131 T.C. No. 4

UNI TED STATES TAX COURT

RALSTON PURI NA COMPANY AND SUBSI DI ARI ES, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 7357-00. Fil ed Septenber 10, 2008.

P, a Mssouri corporation, clainmd a deduction
under 1. R C. sec. 404(k) for paynents made to its
enpl oyee stock ownership plan in redenption of P's
preferred stock owned by the plan, where the proceeds
of that paynment were distributed to enpl oyees
termnating their participation in the plan. R argues
t hat paynents to redeem stock are not deducti bl e under
either 1.R C. sec. 404(k)(1) or (5), or in the
alternative that deduction of these paynents is barred
by the provisions of I.R C. sec. 162(k).

Held: [|.R C sec. 162(k) renders the paynents
nondeducti bl e because the paynents are in connection
with a redenption of stock. The result to the contrary
reached by the U. S. Court of Appeals for the Ninth
Crcuit on alnost identical facts in Boise Cascade
Corp. v. United States, 329 F.3d 751 (9th Cr. 2003),
respectfully will not be foll owed.
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Kenneth A. Kl eban, for petitioner.

Lawr ence C. Letkewicz and Dana E. Hundrieser, for

respondent.

OPI NI ON

NI MS, Judge: Before the Court are petitioner’s and
respondent’s cross-notions for summary judgnent pursuant to Rule
121.

Unl ess otherw se indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code in effect for the
years in issue.

Rul e 121(a) provides that either party may nove for sunmmary
j udgnent upon all or any part of the legal issues in controversy.
Full or partial sunmary judgnment nay be granted only if it is
denonstrated that no genuine issue exists as to any material fact
and that the | egal issues presented by the notion may be deci ded

as a matter of law. See Rule 121(b); Sundstrand Corp. V.

Comm ssioner, 98 T.C. 518, 520 (1992), affd. 17 F.3d 965 (7th

Cr. 1994). As to the issues presented on these cross-notions
for summary judgnent, we conclude that there is no genuine issue
as to any material fact and that a decision may be rendered as a

matter of | aw.
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The sol e issue remaining for decision is whether petitioner
may cl ai m deductions for anmounts paid in redenption of preferred
stock held by its enpl oyee stock ownership plan (ESOP) for its
1994 and 1995 tax years. This issue was raised for the first
time by petitioner in its second anendnent to petition (second
amendnent). All other issues, of which there were many, have
been settled. Respondent consented to the filing of the second
amendnent .

Backgr ound

The parties filed an extensive stipulation of facts with
acconpanyi ng exhibits which forns the factual setting for their
respective argunents and which provides the basis for our
Background di scussi on.

Petitioner is a Mssouri corporation and had its principal
pl ace of business in St. Louis, Mssouri, when its petition was
filed. [In 1989 petitioner anended its Savings |Investnent Plan
(SIP or plan) for enpl oyees, adding an enpl oyee stock ownership
plan (ESOP). Boatnen’'s Trust Co. (Boatnen’s) was trustee of the
ESOP portion of the SIP. Vanguard Fiduciary Trust Co. was naned
recordkeeper for the SIP and was responsi ble for nmaking
distributions to plan participants. The trust fund under the SIP
was exenpt fromincone tax under section 501(a). For
conveni ence, references hereinafter to the SIP include, where

appropriate, the trust fund under the SIP
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The managers of the SIP created a Benefits Policy Board
(BPB) conprising enpl oyees appointed by petitioner’s chi ef
executive officer. They also created an Enpl oyee Benefit Asset
| nvestnent Comm ttee (EBAIC), the menbers of which were appointed
by petitioner’s board of directors. Petitioner’s board of
directors, the BPB, the EBAIC, and the trustees were anong the
fiduciaries responsible for the admnistration of the SIP

Boatmen’ s trust agreenent provided that Boatnen’ s woul d nmake
distributions fromthe SIP in cash or in kind to such person, in
such anounts, at such tinmes, and in such manner as directed by
the EBAIC. The EBAIC could, at its sole discretion, direct
Boatnmen’s to pay any cash dividends on shares of preferred stock
(see below for definition) directly to plan participants. The
EBAI C coul d al so deci de how any paynents to plan participants
woul d be funded. Petitioner could not use ambunts in the SIP for
any purpose other than the benefit of the SIP participants.

In connection with the creation of the ESOP, petitioner’s
board aut hori zed the issuance of 4,600,000 shares of newy
created convertible preferred stock (preferred stock). These
shares could be issued only in the nane of an ESCOP trustee and
were not readily tradable on an established market. Shares of
the preferred stock were entitled to receive, when, as, and if

decl ared by petitioner’s board, cunmul ative cash dividends (stated
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di vidends) in an anount per share equal to $7.48 per annum
payabl e sem annual |y, one-half on June 29 and one-half on
Decenber 30 of each year commencing June 29, 1989.

On February 1, 1989, the SIP purchased 4,511, 414 shares of
preferred stock frompetitioner at $110.83 per share. To finance
this purchase, the SIP borrowed $500 mllion frominstitutional
| enders. Petitioner guaranteed the ESOP | oans. The | oans
matured in approximately 10 years with principal and interest
payabl e sem annual | y.

