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SF was a whol |y owned subsidiary of parent P. P spun
SF off into a stand-alone entity. Two years after being
spun off, SF faced a hostile takeover by conpetitor N. In
order to avoid being taken over, SF entered into a nerger
agreenent with white knight HS. The nerger agreenent
provi ded for the paynent of a termnation fee should the
agreenent be termnated. Shortly thereafter N increased its
offer. SF s board accepted the increased offer. SF paid a
$65 mllion term nation fee to HS. SF clained a deduction
for the anmount of the termnation fee on its 1997 tax
return, which R disallowed.

Held: SF is entitled to a deduction of $65 mllion for
the term nation fee.
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GCEKE, Judge: The issue for decision is whether Santa Fe
Pacific Gold Co. (Santa Fe) is entitled to a deduction of $65
mllion for a paynment nade to Honmestake M ning Co. (Honestake) as
a result of the termnation of a nmerger agreenent between Santa
Fe and Honestake (termnation fee) for Santa Fe’'s 1997 tax year.
For the reasons stated herein, we find that Santa Fe is entitled
to a deduction pursuant to sections 162 and 165.1

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipulation

of facts and acconpanying exhibits are incorporated herein by

this reference.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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Petitioner’s principal office and place of business was
Denver, Col orado, on the date it filed its petition.

A. | nt roducti on

During the | ate 1800s the Federal Governnment hoped to spur
devel opnent of cross-country railroads. |In order to entice
private conpani es to devel op those railroads, the Federal
Governnent offered and granted | arge parcels of |and bordering
the railroads to the conpani es that devel oped them The program
was successful, and as a result a checkerboard pattern of |and
owned by the railroads spread across the country.

Santa Fe Pacific Corp. was one conpany that took part in the
Government program worked to build transcontinental railroads,
and was granted |and alongside its rails. Sonme of this |and
contained mnerals that could be mned for profit. Santa Fe
Pacific Corp. took no part in the mning of its land. Until the
| ate 1970s Santa Fe Pacific Corp. |eased these mneral rights to
unrel at ed conpani es and individuals rather than mne the | and
itself.

Santa Fe Industries, successor to Santa Fe Pacific Corp.
| ater devel oped an internal unit to manage the m ning of the
parcels of land. The mning unit originally focused on uranium

mning but later switched to coal and then gold m ning.



B. Spi noff of the Mning Unit

In the late 1980s Santa Fe Industries becane the target of a
hostil e takeover attenpt. In a nove neant to hel p defeat the
attenpted acquisition, the mning unit was put up for sale.

Al t hough the sale was never consummated, the mning unit’s
managenent realized that they were not considered an integral

part of Santa Fe Industries and began to appreciate the benefits
of the mning unit’s being a stand-alone entity. Mnagenent of
the mning unit began to consider the idea of having it separated
fromthe parent conpany.

The spinoff of Santa Fe was a two-step process. First,
there was an initial public offering (1PO of 14.6 percent of
Santa Fe’s common stock on June 23, 1994. In Septenber 1994
Santa Fe’'s parent corporation distributed its remaining shares of
Santa Fe stock to Santa Fe’'s public shareholders. As a result of
the spinoff, Santa Fe becane a publicly traded stand-al one
entity.

Once the spinoff was conpleted, the newly i ndependent
conpany’ s nmanagenent appreci ated the benefits of being a stand-
al one conpany and did not want to return to being a subsidiary of
a |l arger conpany.

C. The Mning Industry in General

M ning conpanies are classified by tiers. First-tier mning

conpani es are the top mning conpanies in the country. Newront
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USA Limted (Newmont) was a first-tier mning conpany. Second-
tier mning conpanies are snmaller mnes focused on devel opi ng
m nes and buil di ng production. Santa Fe and Honest ake were
second-tier mning conpanies. Third-tier mning conpanies are
the | owest ranked and consi st of junior exploration conpanies.

During the 1990s the mning industry was in a state of
consolidation. Consolidation was driven by two factors: (1)
Larger conpanies could | ower costs; and (2) |arger conpani es were
viewed as better investnents because they had higher multiples on
earni ngs and cashfl ow than small er conpanies. Second-tier mning
conpanies traded at lower nmultiples than first-tier conpani es.

D. Santa Fe's First 2 Years

Because Santa Fe could not qualify for “pooling of

i nterests” accounting treatnent,? Santa Fe was an unattractive
conpany to other mning conpanies. Pooling of interests
accounting is preferred because it avoids the creation of
goodwi I I. If a transaction qualifies for pooling of interests
accounting treatnment, the purchaser will generally pick up the
target’s assets, liabilities, and net worth at the book val ues
those itenms had on the target’s financial statenents, wthout

regard to the current fair value of those assets or liabilities,

2Pursuant to the Financial Accounting Standards Board,
St atenent of Financial Accounting Standards No. 141, Business
Combi nati ons, pooling of interests accounting is no |onger
available to transactions initiated after June 30, 2001.
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or the fair value of the consideration the purchaser issued in
exchange for the target’s net assets. See 3 G nsburg & Levin
Mergers, Acquisitions, and Buyouts, par. 1703.4. If a
transaction does not qualify for pooling of interests accounting
treatnent, purchase accounting rules apply. Goodw Il may be
creat ed when purchase accounting rules apply. This purchase
goodwi I I, considered a new asset, is shown on the acquirer’s
books as the excess of the acquirer’s cost for the target over
the fair market value of the target’s identifiable assets. |d.
par. 1703.2.1. Creation of goodw |l is undesirable fromthe
acquirer’s standpoi nt because the goodwi |l m ght have to be
witten off. 1d. Goodwill is required to be witten off to the
extent it becones inpaired. 1d. Goodwill is inpaired when “‘the
carrying anount of goodwi || exceeds its inplied fair value.’”
Id. par. 1703.2.1.3 (quoting FASB Statenent No. 142, par. 18).
The determ nation of inpairnment, if any, is nade on a case- by-
case basis pursuant to accounting rules. 1d. par. 1703.2.1.3. A
conpany consi dering an acquisition would prefer pooling of
i nterests accounting, thereby avoiding the effects of purchase
accounti ng.

Pooling of interests accounting treatnent was prohibited
W th respect to acquisitions of a conpany within 2 years of the
tinme that the conpany was a subsidiary of another conpany.

Accordingly, for 2 years Santa Fe woul d not be able to take
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advant age of pooling of interests accounting treatnent for any
busi ness conbination it took part in. Pooling of interests
accounting treatnent would be available if Santa Fe were to enter
into a transaction that woul d otherw se qualify for pooling of
interests accounting treatnment after October 1, 1996.

1. Initial Corporate Strateqy

On January 1, 1995, Santa Fe's president, Pat Janes (M.
Janes), took over as chief executive officer and chairman of
Santa Fe’'s board of directors. Santa Fe managenent had set as
one of its goals reaching first-tier status. |In order to do so,
managenent set an initial production goal of 1 mllion troy
ounces of gold per year and hoped to reach that goal by 1997.
Santa Fe reached this goal by the end of 1996. Managenent al so
devel oped a 5-year business plan that was | ater expanded to a 10-
year business plan. Once Santa Fe had acconplished its goal of 1
mllion troy ounces per year, the conpany planned on increasing
production to 2 mllion troy ounces per year.

2. Beconi ng Pool abl e

Towards the end of 1995 Santa Fe began to investigate
possi bl e three-way conbinations with TVvX Gold, Inc. (TVX), and
Battle Mountain Gold Co. (Battle Mountain). Both TVX and Battle
Mountain were significant conmpanies in the mning industry but
were smaller than Santa Fe. At this tinme Santa Fe’'s managenent

recogni zed the value of its large | and positions and understood
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that this nmade the conpany a prine takeover target. The

i npossibility of qualifying for pooling of interests accounting
treatment, however, protected Santa Fe from takeover because the
prospect of being forced to account for the transaction under
purchase accounting rules made Santa Fe a | ess attractive target.
Recogni zi ng that the prohibition against pooling was going to end
soon, however, Santa Fe realized that it would need a new
strategy to avoid takeover. Santa Fe viewed a possible three-way
merger as a defense against a possible hostile takeover.

However, the prospective deals with TVX and Battle Muntain were
unsuccessful .

E. Initial Contacts

On January 19, 1996, Santa Fe's board of directors (the
Santa Fe board) engaged S.G Warburg & Co., Inc. (S.G Wirburg),
as the board’ s financial advisers. The engagenent letter
indicated that S.G Warburg would act as strategic financia
advisers to Santa Fe, advising the conpany regarding
acquisitions, nergers of equals, and takeover defenses. Santa
Fe’ s managenent was interested in exploring possible acquisitions
by Santa Fe and was targeting conpanies both smaller than and
equal in size to Santa Fe. Managenent’s strategy was that
acqui sitions would help to defeat a takeover attenpt because any
acqui sition would increase Santa Fe’'s value, requiring a suitor

to pay a higher price.
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F. Initial Contact Wth Newnpont and Honest ake

On April 1, 1996, at a neeting of the Gold Institute, a
m ni ng i ndustry associ ation, Ron Canbre (M. Canbre), chief
executive officer of Newnont, contacted M. Janmes about a
busi ness conbi nation. M. Janes was not surprised. Newront was
two to three tines |arger than Santa Fe and was one of the
bi ggest conpanies in the mning industry. M. Canbre did not
provide a specific proposal but informally nentioned that Newnont
and Santa Fe shoul d be | ooking at sonme sort of conbination of the
two conpanies. Newront’s interest in a conbination with Santa Fe
centered on Santa Fe’s |land position. At that tinme Santa Fe had
a larger land position in Nevada than Newmont did. M. Janes
vi ewed any hypot hetical business conbination with Newront as a
t akeover of Santa Fe because of their relative sizes. M. Janes
rebuffed M. Canbre’s attenpts, informng M. Canbre that Santa
Fe wanted to continue as an i ndependent firm

At that time Santa Fe’'s managenent realized that it had to
act before the 2-year prohibition on pooling of interests
accounting expired in order for Santa Fe’'s business and | ong-term
plans to be protected. On July 17, 1996, M. Canbre wote to M.
Janes reiterating his desire to explore a possible business
conbi nati on of Newnont and Santa Fe.

