG are
nenbers of a controlled group,® and the provisions of section 410
again apply as if MFG and petitioner were a single enployer.

See, e.g., Achiro v. Comm ssioner, 77 T.C. 881, 906 (1981). The

conbi ned nunber of eligible enployees of the two conpani es was
seven for the plan year comencing July 1, 1987. The Mavl ESOP
covered only four of seven (57.1 percent) of the eligible

enpl oyees. Because |ess than 70 percent of the conbined

enpl oyees of petitioner and MFG were participants in the MGVl

6 The definition of a controlled group for these purposes is
contained in sec. 1563(a). Sec. 1563(a) in relevant part
provi des:

SEC. 1563(a). (a) Controlled G oup of Corporations.--
For purposes of this part, the term“controlled group of
corporations” neans any group of —-

(1) Parent-subsidiary controlled
group.--One or nore chains of corporations connected
t hrough stock ownership with a comon parent corporation
if—-

(A) stock possessing at |east
80 percent of the total conbined
voting power of all classes of
stock entitled to vote or at | east
80 percent of the total val ue of
shares of all classes of stock of
each of the corporations, except
t he common parent corporation, is
owned (W thin the neani ng of
subsection (d)(1)) by one or nore
of the other corporations; * * *
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ESOP, the MGMI ESOP did not satisfy the requirenents of section
410(b) .

We concl ude that respondent’s revocation of the MaMI ESOP s
qualification was justified.” W note in passing that two or
nmore plans may sonetinmes be aggregated so that the nunber of
partici pants benefiting in both plans may be taken into
consi derati on when determ ni ng whet her m ni num partici pation
st andards have been net. Sec. 410(b)(6)(B). Petitioner has
failed to produce credi ble evidence that the MAGMI ESOP can be
aggregated with the MFG ESOP for this purpose. Nor has
petitioner produced, and the record does not contain, evidence
t hat woul d support a conclusion that the MGl ESOP woul d qualify
for subsequent plan years.

To reflect the foregoing,

Deci sion will be entered

for respondent.

" Qur holding conplies with the intent of Congress in
enacting sec. 414(b) as expressed in H Rept. 93-779, at 49
(1974), 1974-3 C.B. 244, 292:

The commttee, by this provision, intends to nake it
clear that the coverage and antidi scrimnation
provi si ons cannot be avoi ded by operating through
separate corporations instead of separate branches of
one corporation. For exanple, if managerial functions
were perfornmed through one corporation enploying highly
conpensat ed personnel, which has a generous pension

pl an, and assenbly-line functions were perforned

t hrough one or nore other corporations enploying | ower-
pai d enpl oyees, which have | ess generous plans or no
plans at all, this would generally constitute an

i nperm ssible discrimnation.* * *