The SIP purchased an additional 88,586 shares of preferred
stock during the years 1990-92, also at $110.83 per share. The
SI P funded these purchases through enpl oyee contri butions.

Plan participants could nmake contributions to the ESOP up to
6 percent of their before-tax incone. Any contributions in
excess of 6 percent were invested outside the SIP in investnent
funds of the participant’s choosing. Participants were not
permtted to invest any after-tax incone in the ESOP.
Participants’ basic matched contributions were fully vested at
all times. Conpany matching contributions becane vested over a
period of 4 years. These matching contributions al so included
paynents by petitioner to the ESOP preferred stock fund in
anounts necessary to nmake ESOP | oan anortizati on paynents.

Enpl oyee participation in the SIP ended upon term nation of

enpl oynent for any reason. Term nated participants had the
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option, anong others, to cash out their investnent in the ESCP.
The SIP could, in its sole discretion, require petitioner to
redeem shares of preferred stock at any time upon notice, when
and to the extent necessary to provide required distributions to
termnated participants electing to cash out their investnents,
or to make paynents on the ESOP | oan. The paynent by the SIP to
termnated participants could be made, at the SIP's option, in
cash or shares of petitioner’s comon stock. The SIP also had
the option to satisfy distributions to termnated participants
w thout forcing petitioner to redeem stock.

At all relevant tinmes the plan year of the SIP was the
cal endar year. For plan years 1989 through 1993 the SIP nmade
distributions to termnated partici pants using cash ot herw se
available to it.

The first relevant redenption by petitioner of preferred
stock held by the SIP occurred in August 1994. Petitioner
redeened 28, 224 shares of preferred stock for $3,128,066. The
SIP distributed that entire anount to term nated partici pants by
Decenber 31, 1994. During this period the SIP al so made
$1,589,696 in distributions to term nated partici pants out of
cash ot herw se avail abl e.

In February 1995 petitioner redeened another 56, 645 shares
of preferred stock fromthe SIP for $6,277,965. Al of the

proceeds were distributed to termnating participants from
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February 21 through July 20, 1995. During this period the SIP
made additional distributions of $1,927,624 from cash otherw se
avai | abl e.

Petitioner tinely filed consolidated Forns 1120, United
States Corporation Incone Tax Return, for its taxable years
endi ng Sept enber 30, 1994 and 1995. Respondent issued a
statutory notice of deficiency to petitioner dated April 6, 2000,
pertaining to petitioner’s 1993, 1994, and 1995 tax years.
Petitioner filed a petition contesting nany of the adjustnents
respondent made in the notice of deficiency, none of which
concerned petitioner’s ESOP. Petitioner filed an anmendnent to
petition on February 24, 2003, and the second anendnent on
Decenber 9, 2003. In the second anendnent petitioner asserted
for the first time that it was entitled to an additi onal
deduction, under section 404(k), for anpbunts it paid to the SIP
to redeemits preferred stock that were then distributed to plan
partici pants.

Di scussi on

Petitioner clains as deductions its paynents in redenption
of preferred stock held by the SIP the proceeds of which the SIP
subsequently distributed to term nating enpl oyees. Petitioner
contends these paynents are essentially equivalent to dividends
within the nmeani ng of section 302(b)(1) (redenption dividends).

Respondent does not challenge this contention--rather that the
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redenpti on dividends are deductible. The SIP used the redenption
di vidends to nmake distributions to the enpl oyee participants in
the SIP who had term nated their participation because of
retirement or for sonme other reason.

Petitioner asserts that the redenption dividends qualify as
appl i cabl e di vi dends under section 404(k)(2). For the taxable
years at issue, section 404(k) provided in relevant part:

SEC. 404(k). Deduction for Dividends Paid on
Certain Enpl oyer Securities.--

(1) General rule.--1n the case of a
corporation, there shall be allowed as a deduction
for a taxable year the anmount of any applicable
di vidend paid in cash by such corporation during
the taxable year with respect to applicable
enpl oyer securities. Such deduction shall be in
addition to the deductions all owed under
subsection (a).

(2) Applicable dividend.--For purposes of
this subsection--

(A) In general.--The term
“appl i cabl e dividend” neans any
di vidend which, in accordance with
t he plan provisions--

(1) is paid in cash to
the participants in the plan
or their beneficiaries,

(1i) is paid to the plan
and is distributed in cash to
participants in the plan or
their beneficiaries not |ater
than 90 days after the close
of the plan year in which
pai d, or

(ti1) is used to nake
paynents on a | oan descri bed
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i n subsection (a)(9) the
proceeds of which were used to
acquire the enpl oyer
securities (whether or not
allocated to participants)
with respect to which the

di vidend is paid.

* * * * * * *

(3) Applicable enployer securities.--For
pur poses of this subsection, the term
“appl i cabl e enpl oyer securities” nmeans, with
respect to any dividend, enployer securities
whi ch are held on the record date for such
di vidend by an enpl oyee stock ownership plan
whi ch is maintai ned by--

(A) the corporation paying
such divi dend, or

* * * * * * *

(4) Time for deduction.--

(A) In general.--The deduction
under paragraph (1) shall be
allowabl e in the taxable year of
the corporation in which the
dividend is paid or distributed to
a participant or his beneficiary.