At a July 25, 1996, neeting of the Santa Fe board, M. Janes

di scussed Santa Fe's strategic alternatives. S. G Wrburg
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provided a nore detailed review of these options, while counsel
fromthe law firm of Skadden, Arps, Slate, Meagher & Flom nade a
presentation on the Santa Fe board menbers’ fiduciary duties in
considering any strategic alternatives.

On July 26, 1996, the Honmestake board of directors (the
Honest ake board) met. The m nutes of that neeting reflected that
during the neeting Honestake' s president and chi ef executive
of ficer Jack Thonpson (M. Thonpson) informed the Honestake board
that he had recently spoken with M. Janes regarding Santa Fe’s
interest in a possible business conbination with Honestake. The
m nutes further indicated that M. Janes told M. Thonpson that
Santa Fe “would prefer to act on its own at this point”.

Sonetinme around the beginning of August 1996 M. Janes
informed M. Canbre that Santa Fe was not interested in pursuing
a conbination with Newront. On August 8, 1996, M. Canbre sent a
letter to M. Janes expressing his disappointnent that Santa Fe
had decided to stay the course and not consider a business
conbination with Newront. The letter also stated that wth Santa
Fe’ s nonpooling period comng to a close, M. Canbre knew t hat
Santa Fe and Santa Fe’s board woul d “be concerned about hostile
interlopers” who would disrupt Santa Fe’'s strategic plans, and
that a conbi nation with Newront woul d protect Newront’s and Santa

Fe's ability to work towards their strategic goals.
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M. James and M. Batchelder, a Santa Fe director, did not
view M. Canbre’s letter as a positive devel opnent. Rather, they
viewed M. Canbre’s letter as a warning that Santa Fe was
vul nerable to a takeover. M. Janes and M. Batchel der vi ewed
Newnont as one of the conpanies that could take Santa Fe over if
Santa Fe resisted their friendly overtures. M. Batchel der had
experience dealing with nmergers and acqui sitions and hostile
takeovers in the mning industry before joining Santa Fe as a
director. On August 22, 1996, M. Janes responded to M.
Canbre’s August 8, 1996, letter and reiterated Santa Fe’s
position that it was not interested in a business conbination
wi th Newnont at that tine.

On Septenber 18, 1996, the Newnmont board of directors (the
Newnmont board) net. Before the neeting, M. Canbre sent the
board nenbers a letter detailing his beliefs that Santa Fe was a
good strategic fit and that Newront should pursue a transaction
with Santa Fe. It also detailed M. Canbre’s discussions with
M. Janes and passed along M. Janes’s nessage of August 22,
1996, that Santa Fe was not interested in a transaction with
Newnont. Attached to the letter was a presentation prepared by

Gol dman, Sachs & Co. (Gol dman Sachs) about Project North.® The

Parties to nerger or acquisition transactions often refer
to thensel ves and other entities involved with code words that
begin wwth the sane letter as the nane of the entity. Newnmont
was referred to as “North”, while Santa Fe was referred to as

(continued. . .)



- 13 -

presentation listed the positive and negative aspects of doing
either a friendly or hostile deal with Santa Fe. Specifically
listed as a potential negative consequence of an unfriendly deal
was that a negative attenpt mght “drive South into the hands of
anot her party”. The presentation also included steps North could
take to “turn up the heat” on South and a review of South’s
structural defenses. The presentation included a slide which
showed the foll ow ng:

Turni ng up the Heat
Level s of Unsolicited/ Hostile Activity

Target CEO Private Conversation

Target Board Menber Private Conversation
Target CEO Private Letter

[ Acquire Stock Secretly (<5% ]

Target Board Menber “On the Record” Conversation
Non- di scl osabl e Bear-Hug Letter

Publ i ¢ Expression of |nterest

Di scl osed Bear-Hug Letter

. [Acquire Stock Publicly (>5% or announce) ]
0. Proxy Fight/Special Meting/Witten Consent
1. Public Tender/ Exchange O fer

RPRONOOTAWNE

The steps are ordered in increasing levels of hostility.
Steps 1 through 4 were considered private because they woul d not
trigger any duty of Santa Fe managenent or the Santa Fe board
that woul d require managenent or the board to announce to Santa
Fe’ s sharehol ders and the public at |arge that Santa Fe and
Newnont were in discussions. For exanple, should a Newront board

menber contact a Santa Fe board nenber, as described in step 3,

3(...continued)
“Sout h” .
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the contact could be structured such that the Santa Fe board was
not required to inform Santa Fe’'s sharehol ders. Likew se, step 6
woul d be a letter to Santa Fe’s managenent and board from Newront
that would not trigger a duty of disclosure to sharehol ders.
Step 8, however, would be a public letter that would alert Santa
Fe’ s sharehol ders and the public to Newnont’s interests. Steps 9
t hrough 11 would be a clear, public, hostile takeover of Santa Fe
by Newnont .

In the nonths | eading up to Santa Fe’'s becom ng pool abl e,
Santa Fe’ s managenent began to consider its strategic options.
At that tinme Honestake was unable to di scuss any conbi nations
with Santa Fe because Honestake was dealing with a regul atory
i ssue, and Battle Muuntain was currently engaged in finishing a
prior acquisition; this left Newront. The Santa Fe board
recogni zed that if they did not reach out to Newront first,
Newmont was sure to reach out to them The board and the
managenent felt that by initiating contact they would be able to
mai ntain control over any due diligence or neetings between Santa
Fe and Newnont personnel. Also, neeting with Newmont in a
friendly manner m ght allow Santa Fe to | earn nore about
Newnont’ s t hought processes and goal s.

On Septenber 26, 1996, the Santa Fe board net again and
instructed M. Janmes and M. Batchel der to approach Newnont

concerning possible strategic plans. At the tine, Santa Fe
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managenent was afraid of having the conpany put in play because
that would effectively nean the conpany was for sale to the
hi ghest bidder. M. Janes hoped that if Santa Fe was able to
remain in control during the process, it mght be able to del ay
Newnont | ong enough to all ow Honestake to becone avail abl e.
Santa Fe viewed Honestake as a possible “white knight” and hoped
that an agreenment with Honmestake woul d prevent Newnmont from
acquiring Santa Fe. Also, an agreenent and nerger w th Honest ake
woul d provide benefits to Santa Fe that its managenent viewed as
absent in any nerger with Newont, including in part: (1) Shared
board control; (2) shared managenent; (3) greater retention of
Santa Fe enpl oyees; and (4) an opportunity to continue Santa Fe’s
busi ness obj ecti ves.

M. Janes felt that a nmerger with Honestake woul d be much
better for Santa Fe because he viewed it as an opportunity to
merge two underval ued conpanies. The nmerger would also result in
nmore Santa Fe enpl oyees keeping their jobs as a result of a
fairer selection process.

Santa Fe managenent recommended to the Santa Fe board that
the board talk to Newront but |eave their options open in case
Honest ake becane available. M. Janes and M. Batchel der net
with M. Canbre on October 1, 1996, at M. Canbre’s honme in New
Mexi co. Al so present was Wayne Murdy (M. Mirdy), who was

serving as Newnont’'s chief financial officer at the tine.
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About 6 weeks later, Santa Fe and Newnont hel d what appeared
to Newnont to be initial due diligence neetings. During these
nmeetings M. Janes cane to realize further that a deal with
Newmont woul d not be in the best interests of Santa Fe and its
shar ehol ders because it appeared to himthat many Santa Fe
enpl oyees would be fired and the work Santa Fe’s managenent had
done to devel op the conpany woul d be | ost.

Wi |l e these neetings were ongoi ng, Santa Fe attenpted to get
Newront to enter into a standstill agreenent.* A standstil
agreenent woul d have prevented Newnont from | aunching a hostile
bid for Santa Fe if Santa Fe and Newnont were unable to cone to
an agreenent. Newnmont refused to enter into a standstil
agreenent for just this reason; it specifically wanted to reserve
its right to launch a hostile bid and go directly to the Santa Fe
sharehol ders if that was what was necessary to get a deal done.
M. James understood Newnont's refusal of a standstill provision
to be an indicator of Newront’'s reserving its right to begin a
hostil e takeover.

Shortly thereafter M. Janes | earned that Honestake’s
regul atory issue had been resolved. M. Janes called M.

Thonpson and set up a lunch in the hope of convincing Honest ake

‘A standstill agreenent is defined as “Any agreenent to
refrain fromtaking further action; esp., an agreenent by which a
party agrees to refrain fromfurther attenpts to take over a
corporation (as by making no tender offer) for a specified
period”. Blacks Law Dictionary (8th ed. 2004).
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to enter into a merger with Santa Fe. Santa Fe’'s nmanagenent
hoped that a conbination with Honmestake woul d derail Newmont’s
acquisition attenpt. On Novenber 6, 1996, M. Thonpson sent a
letter to M. Janes indicating his belief that a nerger between
Santa Fe and Honest ake woul d be good for their investors. The
letter further stated that M. Thonpson was prepared to recommend
to the Honest ake board that Honestake and Santa Fe nerge on the
basis of a “*pooling of interests,’ conbining our managenent and
shar ehol ders as partners.”

M. James and M. Thonpson net shortly thereafter. M.
Thonpson was interested in quickly pursuing due diligence, which
began the foll ow ng week. Santa Fe and Honestake noved qui ckly
to investigate a possible nerger.

G Novenber 21, 1996, Santa Fe Board Meeti ng

On Novenber 21, 1996, Newnont submtted its offer to the
Santa Fe board. The next day Honestake submtted its offer. At
the tinme both Honmest ake and Newnont had suspicions that other
parties were involved in negotiations with Santa Fe, but neither
knew for sure nor knew the identities of any other possible
bi dders.