(B) Repaynent of loans.--In
the case of an applicabl e dividend
described in clause (iii) of
paragraph (2)(A), the deduction
under paragraph (1) shall be
allowabl e in the taxable year of
the corporation in which such
dividend is used to repay the |oan
described in such cl ause.

(5 Oher rules.--For purposes of this
subsecti on- -

(A) D sall owance of
deduction.--The Secretary may
di sal | ow t he deducti on under
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paragraph (1) for any dividend if
the Secretary determ nes that such
di vidend constitutes, in substance,
an evasion of taxation.

* * * * * * *

(6) Definitions.--For purposes of this
subsecti on- -

(A) Enpl oyer securities.--The
term “enpl oyer securities” has the
meani ng given such term by section
409(1) .

(B) Enpl oyee stock ownership
pl an. --The term “enpl oyee stock
owner ship plan” has the neaning
gi ven such term by section
4975(e) (7). Such termincludes a
tax credit enpl oyee stock ownership
plan (as defined in section 409).
Respondent does not challenge the treatnent of the preferred
stock as “enpl oyer securities” as defined in section 409(1).
Petitioner raised this section 404(k) issue for the first
time in the second anendnent, which, as stated above, petitioner
filed without objection by respondent, after the decision of the

U S. Court of Appeals for the NNnth Grcuit in Boise Cascade

Corp. v. United States, 329 F.3d 751 (9th Cr. 2003), on May 20,

2003. In that case the Court of Appeals decided an ESOP
preferred stock redenption issue alnost identical to the issue

for decision in this case. The Boise Cascade Corp. result is not

controlling in this case, in which any appeal would nornmally lie



- 11 -
to the Court of Appeals for the Eighth Grcuit. See Golsen v.

Comm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r

1971) .

Respondent maintains that the issue was incorrectly decided
by the Court of Appeals for the Ninth Grcuit and chall enges the
cl ai mred deductions on three grounds: (1) The redenption
di vi dends are not applicable dividends wthin the neaning of
section 404(k); but (2) even if the redenption dividends
ot herwi se constitute applicable dividends as defined by section
404(k), their deduction should be disallowed as evasi ons of
taxation under section 404(k)(5); and (3) even if the redenption
di vi dends are otherw se all owabl e as deductions under section
404(k), they are disallowed as anbunts paid by a corporation in
connection wth the redenption of its stock within the neani ng of
section 162(k).

I n reaching our decision we need not traverse petitioner’s
convol uted argunents in support of its position that the
redenption dividends qualify as applicabl e dividends under
section 404(k)(2), or respondent’s argunents regardi ng section
404(k) (5), because in our view section 162(k) precludes that
result in any event, notw thstanding the contrary position taken

by the Court of Appeals.
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Section 162(k) provides:!?
SEC. 162(k). Stock Redenption Expenses. --

(1) I'n general.--Except as provided in
par agraph (2), no deduction otherw se
al l omabl e shall be allowed under this chapter
for any anmount paid or incurred by a
corporation in connection wth the redenption
of its stock.

(2) Exceptions.--Paragraph (1) shall not
apply to--

(A) Certain specific deductions.--Any--

(i) deduction all owabl e
under section 163 (relating to
interest), or

(i1) deduction for
di vidends paid (wthin the
meani ng of section 561).

(B) Stock of certain regul ated
i nvest ment conpani es. - - Any anount
paid or incurred in connection with
the redenption of any stock in a
regul ated i nvest nent conpany which
i ssues only stock which is
redeemabl e upon the denmand of the
shar ehol der

! The Small Business Job Protection Act of 1996, Pub. L
104-188, sec. 1704(p), 110 Stat. 1886, anmended sec. 162(k) (1) by
striking “the redenption of its stock” and inserting “the
reacqui sition of its stock” effective for anmounts paid or
incurred after Sept. 13, 1995, in tax years ending after that
date. The net effect of the amendnent was sinply to broaden the
scope of sec. 162(k)(l) beyond the technical boundaries of
“redenption”. This anmendnent does not apply to petitioner’s
redenptions, for while petitioner’s 1995 fiscal year ended on
Sept. 30, 1995, all of the redenption and distribution
transactions occurred before Sept. 13, 1995.
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The redenption dividends do not fall within the exceptions
provided in section 162(k).

Petitioner seeks to have us adopt the position taken by the
Court of Appeals that, as discussed below, the distribution
paynments fromthe ESOP were not “in connection with” the
redenpti on paynments made by petitioner and as a result the entire
transaction did not run afoul of section 162(Kk).

The Court of Appeals’ rationale runs along the foll ow ng
lines. The parties stipulated that for purposes of section
302(b), if the ESOP is treated as the owner of the redeened
preferred stock, then the redenptions did not result in a
meani ngf ul reduction in the ESOP's proportionate interest in
petitioner and thus would qualify for dividend treatnent under
section 316. The Court of Appeals concluded that the ESOP was
t he owner of the stock; this established the status of the stock
redenpti on paynments as dividends. The court then had to
determ ne whether this dividend ran afoul of section 162(k).