Santa Fe’ s managenent recomended t he Santa Fe- Honest ake
deal to the Santa Fe board. The Santa Fe board di scussed the
pendi ng of fers and chose to proceed with Honestake. M. Janes

and M. Batchelder called M. Canbre to i nform himthat Newront’s
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of fer had been rejected. M. Janes did not ask for a higher
offer nor tell M. Canbre about Santa Fe's and Honest ake’s
agreenent when the two spoke. After that call ended, M. Canbre
spoke with M. Mirdy and expressed his displeasure at being
rejected and not having a chance to discuss a higher offer. The
two al so came to the conclusion that Newront would have to, in
M. Mirdy’s words, “turn up the heat” on Santa Fe.

H. Newnpbnt Responds to Santa Fe's Rejection

The Santa Fe board net on Decenber 5, 1996. Along with its
normal duties the Santa Fe board di scussed the pendi ng Santa Fe-
Honmest ake nmerger. During the neeting Newront sent a fax to Santa
Fe's offices. The fax stated that at 10 a.m that norning
Newnont was going to issue a press release detailing the offer
t hat Newnont had submtted and Santa Fe had rejected. The press
rel ease provided details on the offer.® The offer described in
the press release, although simlar to the previous offer, was
not identical. Because the offer contained in the press rel ease
was so simlar to Newmont’'s earlier offer, the Santa Fe board did
not feel that it triggered any fiduciary duty to investigate and
consider the offer any nore than they had al ready. Accordingly,

the Santa Fe board was able to, and did, reject it outright.

This is a type of public bear hug letter, as described in
step 8 of the Gol dman Sachs presentation di scussed supra.



- 19 -

M. James and the other nenbers of Santa Fe’'s managenent and
board viewed this press release sent directly to its sharehol ders
as a hostile tactic. Newnont had not increased its offer, did
not take into account whether there were any third parties
i nvol ved, and did not make any attenpt, until 15 m nutes before
the press rel ease was issued, to contact Santa Fe about the press
rel ease. Newmont could have kept the offer private, rather than
issue it publicly. Had it been kept private, Santa Fe’'s
managenent and board woul d have had the option of keeping it
private or announcing it to the public. However, because the
press release was sent directly to the Santa Fe sharehol ders,
Newmont’s interest in Santa Fe, and Santa Fe’'s rejection of
Newnont, were both made public. At that tinme Santa Fe and
Honest ake had not yet executed a nerger agreenent.

The next day as word of Newmont’'s offer spread several
lawsuits were filed against the Santa Fe board for allegedly
violating its fiduciary duties to the Santa Fe sharehol ders. The
lawsuits alleged that Santa Fe’'s directors had abused their
fiduciary duties by thwarting Newmont’s attenpts to acquire Santa
Fe and by attenpting to entrench thenselves in their positions.

| . Decenber 8, 1996, Santa Fe Board ©Meeti ng

Over the next week Santa Fe and Honestake continued to work
out a nerger agreenent. On Decenber 8, 1996, the Santa Fe board

met again to consider the Santa Fe- Honest ake nerger. After
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di scussions the Santa Fe board unani nously approved the proposed
agreenent. As the basis for this approval the Santa Fe board
resol ved that an agreenment between Santa Fe and Honest ake was
fair to and in the best interests of Santa Fe and its
sharehol ders. The Honest ake board al so net that day to discuss
and consi der the Santa Fe-Honest ake proposal. After discussions,
t he Honest ake board decided to enter into the nerger transaction
with Santa Fe, finding that it was both fair and in the best
interests of the corporation and its sharehol ders.

Santa Fe and Honest ake executed a nerger agreenent which
contained a term nation fee clause. The clause provided for a
paynment should the agreenent be termnated by either party. The
term nation fee clause provided in pertinent part that should
Santa Fe receive an offer froma third party, and should the
Sant a Fe- Honest ake agreenent be breached because of that third
party offer, then Santa Fe would be required to pay Honmest ake $65
mllion.

Term nation fees are included in nerger agreenents for a
variety of reasons, sonme of which may benefit the target, the
acquirer, or both. Fromthe bidder’s (Honestake' s) perspective,
a termnation fee could serve a nunber of purposes, including:
(1) To test the seriousness of the potential target; (2) to serve
as insurance for the bidder and conpensate the bidder for

information provided to the target and | ost opportunity costs if
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its bid is rejected or a rival bidder enmerges and wi ns a contest
for the target; and (3) to serve to deter a conpeting bidder who
m ght not be willing or able to pay the additional expense of the
termnation fee in order to wn the contested nerger. See Swett,

“Merger Term nations After Bell Atlantic: Applying A Liquidated

Damages Analysis to Term nation Fee Provisions”, 70 U Colo. L
Rev. 341, 356 (1999). A target may benefit by the inclusion of a
termnation fee because the fee may: (1) Be necessary to attract
a serious bidder by showing the target’s willingness to enter
into due diligence and negotiations; (2) allow the target’s board
to preserve its fiduciary duties at a known cost; and (3) protect
the target by requiring a reciprocal termnation fee in case the
acquirer termnates the agreenent. 1d. at 356-357.

The Santa Fe- Honest ake nerger agreenent al so contai ned what
is knowmn as a fiduciary-out clause. A fiduciary-out clause is a
contract clause that would allow a party to the agreenent to
consi der superior offers if not doing so would cause it to
violate its fiduciary duties to its sharehol ders.

On Decenber 9, 1996, M. Janes held a press conference to
announce the Santa Fe-Honestake nerger agreenent. The assenbl ed
reporters asked M. Janes a nunber of questions, including sone
relating to the termnation fee and whether the term nation fee
was included in the nmerger agreenent in order to keep Santa Fe’s

managenent and board in place.
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In the days after this announcenent a nunber of |awsuits
were filed in the State of Delaware, alleging that the Santa Fe
board violated its fiduciary duties to Santa Fe' s sharehol ders
and that individual board nenbers had abused their positions by
accepting the Honestake offer rather than negotiate with Newront.
The suits alleged that the nmerger agreenment with Honmestake was
entered into in order to entrench Santa Fe's managenent.

J. Newnpbnt Reacts to the Santa Fe- Honest ake Agr eenment

On Decenber 18, 1996, M. Canbre circulated a nenorandumto
Newnont’ s board di scussing the prospects of a Newrmont-Santa Fe
busi ness conbination in the light of the Santa Fe- Honest ake
agreenent. The nenorandum provi ded that Newmont’s ori gi nal
val uation of Santa Fe was based upon Newnmont’'s belief that Santa
Fe’s board and nanagenent were in agreenent on a nerger with
Newnont. The nenorandum goes on to note that, instead of
supporting a Newnont-Santa Fe nerger, Santa Fe was talking to
other parties and decided to enter into a transaction with
Honest ake.

M. Canbre al so specul ated that the Santa Fe board was nore
inclined to support a nmerger with Honestake because any
conbi nati on with Honestake would result in a nore favorable
treatment of the Santa Fe board and managenent, rather than a
deal with Newnont in which Santa Fe was effectively being

acquired. On the basis of this speculation, M. Canbre stated



- 23 -

that the Newrmont board shoul d recognize that any action taken by
Newnont woul d probably be opposed by the Santa Fe board because
the Santa Fe board would stand to benefit nore froma Santa Fe-
Honest ake nerger than a Santa Fe- Newnont conbi nation. Lastly,
M. Canbre discussed the Santa Fe-Honestake term nation fee. M.
Canbre pointed out that when adding the cost of a proxy fight to
the $65 million term nation fee, Newront would be facing an
incremental cost of $85 million to “fight and win this battle.”

On January 3, 1997, the Newnront board net to discuss the
Santa Fe situation. At the neeting, Goldman Sachs presented
reports on Newmont’s initial offer, the nmarket’s reaction to that
of fer, and Newnont’'s options going forward, including: (1) Doing
nothing; (2) renewng the offer at its current price level; (3)
mat chi ng Honestake’s offer; or (4) making an offer higher than
Honest ake’s. After discussion, the Newront board resolved to
increase Newmont’'s offer to the Santa Fe sharehol ders to 0.40
share of Newnont common stock for each share of Santa Fe stock

Bet ween Decenber 31, 1996, and January 6, 1997, a wholly
owned subsidiary of Newnont, Mdtown One Corp., privately
acqui red about 4,800 shares of Santa Fe stock. These
acqui sitions all owed Newront to denmand a sharehol der list from
Santa Fe, which was provided to Newront on January 6, 1997.

On January 7, 1997, M. Canbre sent a letter on behal f of

t he Newnont board to the Santa Fe board. This was the second



- 24 -

“bear hug letter” Newnront had sent Santa Fe and was one of the
steps described in the Goldman Sachs presentation as a tool that
could be used to “turn up the heat” on Santa Fe. The letter
infornmed the Santa Fe board of Newmont’s increased offer and
stated that if Santa Fe did not termnate its proposed nerger
wi th Honmest ake, Newnont woul d solicit proxies against the
Homest ake merger proposal pursuant to proxy solicitation
materials filed with the Securities and Exchange Comm ssion
(SEC). Also on January 7, 1997, Newmont filed a registration
statenment with the SEC along with a prelimnary proxy statenent
and assorted materials attenpting to persuade Santa Fe
sharehol ders to vote agai nst the Santa Fe- Honest ake nerger
agreenent. In addition, Newront directly contacted Santa Fe
sharehol ders in an attenpt to convince themto vote against the
nmer ger agreenent.

On January 7, 1997, Honestake was advi sed of Newnront’s
i ncreased offer as required by the Honestake-Santa Fe nerger
agreenent. M. Thonpson responded to this notification by
requesting an opportunity to address the Santa Fe board at such
tinme as it would be considering the increased Newront offer. M.
Thonpson’s letter indicated his belief that the Santa Fe-
Honmest ake nmerger remai ned superior to the increased Newront offer
and provided greater value to the Santa Fe sharehol ders; the

letter reiterated that the Newnont offer should be rejected.
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K. Santa Fe Reacts to Newmont's I ncreased Ofer

On January 12, 1997, the Santa Fe board net to discuss the
i ncreased Newnont offer. The Santa Fe board heard presentations
from Santa Fe’'s | egal and financial advisers and discussed the
i nplications of Newront’s increased offer. The Santa Fe board
then determ ned that a decision not to investigate the Newront
of fer would be a breach of the board s fiduciary duties to Santa
Fe's shareholders. This determnation satisfied the fiduciary-
out cl ause, section 4.02(a)(ii)(A, of the Honestake-Santa Fe
nmer ger agreenent.

Bef ore Santa Fe began considering the Newront and Honest ake
of fers, the makeup of Santa Fe’'s investor base began to shift.
Over the preceding year Santa Fe’'s | ong-term sharehol ders and
investors had slowy been replaced by |arger institutional
sharehol ders and investors. These new investors brought their
own distinct views as to what Santa Fe should do when deci di ng
bet ween t he Honest ake and Newnont offers. This change in
shar ehol der makeup was going to have an effect on Santa Fe’s
deci sion regarding the two offers.

On January 17, 1997, M. Canbre sent a letter to Newmont’s
board apprising the board of the Santa Fe situation. M. Canbre
noted that Newront was getting good responses froml arge
institutional sharehol ders who preferred Newront stock to

Honest ake. M. Canbre also informed Newnont’'s board that he had
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requested an opportunity to speak with the Santa Fe board during
its nmeetings on January 22 and 23, 1997, when it was antici pated
that the Santa Fe board woul d be considering Newnont’'s offer.

Wiile the Santa Fe board was considering its next steps,
there arose a question of whether the $65 million term nation fee
woul d, pursuant to accounting rules, prevent a conbination with
Newmont from bei ng accounted for as a pooling of interests.
Newnont contacted the SEC, hoping to obtain assurances that
paynment of the termnation fee would not prevent a takeover of
Santa Fe by Newmont from qualifying for pooling of interests
accounting treatnent.

On January 23, 1997, the Santa Fe board net. M. Janes and
M . Batchel der discussed the upcom ng negotiations with Newront,
the maj or questions to ask of Newnont, and a strategy for Santa
Fe to followin investigating the Newont offer while fulfilling
its obligations to Honmest ake under the nerger agreenent. M.
Janmes and M. Batchel der hoped to conplete their investigation
and prepare a conparison of the two options by February 12, 1997,
whi ch woul d then be presented to the full Santa Fe board.

On January 29, 1997, the Newnmont board net for a regul ar
nmeeting and was updated on the attenpt to acquire Santa Fe. The
Newnont board was al so given a presentation by Gol dnan Sachs
whi ch included market reaction to Newnont’'s offer and a tinme |ine

of Newmont’s next steps. The next day M. Canbre sent M. Janes
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a letter confirmng the teans assigned to various due diligence
i ssues concerni ng Newront and Santa Fe before the neeting of the
Santa Fe board to consider the Newnont and Honest ake of fers.

On February 4, 1997, M. Janes wote to M. Thonpson. The
letter confirmed to M. Thonpson that Honestake woul d have an
opportunity to present its case to the Santa Fe board in February
1997. The letter also requested that the nerger agreenent be
amended such that any term nation fee would not be paid unti
anot her busi ness conbi nati on had been consummated and that the
termnation fee would not be paid at all to the extent that it
prevented Santa Fe fromengaging in a pooling of interests
merger. The letter went on to state that the Santa Fe board
woul d consi der Honestake’s refusal of the above requests as a
negati ve factor when eval uati ng Honestake's offer. M. Janes
sent a simlar letter to M. Canbre on February 4, 1997,
confirm ng that Newront would be presenting its offer to the
Santa Fe board as well. The letter also requested that Newront
pay the Santa Fe-Honestake termnation fee if Santa Fe's board
chose Newront’s offer. Newront refused, as M. Canbre viewed the
termnation fee as Santa Fe’'s obligation and not Newront’s.

On February 7, 1997, Honestake wote to Wayne Jarke (M.
Jarke), Santa Fe’s general counsel, requesting that the Santa Fe
board reaffirmits recomendati on of the Honestake offer in

accordance wth the Santa Fe- Honest ake nerger agreenent.
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On February 13, 1997, M. Canbre wote to the Newront board
to informthe board of the results of Newnont’s due diligence.
Due diligence was nore productive than it had been when perforned
for the neetings conducted in Cctober and Novenber of 1996
because Santa Fe’s nmanagenent had to engage in legiti mte due
di ligence regarding the pending offers of Honmestake and Newnront
in order to allow the Santa Fe board nenbers to nmake an i nforned
decision and satisfy their fiduciary duties. M. Canbre
descri bed the synergies to be taken advantage of in the event of
a conbi nation and di scussed the upcom ng Santa Fe board neeti ng.

On February 20, 1997, the Santa Fe board net to consider
Honmest ake’ s requested reaffirmation as to the Honestake offer.
The Santa Fe board decided to reaffirmits commtnent to the
Honmest ake of fer even though Newnont had increased its offer.
Notice that Honestake’s offer had been reaffirmed was sent on
February 20, 1997.

Wil e preparations for the presentati ons were ongoi ng, Santa
Fe and Newnont were still facing the prospect that paynment of the
term nation fee to Honestake woul d prevent Newnmont from
qualifying for pooling of interests accounting treatnent. On or
about February 26, 1997, the SEC advi sed Newront that paynent of
the termnation fee would not prevent a Santa Fe- Newnont
conbi nation fromqualifying for pooling of interests accounting

treat nent.
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L. The March 7-8, 1997, Santa Fe Board Meeting

1. Newnont O f er

The Santa Fe board nmet in Al buquerque, New Mexico, on Mrch
7 and 8, 1997, to discuss the conpeting business proposals. The
board held four sessions over 2 days. Newront made the first
presentation. Wen it was finished, a Santa Fe director inforned
M. Canbre that the Santa Fe board was going to listen to
Honest ake’ s presentation but that during that time Newront shoul d
prepare its best and final offer. |In response to this request,
M. Canbre made an offer of .43 share of Newmont stock for each
share of Santa Fe stock. The Newront board held a speci al
nmeeting to discuss this increased offer and approved the .43-
share offer. M. Canbre reported to the Santa Fe board that the
Newnont board had approved this higher offer.

2. Honest ake O f er

a. Initial Honestake Ofer

Honestake raised its offer before the presentation to the
Santa Fe board. M. Thonpson informed M. Janes by letter that
t he Honmest ake board had approved an increased offer of 1.25
shares of Honestake comon stock for each share of Santa Fe
common stock. Newnont’'s .43-share offer, however, provided a

hi gher value to Santa Fe than Honestake' s 1.25-share offer.
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b. Attenpts To Ohtain a Hi gher Ofer

After Newnmont increased its offer to .43 share, Santa Fe
hel d out hope that Honmestake would be able to raise its offer
further. M. Janmes visited M. Thonpson, informed himthat
Newmont had raised its offer, and asked if Honmestake coul d beat
it. M. Thonpson informed M. Janes that Honestake was unable to
raise its offer again. At this point it becane clear to Santa Fe
that its agreement with Honestake woul d not prevent Newmont’s
acquisition. Delaware fiduciary duties |laws required Santa Fe's
board to obtain the highest value for the conpany’s sharehol ders.

3. Newnont W ns Qut

The Santa Fe board decided that Newnont’s offer was superior
in value to Honestake’'s offer. In order to fulfill the fiduciary
duties inposed on directors by Delaware State | aw, the Santa Fe
board was required to accept the offer. Accordingly, the Santa
Fe board unani nously resolved to accept Newnont’'s offer.

M The Sant a Fe- Newnont Agr eenent

On March 10, 1997, the Santa Fe board net again. That sane
day M. Janes formally notified Honestake that Santa Fe woul d be
termnating the Santa Fe- Honest ake agreenent and woul d be payi ng
the termnation fee. Santa Fe paid $65 nmillion to Honestake by
wire transfer on March 10, 1997. Santa Fe would not receive a
refund if the Newnmont nerger was rejected by its sharehol ders.

Nor woul d Newnpont reinmburse Santa Fe for the termnation fee if
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the conbi nation was rejected. On March 10, 1997, M. Canbre
advi sed the Newnront board by letter that Newnont and Santa Fe had
executed a nerger agreenent.
On April 4, 1997, the Santa Fe sharehol ders received an
invitation to a neeting on May 5, 1997. At that neeting the
Santa Fe sharehol ders voted to approve the nerger with Newnont.

N. Santa Fe Post Mer ger

After the Santa Fe- Newmont agreenent was executed, Newnont
attenpted to capitalize on the synergies of the two conpani es
that forned the i npetus for Newnront’s approachi ng Santa Fe.
Al t hough described by M. Canbre as shared synergi es between
Santa Fe and Newnont, the synergy in reality came from Newnont’s
ability to mne Santa Fe’'s | and w thout need of Santa Fe's
executives and managenent. For the nost part synergy was
effected by cutting Santa Fe staff, shuttering all Santa Fe
of fices since they duplicated Newront offices, and putting any
remai ni ng Santa Fe enpl oyees under the control of Newnont
enpl oyees. Al nost all of the enpl oyees term nated were enpl oyees
and nmanagers who cane to Newnont from Santa Fe. All of Santa
Fe’s board nenbers resigned on or before May 5, 1997. Santa Fe’s
headquarters was cl osed shortly thereafter in August 1997.
Newmont al so abandoned Santa Fe’'s 5- and 10-year pl ans.

On January 15, 1998, Santa Fe tinely filed its Form 1120,

U.S. Corporation Incone Tax Return, for the short period January
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1 to May 5, 1997. Santa Fe clainmed a deduction of $68, 660, 812,
of which $65 million was the term nation fee paid pursuant to the
mer ger agreenent between Santa Fe and Honest ake.

On August 15, 2005, respondent issued to Newnont USA Limted
(petitioner), as Santa Fe’s successor in interest, a statutory
notice of deficiency which determned in relevant part that
petitioner was not entitled to a deduction for the term nation
fee. The notice stated in pertinent part:

7.a.3 Abandonnments (Term nation Fee)

It is determined that are allowed $-0- as a deduction
for abandonnments under section 165 of the Internal Revenue

Code rather than the $65, 000,000 shown on your return for

the tax year ended May 5, 1997. The anount of $65, 000, 000

is not allowed as a deduction because it was a capital

expendi ture under section 263 of the Internal Revenue Code.