Section 162(k) itself is an exception to the general rule of
section 162(a) that permts a deduction for all “ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business”. It prohibits deductions for
expenses that would ordinarily be deducti bl e busi ness expenses
but for the fact that those expenses were made in connection with

a repurchase of stock. |In the words of the court in Boise
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Cascade Corp. v. United States, supra at 756: “Section 162(k)

prohi bits deductions clained as a consequence of a stock
redenption. Thus, it acts as a disall owance provision for
ot herwi se al |l owabl e non-capital deductions incurred in connection

with a stock redenption transaction.” Boise Cascade Corp. goes

on to say that “the key question is whether distributions to the
[ ESOP] Participants were paynents made ‘in connection with' the
redenption of the convertible preferred stock.” [d. at 757.

In a nutshell, Boise Cascade Corp. appears to proceed on the

prem se that if distribution paynents to the w thdraw ng ESOP
partici pants are nmade “in connection wth” redenption of stock,
then section 162(k) disallows a deduction for the anounts paid.
The Court of Appeals then held that the paynents were not nmade in
connection with the redenption of its stock. 1d. at 757-758.

The Court of Appeals’ holding relied heavily on its

previous decision in United States v. Kroy (Europe) Ltd., 27 F.3d

367 (9th Gr. 1994), regarding the neaning of the phrase “in
connection wth” in section 162(k). In Kroy, the Court of
Appeal s interpreted the phrase narrowmy to hold that expenses
incurred to borrow funds used to effect a redenption were not in
connection wth a redenption. The court reasoned that Congress,
in enacting section 162(k), did not intend to overrule the
“origin of the clainf test for determ ning whether expenses were

deducti bl e under section 162 generally. [d. at 369-370.
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Therefore, the court interpreted the phrase “in connection with”
to include only expenses that have their origin in a stock
redenption transaction, excluding expenses that have their origin
in a “separate, although related, transaction”. [|d. at 369.
We specifically rejected the Court of Appeals’ narrow
interpretation of the phrase “in connection with” in United

States v. Kroy (Europe) Ltd., supra. See Fort Howard Corp. &

Subs. v. Comm ssioner, 103 T.C 345 (1994). In Fort Howard, we

noted that Congress had expressly intended the phrase to be
construed broadly, to include all deductions necessary or
incident to a redenption transaction. 1d. at 353-354 (citing S.
Rept. 99-313, at 223 (1986), 1986-3 C.B. (Vol. 3) 1, 223). W
also relied heavily on the opinion of the Court of Appeals for

the Eighth Grcuit in Huntsman v. Conm ssioner, 905 F.2d 1182

(8th Gr. 1990), revg. 91 T.C 917 (1988), which held that the
phrase “in connection with” should be broadly construed. W
concluded that the origin of the claimtest had no bearing on the
section 162(k) inquiry, rejecting Kroy’'s assunption that the “in
connection wth” test under section 162(k) nust be fashioned in
such a way as to be consistent wwth the origin of the claimtest.
We al so concl uded that Congress could not have intended section
162(k) as a nere clarification of existing | aw, because section
162(k) prohibits deductions that are “otherw se all owabl e’ under

present law. Fort Howard Corp. & Subs. v. Comm Ssioner, supra at
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356. Two years after our Opinion in Fort Howard, Congress

enacted retroactive relief for the borrow ng expenses involved in

both Fort Howard and Kroy. See Fort Howard Corp. & Subs. v.

Comm ssioner, 107 T.C 187 (1996). Utimtely, our holding in

this case does not depend on our interpretation of the phrase “in
connection wth” because we concl ude that Congress expressly

i ntended section 162(k) to prohibit deduction of the funds used
to effect a redenption. See infra pp. 21-22.

Petitioner urges us to adopt the Court of Appeals for the
Ninth Crcuit’s reasoning, arguing that while the transaction as
a whole qualifies for a deduction under section 404(k), the
distribution paynents fromthe SIP to term nating enpl oyees are
not connected with petitioner’s redenption of its preferred stock
and thus do not run afoul of section 162(k).

W note at the outset that this line of argunent appears to
be facially inconsistent. Petitioner first argues that the
redenption paynments frompetitioner to the SIP and the
di stribution paynents fromthe SIP to the enployees are |linked in
an integrated transaction, so that the transaction fits within
one of the transactions perm ssible under section 404(k)--a
di vidend paynent froma corporation to a plan and a distribution
of those proceeds to departing enpl oyees. Petitioner then argues
that these paynments are in fact not connected for purposes of

section 162(k). Petitioner seens to want it both ways; it relies
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on the integrated formof the transaction to justify a section
404(k) deduction only to deny that formin another context. See

Portland Golf G ub v. Conm ssioner, 497 U S. 154, 168 (1990)

(noting an “inherent contradiction” where taxpayer relied on two
met hods of cal cul ation to sinultaneously show actual |osses and
an intent to profit).