Therefore, your taxable inconme for the tax year ended May 5,

1997 is increased $65, 000, 000.

On Novenber 9, 2006, petitioner filed a petition with this
Court, alleging in part that respondent erred in disallow ng the
cl ai med deduction for $65 million. A trial was held from
Decenber 10 to 14, 2007, during a special session of the Court in
Atl anta, Ceorgia. Petitioner presented a nunber of fact
W tnesses, and both petitioner and respondent presented expert
testinmony. Petitioner argues that Santa Fe is entitled to deduct

the $65 million paid to Honestake. Respondent argues that Santa

Fe is required to capitalize the $65 mllion.



OPI NI ON

Burden of Proof

We nust deci de whether Santa Fe may deduct the term nation
fee or nmust capitalize it as an expenditure to be deducted in
| ater years. The Comm ssioner’s determnations in the notice of
deficiency are presunmed correct, and the taxpayer bears the
burden of proving,® by a preponderance of the evidence, that
these determ nations are incorrect. Rule 142(a)(1); Welch v.
Hel vering, 290 U. S. 111, 115 (1933).

1. Deductibility vs. Capitalization

For Federal incone tax purposes the principal difference
bet ween cl assifying a paynent as a deducti bl e expense or a
capi tal expenditure concerns the timng of the taxpayer’s

recovery of the cost. As the Supreme Court observed in | NDOPCO

Inc. v. Conm ssioner, 503 U S 79, 83-84 (1992):

The primary effect of characterizing a paynent as
ei ther a business expense or a capital expenditure
concerns the timng of the taxpayer’s cost recovery:
Wi | e busi ness expenses are currently deductible, a
capital expenditure usually is anortized and
depreci ated over the life of the rel evant asset, or
where no specific asset or useful life can be
ascertained, is deducted upon dissolution of the

SPetitioner argues that respondent should bear the burden of
proving that the term nation fee should be capitalized because
the notice of deficiency did not adequately describe the basis
for disallowance under Shea v. Comm ssioner, 112 T.C 183 (1999).
We decline to address petitioner’s argunent. Petitioner
presented its case as if it bore the burden of proof, and the
record supports our decision regardless of whether the burden is
on petitioner or respondent.
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enterprise. * * * Through provisions such as these, the

Code endeavors to match expenses with the revenues of

the taxable period to which they are properly

attributable, thereby resulting in a nore accurate

cal cul ation of net incone for tax purposes. * * *

Section 162(a) allows as a deduction “all the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business”. To qualify for a deduction,
“an itemnust (1) be ‘paid or incurred during the taxable year,’
(2) be for ‘carrying on any trade or business,’” (3) be an

‘expense,’ (4) be a ‘necessary’ expense, and (5) be an ‘ordinary’

expense.” Conmi ssioner v. Lincoln Sav. & Loan Association, 403

U S 345, 352 (1971). Section 165(a) allows as a deduction *“any
| oss sustained during the taxable year and not conpensated for by
i nsurance or otherw se.”

An expense may be ordinary even if it rarely occurs or
occurs only once within the lifetine of the taxpayer. Wlch v.

Hel vering, supra at 114. Although the transaction nay be uni que

to the individual taxpayer, the question is whether the
transaction is ordinary in the “life of the group, the community,
of which * * * [the taxpayer] is a part.” 1d. An expense is
necessary if it neets “the mnimal requirenent that the expense
be ‘appropriate and hel pful’ for ‘the devel opnent of the

[taxpayer’s] business.’”” Conmm ssioner v. Tellier, 383 U S. 687,

689 (1966) (quoting Welch v. Helvering, supra at 113). A

deduction is generally allowed for expenses incurred in defending
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a business and its policies fromattack. |INDOPCO, Inc. v.

Conmi ssi oner, supra at 83; Conmi ssioner v. Tellier, supra;

Commi ssioner v. Heininger, 320 U S. 467 (1943); see al so Locke

Manuf acturing Cos. v. United States, 237 F. Supp. 80 (D. Conn.

1964) (permtting corporation to deduct expenses incurred in

successful defense to proxy fight). The underlying reasoning in
this line of cases is that the expenses were incurred to protect
corporate policy and structure, not to acquire a new asset. See,

e.g., United States v. Federated Dept. Stores, Inc., 171 Bankr.

603, 610 (S.D. Onio 1994), affg. In re Federated Dept. Stores,

Inc., 135 Bankr. 950 (Bankr. S.D. Ohio 1992).

Section 263(a)(1) generally provides that a deduction is not
all owed for “Any anount paid out for new buil dings or for
per manent inprovenents or betternents nmade to increase the val ue
of any property or estate.”

The determ nati on of whether an expenditure is deductible
under section 162(a) or must be capitalized under section
263(a)(1l) is a factual determ nation. When an expense creates a
separate and distinct asset, it usually nust be capitalized.

See, e.g., Conm ssioner v. Lincoln Sav. & Loan Association,

supra. Wen an expense does not create such an asset, the nost
critical factors to consider in passing on the question of
deductibility are the period over which the taxpayer wll derive

a benefit fromthe expense and the significance of that benefit.
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See |NDOPCO, Inc. v. Commi ssioner, supra at 87-88; United States

v. Mss. Chem Corp., 405 U. S. 298, 310 (1972); EMR Corp. & Subs.

v. Comm ssioner, 110 T.C. 402, 417 (1998); Conn. Miut. Life Ins.

Co. v. Commi ssioner, 106 T.C. 445, 453 (1996). Expenses mnust

generally be capitalized when they either: (1) Create or enhance
a separate and distinct asset, or (2) otherw se generate

significant benefits for the taxpayer extendi ng beyond the end of

the taxable year. Metrocorp, Inc. v. Conm ssioner, 116 T.C 211
222 (2001). Under the required test, capitalization is not
al ways required when an incidental future benefit is generated by

an expense. |INDOPCO, Inc. v. Conmm ssioner, supra at 87.

“Whet her a benefit is significant to the taxpayer who incurs the
underlyi ng expense rests on the duration and extent of the
benefit, and a future benefit that flows incidentally from an

expense may not be significant.” Metrocorp, Inc. v.

Conmi ssi oner, supra at 222.

A. | NDOPCO, I nc. v. Commi ssioner

The Suprene Court considered fees incurred during a friendly

busi ness conbination in I NDOPCO, Inc. v. Conm Ssioner, supra.

The focus of the Suprenme Court’s opinion was the taxpayer’s
argunment that the fees at issue were deductible because no

separate and distinct asset was created. The taxpayer attenpted

to argue that under the Court’s opinion in Conm SSioner V.

Lincoln Sav. & Loan Association, supra, only fees that led to the
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creation of a separate and distinct asset were subject to
capitalization. The Court rejected the taxpayer’s argunent.

| NDOPCO, Inc. v. Conmi ssioner, supra at 86-87. The Court held

that the fees at issue were to be capitalized because they
provi ded for benefits extendi ng past the tax year at issue.

B. Victory Mts., Inc. & Subs. v. Commi ssi oner

In Victory Mts., Inc. & Subs. v. Conm ssioner, 99 T.C. 648

(1992), we were confronted with facts simlar to those of

| NDOPCO, Inc. v. Conm ssioner, supra. The taxpayer argued that

it incurred professional service fees in connection with the
acquisition of its stock by an acquirer and clainmed that it was
entitled to deduct those expenses because, unlike the taxpayers

in INDOPCO, Inc., it was acquired in a hostile takeover. W

declined to decide whether INDOPCO, Inc., required capitalization

of expenses incurred incident to a hostile takeover, however,
because we concluded that the nature of the takeover in Victory
Mkts. was not hostile and that the facts were generally

i ndi stingui shable fromthose in | NDOPCO, 1|nc.

C. United States v. Federated Dept. Stores, Inc.

United States v. Federated Dept. Stores, Inc., supra,

addressed breakup fees paid to “white knights” in the aftermath
of failed nerger attenpts undertaken to avoi d undesired corporate
takeovers. The District Court sustained the bankruptcy court’s

hol di ngs that deductions were all owabl e under either section 162
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or section 165. The District Court relied on the bankruptcy
court’s findings that no benefit accrued beyond the year in which
t he expenditures were made and, on that basis, distinguished

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79 (1992). The

bankruptcy judge had found explicitly that the provisions for the
paynment of the breakup fees did not enhance the anobunts that the
debtors’ sharehol ders actually received in the takeover
transactions. The District Court also agreed with the bankruptcy
court that the failed nmerger transactions with white knights were
separate transactions fromthe successful takeovers and thus
could be treated as abandoned transactions eligible for a | oss
deduction under section 165.

D. Staley | & |

In AAE. Staley Manufacturing Co. & Subs. v. Conm ssioner,

105 T.C. 166 (1995) (Staley 1), revd. 119 F. 3d 482 (7th G
1997) (Staley Il), we were again faced with a situation simlar

to that of INDOPCO, Inc. and Victory Mts. In Staley |, we were

asked to consider the proper characterization of fees paid by a
corporation to investnent bankers shortly before the corporation
was acquired. W held that the fees be capitalized rather than
deduct ed under section 162 or 165. W disallowed the deductions

on the basis of the Suprene Court’s opinion in INDOPCO Inc. W

al so held that the taxpayer was not allowed to deduct the costs

as an abandonnent | oss. W distinguished the situation in Stal ey
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| fromthat of Federated Dept. Stores because unli ke the

situation in Federated Dept. Stores, there was no white knight

transaction present in Staley I.

The U. S. Court of Appeals for the Seventh Crcuit reversed.
The Court of Appeals discussed the | aw concerning the
deductibility of expenses to resist changes in corporate control

before INDOPCO, Inc., then stated that | NDOPCO, Inc. neither

abrogated nor even discussed those cases. The Court of Appeals
then stated that the issue for decision in determning the
deductibility of the fees was “whether the costs incurred * * *
are nore properly viewed as costs associated with defending a
busi ness or as costs associated with facilitating a capital
transaction.” Staley Il, 119 F. 3d at 489. The court allowed a
deduction in part, remanding to this Court to allocate the costs
bet ween those that were incurred to prevent the takeover and
those that facilitated the takeover.

[11. Oigin of the daimbDoctrine

The i ssue of whether expenses are deductible or nust be
capitalized may be resolved by the origin of the claimtest.

Whodward v. Conm ssioner, 397 U.S. 572 (1970); United States v.

Glnore, 372 U.S. 39 (1963). Under this test, the substance of
t he underlying claimor transaction out of which the expenditure
in controversy arose governs whether the itemis a deductible

expense or a capital expenditure, regardless of the notives of
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t he payor or the consequences that may result fromthe failure to

defeat the claim See Wodward v. Conmmi ssi oner, supra at 578;

Newar k Morning Ledger Co. v. United States, 539 F.2d 929, 935 (3d

Cr. 1976); dark Gl & Ref. Corp. v. United States, 473 F.2d

1217, 1220 (7th Gr. 1973); Anchor Coupling Co. v. United States,

427 F.2d 429, 433 (7th CGr. 1970). The origin of the claimtest
does not involve a “mechanical search for the first in the chain
of events” but requires consideration of the issues involved, the
nature and objectives of the litigation, the defenses asserted,

t he purpose for which the amounts claimed as deductions were
expended, and all other facts relating to the litigation. Boagn

v. Comm ssioner, 59 T.C 708, 713 (1973). The Supreme Court, in

adopting the origin of the claimtest, chose in favor of

the view that the origin and character of the claim
with respect to which an expense was incurred, rather
than its potential consequences upon the fortunes of
the taxpayer, is the controlling basic test of whether
t he expense was “busi ness” or “personal” and hence
whether it is deductible or not under 8§ 23(a)(2). * * *

United States v. Gl nore, supra at 49.

The origin of the claimdoctrine can hel p determ ne whet her
the termnation fee should be deducted or capitalized by
determ ning whether it is nore closely tied to the Santa Fe-

Honest ake deal or the Santa Fe- Newnont deal.



| V. Petitioner’s Argunents

A. Si gni ficant Benefit

Petitioner argues that Santa Fe did not receive a
significant benefit from paynent of the termnation fee. First,
petitioner argues that paynent of the fee reduced Santa Fe’s net
worth by $65 million. Second, petitioner focuses on the effects
of the Santa Fe- Newnont nerger on Santa Fe. Petitioner points to
the renmoval of Santa Fe’s nanagenent team the renoval of Santa
Fe’s board of directors, the abandonnment of Santa Fe's 5- and 10-
year plans, and the termnation of nore than half of Santa Fe’'s
enpl oyees. Lastly, petitioner argues that Newront closed a
di sproportionate nunber of Santa Fe facilities after the nerger
was consunmmat ed.

B. Oigin of the daim

Petitioner argues that the origin of the claimdoctrine
requires us to find that the origin of the termnation fee lies
with the Santa Fe-Honest ake agreenent, and not the Santa Fe-
Newmont conbi nation. Petitioner points to the fee’'s origin in
the Santa Fe- Honestake agreenent and to the fact that the Santa
Fe- Newnont agreenent al so included its own separate term nation
fee. Petitioner also points to the fact that the obligation to
pay the term nation fee arose before Santa Fe’'s | ater agreenent

wi t h Newnont .
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Petitioner attenpts to rely on 12701 Shaker Blvd Co. V.

Commi ssioner, 36 T.C 255 (1961), affd. 312 F.2d 749 (6th Cr

1963), in support of its argunent. |In that case the Court

determ ned the deductibility of fees paid by a corporation to
retire bonds before issuing new bonds. In rejecting the

t axpayer’s argunment that the fee should be tied to the new bond

i ssue, we stated that the new financing was not so closely tied
to the paying off of the old indebtedness that the two
transacti ons cannot properly be deened as separate and

i ndependent transactions. [d. at 258. Petitioner anal ogizes the

i ssue in Shaker Blvd. Co. to the present issue.

Petitioner next contends that under Wells Fargo Co. & Subs.

v. Comm ssioner, 224 F.3d 874 (8th Cr. 2000), affg. in part and

revg. in part Norwest Corp. & Subs. v. Conmm ssioner, 112 T.C. 89

(1999), the termnation fee is nore directly related to the Santa
Fe- Homest ake agreenent than the Santa Fe- Newnont agreenent.
Therefore, because the fee is only indirectly related to the
Santa Fe- Newnont deal, capitalization is not required under the
origin of the claimdoctrine and the termnation fee is
deducti bl e.

Petitioner further argues that a finding that Newront acted
in a hostile manner supports its position. Petitioner points to

| anguage in Staley Il and United States v. Federated Dept.

Stores, Inc., 171 Bankr. 603 (S.D. Ohio 1994), where the courts
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stated that costs incurred to defend a business fromattack are
deductible. Petitioner contends that these cases, along with
respondent’ s concession that costs incurred to defend a business
are deductible, resolve the instant proceeding in favor of
deductibility.

Lastly, petitioner argues that the term nation fee should be
deduct ed because it served to frustrate, rather than facilitate,
the nerger between Santa Fe and Newnmont. |n petitioner’s view,
this finding—that the fee frustrated Newnont’ s attenpts--brings

the facts of the present case out of the NDOPCO, Inc. line of

cases and into the Staley Il and Federated Dept. Store cases.

C. Petitioner’'s Experts

Petitioner put forth two experts. Petitioner’s first
expert, W Eugene Seago (M. Seago), has worked in the accounting
field for nore than 30 years and is a professor of accounting at
Virginia Polytechnic Institute and State University. M. Seago’s
expert report focused on the termnation fee as it related to
public accounting principles, including whether inclusion of the
fee in Santa Fe’s inconme would fairly represent Santa Fe’s inconme
for 1997.

Petitioner’s second expert, Glbert E. Mtthews (M.
Matt hews), has nore than 45 years of experience in investnent
banking. M. Mitthews’'s report made the foll ow ng concl usions:

(1) That the termnation fee frustrated Newnmont’s attenpts to



- 44 -
acquire Santa Fe; (2) that Newront, although first acting
friendly, was clearly attenpting a hostile takeover; (3) that
Santa Fe as an entity did not benefit fromthe Newnont takeover;
and (4) that although short-term sharehol ders benefited from
Newnont’ s takeover, that benefit did not |last for nore than a
year (i.e., the takeover did not benefit |ong-term hol ders of
Santa Fe stock).

V. Respondent’s Argunents

A. Si gni ficant Benefit

It is respondent’s position that the termnation fee should
be capitalized under section 263(a) and not deducted under
section 162(a). Respondent argues that petitioner paid the
termnation fee in order to enter into the Newront offer.
Respondent argues that Santa Fe was not facing a hostil e takeover
but instead wanted to overhaul its capital structure. Respondent
further argues that Santa Fe’'s entering into an agreenment with
Honmest ake was nerely a negotiating tactic ainmed at convincing
Newnont to increase its offer. Respondent points to Santa Fe’'s
contacting Newnont in Septenber 1996 as the begi nning of Santa
Fe's search for a business conbination. Respondent’s expert
argues that at that tinme Santa Fe was “in play” and any action
taken afterwards was done to secure the highest possible val ue

for Santa Fe's sharehol ders.
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As evidence of this significant benefit, respondent points
to the March 28, 1996, report prepared by S.G Warburg that
advi sed Santa Fe that Santa Fe woul d not becone a first-tier gold
conpany w thout “strategic acquisitions, nergers or alliances.”
Respondent al so points to the Santa Fe board’s deci sion of
Septenber 26, 1996, to investigate a possible nerger with
Newnont. In respondent’s view this statenent is indicative of a
decision by Santa Fe to proceed with a nerger or sale of the
conpany. Respondent also points to statenents by the Santa Fe
board contained in the March 10, 1997, board m nutes and in the
April 4, 1997, SEC Form S-4, Joint Proxy Statenent. Both
docunents indicated that the Santa Fe board viewed the nerger
with Newront as fair and in the best interests of Santa Fe
st ockhol der s:

In the Form S-4, the board of directors indicates that

it unani nously concluded that the nerger is fair and in

the best interests of the Santa Fe sharehol ders, and

accordi ngly, unani nously approved the nerger agreenent

and unani nously resolve to recommend that the Santa Fe

shar ehol ders approve and adopt the nerger agreenent.
Respondent al so points to press rel eases issued by Santa Fe and
Newnont at the time of the nerger generally touting the perceived
benefits of the nerger.

In respondent’s view the termnation fee was paid in order

to enter into an agreenent with Newnmont and thus led to any

benefits gained by entering into the agreenent w th Newront.
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Therefore, the presence of these benefits requires that the
termnation fee be capitalized under section 263.

B. Oigin of the daim

Respondent argues that the origin of the claimdoctrine
requires the capitalization of the term nation fee. Respondent
argues that Santa Fe’'s paynent of the termnation fee was
directly related to the nmerger with Newmont. Respondent
mai ntai ns that Santa Fe was actively seeking a business nerger.

Respondent points to Acer Realty Co. v. Conm ssioner, 132

F.2d 512, 513 (8th Cir. 1942), affg. 45 B.T.A 333 (1941), and

simlar cases. In Acer Realty Co., the Court of Appeals had to

determ ne the deductibility of large salary paynents related to a
capital transaction. The court found that because the |arge
salaries were directly related to a capital transaction, the
salaries were required to be capitalized as part of that

transacti on. In Wells Fargo Co. & Subs. v. Conm ssioner, 224

F.3d 874 (8th G r. 2000), however, the Court of Appeals found
that salaries paid to enpl oyees who worked on a restructuring of
the corporation were deducti bl e because they were not

extraordinary like the salaries in Acer Realty Co. Respondent

di stingui shes Wells Fargo on the grounds that while the salaries

in Wells Fargo woul d have been paid whet her the subject

transactions were entered into or not, the termnation fee at

issue in the instant case woul d not have been paid unless Santa
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Fe entered into a transaction with Newront. Respondent points to
the fact that paynent of the termnation fee was conditioned on a
“Conpany Takeover Proposal” and argues that this proposal is

extraordinary and thus |like the salaries in Acer Realty Co.