While this contradiction tends to undercut petitioner’s
argunent, there is a nore serious flaw in petitioner’s argunent:
both petitioner and the Court of Appeals for the Ninth Crcuit
have framed the section 162(k) issue incorrectly. The Court of

Appeal s in Boise Cascade Corp. v. United States, 329 F.3d 751

(9th Gr. 2003), held, and petitioner asserts, that the proper
question for section 162(k) purposes is whether the distribution
paynment is “in connection with” a redenption. The court offers
no rationale for framng the issue as it does. W infer, as
petitioner does, that the court believed that the distribution
paynment fromthe SIP to the departing enpl oyees was the paynment
for which the taxpayer sought a deduction. This belief is
incorrect, as it msunderstands the nature of the deduction
sought under section 404(Kk).

Section 162(k) bars the deduction of “otherw se all owabl e”
deductions that are made in connection with a repurchase of
stock. The deduction sought is the section 404(k) deducti on.

Section 404(k)(1) provides that a corporation is entitled to a
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deduction for “any applicable dividend” that it pays wth respect
to applicable enpl oyer securities. (W shall assune, arguendo,
t hat deductions for the paynents petitioner made here woul d
normal |y be all owabl e under section 404(k).) A deduction under
section 404(k) is not allowable unless the transaction qualifies
as an applicable dividend. Thus, the proper question for section
162(k) purposes is whether the otherw se deducti bl e applicable
di vidends that petitioner paid are “in connection with” a
repurchase of stock. To answer this question, we nust identify
the transaction that constitutes the applicable dividend.

As for what paynent in this case could constitute an
appl i cabl e di vidend under section 404(k), there are three
possibilities: (1) The redenption paynent frompetitioner to the
SIP, (2) the distribution paynents fromthe SIP to departing
enpl oyees, or (3) the redenption paynent to the SIP and the
distribution fromthe SIP as an integrated transaction. The

court in Boise Cascade Corp. v. United States, supra, w thout

anal ysis of section 404(k), determ ned that the second option was
correct--that the distribution paynent fromthe plan to the

departing enpl oyees was the deducti bl e applicable dividend to be
anal yzed under section 162(k). [d. at 754 (“if the distributions
to the enpl oyees were a distribution under 8 301, then they were
a ‘dividend for the purposes of 8 316 and the deduction provided

for in 8 404(k) applies”). For the reasons discussed bel ow, that
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position is unsupportabl e under section 404(k). Rather, it is
both the redenption paynent and the distribution of that paynent,
as an integrated transaction, that constitutes the applicable
di vi dend under section 404(k).

Under section 404(k)(1), a corporation is entitled to a
deduction for applicable dividends that the corporation pays--
either to an ESCP or to plan participants directly. Paynents
made to an ESOP nust then be distributed by the ESOP, either to
pl an participants or to pay off ESOP debt. Sec. 404(k)(2). An
appl i cabl e dividend, as applied here, is “any dividend which
* * * jg paid to the plan and is distributed in cash to
participants in the plan or their beneficiaries not |later than 90
days after the close of the plan year”. Sec. 404(k)(2)(A).
Thus, the applicable dividend as defined requires both a paynment
froma corporation and a distribution of that paynent to
departing enpl oyees.

Petitioner made paynments in redenption of the preferred
stock held by the SIP. The redenption paynents were nade by
petitioner (the corporation) to the SIP (the plan). The SIP
properly distributed those paynents. The redenption paynments fit
the technical definition of a dividend for purposes of sections
301 and 316, because the redenptions did not result in a

meani ngf ul reduction in the ESOP's proportionate interest in
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petitioner. See sec. 302(b). However, they would not have been
appl i cabl e dividends unless the SIP later distributed those
paynments in the prescribed nmanner.

Distribution paynents fromthe SIP to term nating enpl oyees,
standing alone, do not fit the definition of applicable dividends
for two reasons. First, an applicable dividend nust be paid by
the corporation, and the SIP is not the corporation--petitioner
is. Second, the distributions fromthe SIP are not dividends at
all, because a dividend is defined as a paynent by a corporation
to its shareholders. Sec. 316(a). The SIP is the owner of the
preferred stock; it cannot be the payor of dividends under
section 316. These distribution paynents represent only the
di stribution of the proceeds of a dividend paid by petitioner to
the SIP. Thus, a distribution paynent al one cannot be an
applicable dividend as that termis defined under section 404(k).
Rat her, both sides of these redenption transactions--redenption
and distribution--are necessary for the transactions to fit the
definition of applicable dividends found in section 404(Kk).

Petitioner argues that the SIP distribution al one nust be
t he deducti bl e applicabl e dividend because that distribution
determ nes the timng and the anount of the deduction, as the SIP
can choose the anount of petitioner’s paynent that it distributes
to enpl oyees and when it distributes that paynent. As stated

above, no paynent frompetitioner to the SIP would be deductible
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under section 404(k) w thout subsequent distribution--either to
termnating participants or to pay off SIP debt. See sec.
404(k)(2) (A (1i) and (ii1). However, the reverse is true as
well: wthout a paynent frompetitioner to the SIP, no
di stribution fromthe SIP woul d be deducti bl e, because section
404(k) (1) requires that the “applicable dividend” be paid “by
such corporation.” For that reason, petitioner cannot claima
deduction for the distributions the SIP nmade to enpl oyees out of
cash otherw se avail abl e.