Respondent al so argues that petitioner’s application of the
origin of the claimdoctrine is inproper because petitioner is
sinply applying the doctrine in a nechanical way according to
whi ch agreenent was entered into first. Respondent argues that
we have previously rejected this application of the doctrine in

Boagni v. Conmm ssioner, 59 T.C. at 713. Respondent argues that

t he Santa Fe- Newnont agreenent triggered the termnation fee and
that the termnation fee was paid so Santa Fe could enter into an
agreenent with Newront. Therefore, the term nation fee was
directly associated with and facilitated the nerger, unlike the

sal ary expenses in Wl ls Fargo.

Respondent al so disputes petitioner’s clained reliance on

Staley Il and United States v. Federated Dept. Stores, Inc., 171

Bankr. 603 (S.D. Ohio 1994). Regarding Staley Il, respondent
frames the issue in the present case as whether the term nation
fee facilitated the nerger that took place and argues that Stal ey
Il in fact requires capitalization of the term nation fee.
Respondent argues that Santa Fe faced one decision in March 1997:
to proceed with Honmestake and not pay a fee or proceed with

Newmont and pay a fee. Under respondent’s view, Santa Fe’'s
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decision to proceed with Newnont neans that the term nation fee
becane a cost to Santa Fe of fulfilling its overall objective of
conbining with another |arge m ning conpany. Therefore, the
termnation fee “facilitated” the Santa Fe- Newront nerger and
shoul d be capitalized.

Respondent argues that Federated Dept. Stores is

di stinguishable. In Federated Dept. Stores, the District Court

based its holding on the fact that “the subject hostile takeovers
could not, and did not provide Federated or Allied with the type

of synergy found in INDOPCO. ” United States v. Federated Dept.

Stores, Inc., supra at 609. Respondent argues that in the

present case, the synergies found in NDOPCO Inc. are present;

therefore, Federated Dept. Stores does not apply. Respondent

al so argues that Federated Dept. Stores is distinguishable

because there the targets engaged in defensive tactics that
respondent argues are not present here. The District Court
stated that “The bankruptcy court specifically found that the
‘[d] ebtors engaged in protracted and strenuous defensive tactics
when faced, involuntarily, with the threat of Canpeau’ s hostile

acquisition.’”” United States v. Federated Dept. Stores, Inc.,

supra at 610 (quoting In re Federated Dept. Stores, 135 Bankr. at

961). Respondent argues that Santa Fe did not engage in any

hosti |l e def enses, even though there were a nunber of possible
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defensive tactics at its disposal (such as poison pills or
shar ehol der rights plans).

C. Respondent’s Expert

Respondent produced one expert witness, WIlliamH Purcel
(M. Purcell), a senior director at a Washington, D.C investnent
banking firm M. Purcell has over 40 years of experience in the
i nvest ment banki ng busi ness.

M. Purcell made a nunber of findings in support of
respondent’s argunents, including: (1) That the Santa Fe- Newnont
transaction was not hostile; (2) that Santa Fe put itself into
play as of October 1, 1996; and (3) that Santa Fe used the
termnation fee as a tool to maxim ze value for Santa Fe's
shareholders. In M. Purcell’s view, Santa Fe entered into an
agreenent wi th Honest ake because Santa Fe wanted to send a
message to Newnmont that Newront woul d have to raise its bid in
order to acquire Santa Fe.

VI. Analysis

As di scussed above, we nust determ ne whet her paynent of the
termnation fee “[generated] significant benefits for * * *

[ Santa Fe] extending beyond the end of the taxable year.”

Metrocorp. Inc. v. Commi ssioner, 116 T.C. at 222. As we stated

in Metrocorp: “Expenses must generally be capitalized when they
either: (1) Create or enhance a separate and distinct asset or

(2) otherw se generate significant benefits for the taxpayer
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ext endi ng beyond the end of the taxable year.” 1d. at 221-222.
However, we nust take care not to interpret every benefit
received after paynent of the termnation fee as being caused by
or related to the term nation fee.

We note at the outset that this was clearly a hostile
t akeover of Santa Fe by Newnmont. The nanagenent, board of
directors, and investnent bankers of Santa Fe considered Newnont
hostile. Although initial contacts between the two entities were
informal, Newront went directly to Santa Fe’' s sharehol ders once
it learned that Santa Fe and Honestake had entered into an
agreenent. The presentations Gol dman Sachs nmade to Newnront
executives clearly foresaw a hostile takeover. M. Canbre’s
letters to the Newront board anticipated a fight and warned the
board that this would | ead to hi gher costs.

Executives of Santa Fe, Newnont, and Honmestake all testified
credibly that this was a hostile takeover. Further, we find
credible petitioner’s expert M. Mitthews’ s conclusion that this
was a hostile takeover. Respondent’s expert’s contention that
this was a friendly transaction is at odds with the record as a
whol e and is not credible.

Al t hough the nerger was described in terns of “shared
synergies”, the only synergy found in the transaction benefited
Newmont. By acquiring Santa Fe, Newmront was able to obtain Santa

Fe’s land whil e disregarding nost of Santa Fe’s annual expenses.
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The record makes clear that Newnront was primarily interested in
obtaining Santa Fe's | and position, and the only way for Newnont
to acquire Santa Fe’s land was to purchase the entire conpany.
Because Newnont was primarily interested in Santa Fe’'s land, it
qui ckly term nated Santa Fe’'s enpl oyees and di scarded the
busi ness plans of Santa Fe’'s managenent. Al though Santa Fe the
entity continued to exist on paper, it was nothing nore than a
shel |l owni ng val uabl e | and.

Santa Fe did not reap the types of benefits present in

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79 (1992). After the

mer ger was conpl eted, Newnont shut down Santa Fe’'s headquarters
and |l et go nost of its managenent. The Suprene Court’s deci sion

in INDOPCO, Inc. to require capitalization of the fees at issue

therein relied on findings of this Court and the Court of Appeals
for the Second Crcuit that the expenditures at issue benefited
the operations of the taxpayer incurring the fees. Santa Fe’'s
operations did not benefit from paynent of the term nation fee.
Santa Fe’'s executives testified credibly that Santa Fe did
not have as a strategic goal a business nerger with any other
m ni ng conpany. Newnont was a hostile acquirer. |In attenpting
to avoid Newnont’s overtures, Santa Fe sought a white knight:
Honest ake. Santa Fe was defendi ng agai nst an unwant ed
acquisition in an effort to maintain and protect its grow ng

business. The termination fee was contracted for in an attenpt
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to salvage its business plan and enpl oyees through a white knight

conbi nation. See United States v. Federated Dept. Stores, Inc.,

171 Bankr. at 610.

The termnation fee was intended to protect the Santa Fe-
Honmest ake agreenent, to deter conpeting bids, and to reinburse
Honestake for its tine and effort in the event that the deal was
term nated. Although Santa Fe had structural defenses in place,
its major defensive strategy was to engage in a capital
transaction with a third party that would prevent Newmont’s
acquisition. This attenpt failed. The record does not support a
finding, and we do not find, that paying the term nation fee
produced any |long-term benefit. See id. Respondent argues that

Federated Dept. Stores is distinguishable on the facts because

Santa Fe allegedly did not engage in defensive neasures; however,

the District Court in Federated Dept. Stores stated that the

targets “engaged in defensive neasures--the white knight
proposals with DeBartolo and Macy respectively.” 1d. The white

kni ght transactions in Federated Dept. Stores were in fact viewed

by the court as defensive neasures neant to prevent the
respective takeovers. The Santa Fe-Honestake agreenent was a
def ensi ve neasure neant to prevent Newnont’s takeover of Santa
Fe. The term nation fee was a part of the Santa Fe- Honest ake
agreenent and served as a defense agai nst Newront. Any benefit

as a result of incurring the termnation fee died along with the
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Sant a Fe- Honest ake agreenent. Had Santa Fe’s sharehol ders
rejected the Santa Fe-Newnont agreenent, or had sonme exigent
circunstance arisen that required termnation of the Santa Fe-
Newnont agreenent, Santa Fe woul d not have recovered the $65
mllion.

Al though the fact that National Starch becanme a subsidiary
as aresult of its nerger was viewed as a benefit supporting

capitalization in INDOPCO,_ Inc., we do not find Santa Fe's

becom ng a subsidiary to be a significant benefit. [In [ NDOPCO

Inc., National Starch’s nmanagenent vi ewed becom ng a subsidiary
as a positive aspect of the acquisition because it relieved
National Starch of its sharehol der responsibilities. The Suprene
Court relied on this change of ownership in support of its
decision to require capitalization precisely because the change
in owmership structure served to benefit National Starch’s
operations. In the instant case, Santa Fe did not becone a
subsi di ary which functioned nuch as Santa Fe had before the
merger. Santa Fe no |onger functioned as an autononbus busi ness
after the nerger. Santa Fe viewed Honmestake as a potential white
knight to avoid just this result. Santa Fe managenent sought an
agreenent with Honestake to avoid bei ng absorbed by Newnont, but
the results of the Newmont nerger confirmthe accuracy of their
concerns that Santa Fe would lose its operating identity in a

merger with Newnont.
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As stated above, the record does not support a finding that
Santa Fe had as an overarching goal a business conbination. The
fact that the Santa Fe board had hired investnent advisers and
knew the state of the industry before initiating contact with
Newmont does not nean that Santa Fe had decided on a corporate
restructuring. Santa Fe executives testified credibly that Santa
Fe's first contact with Newmont was neant to be preventative and
meant to enable Santa Fe to remain in control of any
i nvestigation and agreenent. The Santa Fe-Newnont agreenent was
not a nodified formof the Santa Fe-Honestake agreenent. Paynent
of the termnation fee and subsequent signing of the Santa Fe-
Newnont agreenment was not, in substance, a continuation of the
Sant a Fe- Honest ake agreenent in sone nodified form The two
transactions were separate: (1) A white knight transaction; and

(2) a hostile takeover. See United States v. Federated Dept.