Simlarly, the court in Boise Cascade Corp. v. United

States, 329 F.3d at 757-758, was incorrect when it franed the
section 162(k) test as being whether the distribution paynent
fromthe plan was “in connection with” a redenption, because the
di stribution, standing alone, is not deductible under section
404(k), and w thout an all owabl e deduction a section 162(k)
analysis is not necessary. The “connection” that nust be nmade is
bet ween the redenpti on paynment and the distribution paynent as
requi red by section 404(k). The paynent from petitioner to the
SIP to the departing enployees is a statutorily integrated
transaction. The two sides of the transaction are necessarily
connected, because the SIP nust distribute the same funds paid to
it by petitioner. Once that connection is established, deduction
under section 404(k) is possible. That entire transaction, now

potentially deductible as an applicabl e dividend under section
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404(k), nust al so pass nuster under section 162(k). The test is
whet her the “otherw se al |l owabl e” deduction for the paynent of an
appl i cabl e dividend is neverthel ess disall owed because the
paynment is “in connection with” a repurchase of stock.

Petitioner’s paynents of these asserted applicable dividends
were certainly in connection with a repurchase of stock. The
first part of the applicable dividend transaction was the
redenption. The funds of the transaction, passed from petitioner
to the SIP to the departing enpl oyees, are the sane funds used to
repurchase stock. Section 162(k) bars a deduction for the
paynment of funds used to repurchase stock. See S. Rept. 99-313,
at 223 (1986), 1986-3 C.B. (Vol. 3) 1, 223 (“The committee
i ntends that anounts subject to this provision will include
anounts paid to repurchase stock”). Therefore, the first part of
the integrated transaction--the redenption of stock fromthe SIP-
-ensures that section 162(k) bars the deduction of any portion of
t he transaction.

As a result, we hold that section 162(k) prevents petitioner
fromclaimng as deductions the ambunts it paid to repurchase its
own stock fromits ESOP which were then distributed to
term nating enpl oyees. For the reasons given, we respectfully

decline to follow the contrary result reached on al nost identica
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facts by the U S. Court of Appeals for the Ninth Crcuit in Boise

Cascade Corp. v. United States, 329 F.3d 751 (9th Cir. 2003).°2

Therefore, we shall grant respondent’s notion for summary
j udgnent and deny petitioner’s notion for summary judgnent. In
doi ng so, we have considered all of the parties’ argunents, and
to the extent not discussed, we find themnoot. |In accordance

wi th the foregoing,

An appropriate order wll

be issued, and decision will be

entered under Rul e 155.

Revi ewed by the Court.

COLVI N, COHEN, SWFT, WELLS, HALPERN, VASQUEZ, GALE,
THORNTON, MARVEL, HAI NES, WHERRY, and HOLMES, JJ., agree with
this majority opinion.

GOEKE and KROUPA, JJ., did not participate in the
consi deration of this opinion.

2 W note that the decision of the District Court in
Conopco, Inc. v. United States, 100 AFTR 2d 5296, 2007-2 USTC
par. 50,582 (D.N.J. 2007), is to a simlar effect, inthat it
di sagrees with the holding in Boise Cascade. Contra CGeneral
MIls, Inc. v. United States, 101 AFTR 2d 550, 2008-1 USTC par.
50, 141 (D. M nn. 2008).
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SWFT, J., concurring: Regardless of whether petitioner’s
redenpti on di vi dends shoul d be disall owed under section
162(k) (1), respondent argues in the alternative that the
redenpti on di vi dends shoul d be disallowed pursuant to his
determ nati on under section 404(k)(5)(A). Thereunder, Congress
provided that “The Secretary may di sall ow t he deducti on under
* * * [section 404(k)(1)] for any dividend if the Secretary
determ nes that such dividend constitutes, in substance, an
evasion of taxation.”

In the light of case authority that redenption dividends
shoul d not be disall owed under section 162(k)(1),! | believe this
Court shoul d address respondent’s alternative argunent under
section 404(k)(5)(A).

It is nost unusual in a particular Code section to have an
express and specific delegation to the Secretary of authority to
di sall ow on the grounds of tax evasion the very deduction

provided in the section. On its face and given its placenent in

1 Al though one court has upheld the Comm ssioner’s
di sal | owance under sec. 162(k) (1) of deductions for redenption
di vi dends, see Conopco, Inc. v. United States, 100 AFTR 2d 5296,
2007-2 USTC par. 50,582 (D.N.J. 2007) (unpublished opinion, see
8th Cr. R 32.1A), three courts have rejected sec. 162(k)(1) as
a basis for disallow ng deductions for redenption dividends, see,
e.g., Boise Cascade Corp. v. United States, 329 F.3d 751 (9th
r. 2003), affg. 82 AFTR 2d 7249 (D. Idaho 1998); General MIls,
nc. v. United States, 101 AFTR 2d 550, 2008-1 USTC par. 50, 141
(D. Mnn. 2008). General MIls and Conopco are pendi ng appeal to
t United States Courts of Appeals for the Third and the Eighth
cuits, respectively.

>
= O

G
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section 404(k), section 404(k)(5)(A) appears to give the
Secretary authority to do just that.

In section 7805(a) Congress has delegated to the Secretary

general authority to pronulgate interpretative rules and
regul ations, and in a nunber of Code sections Congress has
del egated to the Secretary additional authority to pronul gate
regul ati ons under the specific sections. The jurisprudence
relating to the deference to be given such regulations is well

known. See, e.g., Chevron U S A, Inc. v. Natural Res. Def.

Council, Inc., 467 U.S. 837 (1984); Swallows Holding, Ltd. V.

Comm ssi oner, 515 F. 3d 162 (3d Cr. 2008), vacating 126 T.C. 96

(2006) .

The del egati on Congress made to the Secretary in section
404(k) (5)(A), however, is particularly specific and broad and is
not limted to the promul gation of regulations. In section
404(k) (5) (A) Congress appears to have delegated to the Secretary
authority to place a “tax evasion” |abel on a particular
transaction or type of transaction by regulation, by ruling, or
by other public or private notice. No particular requirenent or
limtation is set forth in section 404(k)(5)(A) as to how the
Secretary is to nmake the “tax evasion” determnation, as to how
specific and detailed the Secretary’s public explanation thereof
need be, or as to how the Secretary is to nake the “tax evasion”

announcement .
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For a nunber of years now and on a nunber of occasions,
under authority of section 404(k)(5)(A) a “tax evasion” |abel has
been placed by the Comm ssioner and/or by the Governnent on
redenpti on di vidends and cl ai ned deducti ons under section
404(k) (1) relating thereto have been disallowed: First, in the

litigation of Boise Cascade Corp. v. United States, 329 F.3d 751

(9th Gr. 2003); second, by issuance of Rev. Rul. 2001-6, 2001-1

C.B. 491; third, in the litigation of Conopco, Inc. v. United

States, 100 AFTR 2d 5296, 2007-2 USTC par. 50,582 (D.N.J. 2007):

fourth, in the litigation of General MIIs, Inc. v. United

States, 101 AFTR 2d 550, 2008-1 USTC par. 50,141 (D. Mnn. 2008);
fifth, in the instant litigation; and sixth, in final regul ations
promul gated in 2006 under sections 162(k) and 404(k), see secs.
1.162(k)-1(a), 1.404(k)-3, Incone Tax Regs.

Under section 404(k)(5)(A) in 2001 the Comm ssioner issued
Rev. Rul. 2001-6, supra.? Certainly, the Ofice of Chief Counsel
advi sed the Conm ssioner and was the primary drafter of Rev. Rul.
2001-6, supra. The revenue ruling, however, clearly was issued
by the Conm ssioner as are all revenue rulings to whomthe
Secretary has del egated such authority as reflected in Treas.

Dept. Order 150-10 (April 22, 1982). See sec. 7803(a).

2 Sec. 7701(a)(11)(B) defines “Secretary” as “the Secretary
of the Treasury or his delegate.”
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Letter rulings and technical advice nenoranda are issued by
the Conm ssioner’s O fice of Chief Counsel. That office,
however, only drafts and proposes revenue rulings and revenue
procedures. See IRS Deleg. Order 190 (Rev. 4, Cct. 8, 1996),
| nternal Revenue Manual (IRM, pt. 1.2.53.5, (Cct. 8, 1996); GCen.
Counsel Order 4 (Jan. 19, 2001), IRMpt. 30.2, Exhibit 30.2.2-6
(Aug. 11, 2004); see also sec. 7803(b)(2)(B)

Rev. Rul. 2001-6, supra, was approved and issued by the
Assistant to the Comm ssioner, acting on the Comm ssioner’s
behal f, and was published in the Internal Revenue Bulletin, 2001-
6 1.R B. 491, the authoritative publication of the Conm ssioner
for announcenent of official rulings pertaining to internal
revenue matters. See sec. 601.601(d)(1), Statenent of Procedural
Rul es (“The Internal Revenue Bulletin is the authoritative
instrument of the Comm ssioner for the announcenment of official
rulings, decisions, opinions, and procedures, and for the
publ i cation of Treasury decisions, Executive orders, tax
conventions, legislation, court decisions, and other itens
pertaining to internal revenue matters.”); see also id. sec.
601.601(d)(2)(ii)(a), (vii)(a) and (b).

Al'so in 2001 Congress addressed the section 404(k)(5) (A and
by anmendnent clarified the Secretary’s authority thereunder by

addi ng the word “avoi dance”. Economc G owh and Tax Reli ef
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Reconciliation Act of 2001, Pub. L. 107-16, sec. 662(b), 115
Stat. 142.

| would note that the Conm ssioner’s disall owance of
deducti ons under section 404(k)(1), based on the discretion given
to himin section 404(k)(5)(A), need not involve an analysis and
findings of “badges of fraud” typically associated with
prosecutions under section 7201 of affirmative attenpts by
taxpayers to engage in willful tax evasion and with
determ nations of willful civil tax fraud penalties under section

6663. See, e.g., Spies v. United States, 317 U S. 492, 499

(1943).

I ndeed, in this case petitioner filed its corporate Federal
incone tax returns for 1994 and 1995 wi t hout cl ai m ng deducti ons
for redenption dividends. At this tinme no underpaynents of tax
are associated with the clainmed section 404(k) (1) deductions.

Not until Decenber 9, 2003 (2 years after Rev. Rul. 2001-6,

supra, was issued), did petitioner file (via its second anendnment
to petition herein) clainms for refund for 1994 and 1995, asking
respondent and this Court to consider the deductibility of
petitioner’s redenption dividends and if allowed to refund

over paynments of taxes paid. There are no “badges of fraud” to be
found here, and respondent does not contend otherw se. Rather,
respondent sinply contends that allowance of petitioner’s clained

redenpti on dividend deducti ons woul d be i nproper and woul d give
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rise to underpaynents of Federal incone taxes which the
Commi ssi oner, exercising his discretion under section
404(k) (5)(A), has described as tax evasion.

The tax “evasion” or “avoi dance” |abel placed by the
Comm ssi oner on redenption dividends under the authority of
section 404(k)(5)(A) is sonewhat anal ogous to the tax “evasion”’
or “avoi dance” |abel that the Comm ssioner occasionally places on
transactions under the authority given to himin other Code
sections. For exanple, in section 269 the Conm ssioner is given
substantial discretionary authority to | abel a transaction as
engaged in for the principal purpose of tax evasion or avoi dance
and to disallowrel ated deductions. The tax “evasion” or
“avoi dance” which the Comm ssioner typically identifies under
section 269 refers to the underlying nature and purpose of the
transaction, not to what we typically consider “badges of fraud”,
such as a taxpayer’s double set of books, destruction of
evidence, or omtted incone. The tax evasion or avoi dance
typically involved under section 269 may be described sinply as
involving a transaction in which a taxpayer is attenpting to
secure a tax benefit which it “would not otherw se enjoy” and

whi ch the Conmi ssioner, in his discretion, has identified as
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havi ng a principal tax evasion purpose. See Southland Corp. v.

Canpbel |, 358 F.2d 333, 336 (5th Gr. 1966).°3

Here respondent has | abel ed redenpti on divi dends as
transactions that inherently provide to a corporate ESOP sponsor
tax deductions to which it is not entitled. In Rev. Rul. 2001-6,
supra, it is explained that the all owance of deductions for
redenpti on dividends woul d gi ve corporate ESOP sponsors
deductions for paynents that do not represent true econom c costs
and that redenption dividends vitiate inportant rights and
protections for recipients of ESOP distributions.

In spite of the brevity of the explanation provided in Rev.
Rul . 2001-6, supra, | believe that in the |ight of section
404(k) (5)(A) the tax evasion | abel that has been placed on
redenption dividends by the Commi ssioner is entitled to

substanti al deference. See Chevron U.S.A ., Inc. v. Natural Res.

Def. Council, Inc., 467 U. S. 837 (1984). Wile notice-and-

coment rul emaki ng generally assures Chevron deference for
regul ati ons, the absence of such formality in the issuance of
rulings does not preclude such deference where Congress intended
to grant the agency the power to make rules with the “force of

law’ and “the agency interpretation claimng deference was

3|1 enphasize that the sec. 404(k)(5)(A) authority to
disallow a clainmed sec. 404(k) (1) deduction because it would
constitute a tax evasion transaction is even nore specific than
the authority set forth in sec. 269.
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promul gated in the exercise of that authority.” United States v.

Mead Corp., 533 U S. 218, 226-227 (2001); see Barnhart v. Walton,

535 U. S. 212, 221-222 (2002).

Lastly, as stated, in 2006 the Secretary pronul gated fi nal
regul ations reflecting the position set forth in Rev. Rul. 2001-
6, supra. See sec. 1.162(k)-1, Incone Tax Regs.; sec. 1.404(Kk)-
3, @A-1, Incone Tax Regs. (“Paynents to reacquire stock held by
an ESOP * * * used to nmake benefit distributions to participants”
are not allowed under section 404(k)(2) and (5)). Although the
regul ations apply only prospectively and only to anounts paid or
incurred after August 30, 2006, secs. 1.162(k)-1(c), 1.404(k)-3,
QA-2, Incone Tax Regs., the regulations are relevant as they are

consistent with Rev. Rul. 2001-6, supra, see Smley v. Ctibank

(S.D.), N.A, 517 U. S 735, 744 n.3 (1996) (“Were * * * a court

is addressing transactions that occurred at a tinme when there was
no cl ear agency guidance, it would be absurd to ignore the
agency’s current authoritative pronouncenent of what the statute
means. ") .

For the reasons stated, | would address respondent’s
alternative argunent and conclude that respondent’s
determ nation--that the clai med deductions for redenption
dividends, if allowed, would constitute inpermssible tax

evasi on--shoul d be sust ai ned.