Stores Inc., supra at 611

Santa Fe viewed Newnont’s overtures as hostile; and in an
attenpt to defeat Newnont's takeover, Santa Fe sought out
Honest ake as a white knight. Because Newront’'s offer was higher
t han Honest ake’s, the Santa Fe board believed that in order to
fulfill its fiduciary duties the board had to termnate its
agreenent wi th Honmestake and accept Newmont’s higher offer. The
facts do not support respondent’s contention that the term nation

fee was paid to restructure Santa Fe in hopes of sone future
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benefit. See id. The termnation fee was paid to Honestake to
conpensate it for whatever expenses it incurred. See id. As the

District Court concluded in Federated Departnent Stores: “in the

i nstant case, the white knight nmergers were abandoned. Any
effect that this nerger had on the later nerger wwth Canpeau is
irrelevant.” 1d. at 611-612.

This Court’s holdings in Staley | and Norwest Corp. & Subs.

v. Comm ssioner, 112 T.C. 89 (1999), are distinguishable.

In Norwest Corp. & Subs. v. Conm ssioner, supra at 102, we

requi red the taxpayer to capitalize salaries paid to bank
executives for work perfornmed in relation to a friendly nerger
that provided the bank with significant |ong-termbenefits.
Because of a change in State banking |aw, the taxpayer, a snal

| ocal bank, sought out a nerger with a larger national bank. The
t axpayer nmerged with Norwest because doing so would allow the
bank to continue operating conpetitively. After the transaction,
t he bank remained in operation and offered a wi der array of
services than the bank had offered previously. 1d. at 95.

Rel ying on | NDOPCO,_ Inc., we required capitalization because

t he di sputed expenses “enabled * * * [the taxpayer] to achieve
the long-termbenefit that it desired fromthe transaction”

Norwest Corp. & Subs. v. Conmm ssioner, supra at 100. Al though

t he expenses were not directly related to the benefit, we
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requi red capitalization because “the costs were essential to the
achi evenent of that benefit.” 1d. at 102.

In Staley |, as discussed above, we required the taxpayer to
capitalize fees paid to investnent bankers incident to a
t akeover. The taxpayer was a producer of food sweeteners and
faced a takeover. The taxpayer hired and paid advi sers who
counsel ed the taxpayer before the takeover. Utinmately, the
board of the taxpayer decided to accept the acquirer’s offer. W
held that the expenses had to be capitalized because they were
incurred incident to the taxpayer’'s change of ownership, from
which it derived significant |ong-term benefits.

Unlike Staley I, the present case features a white knight--
Honestake. Further, the acquirer in Staley |I had | ong-term pl ans
for the target corporation. Although the acquirer’s plans
di verged fromthose of the target’s managenent, they were plans
t hat nonet hel ess involved the target’s operation as an ongoi ng
conpany. After the takeover, the taxpayer existed and operated
as a business. In the present case, Newnont did not have any
pl ans for Santa Fe’'s continued operation, and Santa Fe did not
oper ate post takeover.

In contrast to Norwest Corp. & Subs., the instant

transaction was not friendly. Newront proceeded in a hostile
manner once its initial contacts were rebuffed. Newront’s board

and managenent planned for and effected a hostil e takeover.
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Secondly, Santa Fe did not reap the type of benefits present in

Norwest Corp. & Subs. Santa Fe was not able to operate in an

i nproved manner once the transaction was conpleted. Santa Fe did
not have access to wider services as a result of the nerger, and
Santa Fe was not able to operate conpetitively once taken over.

Santa Fe, unlike the taxpayer in Norwest Corp. & Subs.,

effectively ceased to exist.

Both Norwest Corp. & Subs. and Staley | focused on

corporations whose operations benefited fromthe respective
paynments at issue. In the present case, Santa Fe’'s operations
did not inprove as a result of paynent of the term nation fee.

As a result of the conbination Santa Fe ceased operation.

Al t hough the nerger was described in ternms of synergies between
the two conpanies, the result of the transaction was that Newront
was able to mne Santa Fe’'s land while cutting any duplicate

costs. In INDOPCO, Inc. the taxpayer’s operations inproved

because it gained access to National Starch’ s large distribution

network. In Norwest Corp. & Subs., the taxpayer benefited

because it was both able to remain in conpetition in a nuch nore
conpetitive market and able to offer a w der range of services
than it had before. In Staley I, the taxpayer benefited because
as aresult of its conbination it noved away from recent
strategi c expansions into new industries back to its core

busi ness | i nes.
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Paynment of the termnation fee did not lead to significant
benefits for Santa Fe extendi ng past the year at issue.
Accordingly, petitioner is entitled to deduct the amount of the
term nation fee pursuant to section 162. |In the Iight of our
reasoni ng as stated above, we do not reach petitioner’s argunent
concerning the origin of the claimdoctrine.

VI1. Concl usion

On the basis of the foregoing, petitioner is entitled to
deduct the term nation fee pursuant to section 162.

VI, Section 165

Section 165 allows current deductions of any “loss sustained
during the taxable year and not conpensated for by insurance or
otherwise.” Section 165 allows a current deduction for costs
associated wth an abandoned capital transaction. Sibley,

Lindsay & CQurr Co. v. Conm ssioner, 15 T.C 106 (1950). These

princi pl es have been applied even though the abandoned
transaction, if consummated, would be a capital transaction and
t he associ ated costs would have to be capitalized. See

Doer nbecher Manufacturing Co. v. Conm ssioner, 30 B.T. A 973

(1934), affd. on other grounds 80 F.2d 573 (9th Cr. 1935). The
question is whether the subject transaction was actually

abandoned. United States v. Federated Dept. Stores, Inc., 171

Bankr. at 611. The | oss nust be evidenced by a closed and

conpl eted transaction, fixed by identifiable events. Sec. 1.165-
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1(b), (d), Inconme Tax Regs. The regulations also provide that
the | oss nust be bona fide and that substance, not nmere form
shall govern in determ ning a deductible loss. Sec. 1.165-1(b),

I ncone Tax Regs. In Sibley, Lindsay & Curr Co. v. Conm SsSioner,

supra, the taxpayer’s bankers prepared three separate
restructuring plans. The taxpayers chose one of the three and
attenpted to deduct the cost of the other two. This Court

al l oned a deduction for the cost of the other two restructuring
pl ans because they were separate plans distinct fromthe
restructuring that was carried out. |[d. at 110.

The District Court in United States v. Federated Dept.

Stores, Inc., 171 Bankr. 603 (S.D. Chio 1994), also found that

the taxpayers were entitled to deduct the term nation fees
pursuant to section 165. The District Court stated that both
targets were presented with two nutually exclusive capita
transactions: Mergers with the white knights, or nergers with
the hostile acquirer. 1d. at 611. The District Court reasoned
t hat each transaction “nust be viewed separately” and went on to
state that “Just because a failed capital transaction has sone
effect on a |ater successful capital transaction does not prevent
a deduction for a loss sustained in the failed transaction.” |d.
Respondent argues that petitioner is not entitled to claima
deduction for an abandonnent | oss. As stated above, respondent

argues that beginning in Cctober 1996 Santa Fe had as a goal a
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corporate restructuring. Respondent views the potential Newnont
and Honest ake deals as two nutual ly exclusive alternatives, each
a part of this goal. Because Santa Fe could nerge with only one,
and because Santa Fe had to term nate the Santa Fe- Honest ake
agreenent to nerge with Newnront, the term nation fee should not
be all owed as a deduction under section 165 because Santa Fe
never abandoned its goal of a conmbination and in fact satisfied
it by merging with Newnont. Respondent argues Santa Fe’'s goal
was a business nerger, not that the Honmestake and Newnont nergers
were two separate transactions. Therefore, because (1) Santa Fe
conbi ned with Newnont, (2) the termnation fee was paid to
facilitate that nmerger, and (3) because no transacti on was
abandoned, there was no closed transaction w th Honest ake.

Respondent argues that caselaw requires the capitalization
of fees paid to extricate a party fromone contract in order to
enter into a nore favorable contract as part of an integrated
pl an or overall objective. Respondent points to a |line of cases
where costs related to mutually exclusive alternatives that were
part of an integrated plan were not allowed as abandonnent
| osses. Respondent further argues that Santa Fe nade a vol untary
and wel | -t hought-out decision to term nate the Honestake
agreenent, pay the termnation fee, and nerge with Newront.

Petitioner argues that Santa Fe was faced with two separate

transactions: (1) A hostile takeover by Newnont; and (2) a white
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kni ght transaction with Honestake. Santa Fe managenent, in
petitioner’s view, was not engaged in one overarching plan to
restructure the conpany’ s capital structure. Santa Fe attenpted
to avoid Newnont’'s overtures by entering into a deal with
Honest ake. \When Newnont increased its offer, the Santa Fe board
had no choice but to abandon the Honmestake deal. Therefore,
petitioner argues, the termnation fee paid to Honestake was part
of an abandoned transaction and petitioner is allowed to deduct
the termnation fee under section 165.

Petitioner again anal ogizes the current case to Federated

Dept. Stores. Respondent argues that Federated Dept. Stores does

not apply and argues that the key fact underlying the Federated

Dept. Stores decision—-that neither of the targets in that case

had voluntarily term nated their nmerger agreenents in order to
engage in a nore favorable nerger—is not present here.

We agree with petitioner. The facts in this case do not
show that Santa Fe pursued a corporate restructuring. It is
clear that the board and nanagenent of Santa Fe did not want to
be taken over by a large conpetitor so shortly after the conpany
was spun off fromits fornmer parent. Santa Fe viewed Newnont as
hostile and entered into a white kni ght agreenent w th Honest ake
in order to prevent Newnont’s acquisition. Later, Santa Fe was
forced to abandon its agreenent with Honestake when it becane

clear that Newnont’'s offer had to be accepted. When Newnont
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raised its bid above that of Honestake and Honestake refused to
match it, Santa Fe had no choice. Delaware |aw required that the
board nmenbers choose the hi ghest value for their sharehol ders.
This forced Santa Fe to breach the Santa Fe-Honest ake agreenent
and pay the termnation fee. At that tinme, the Santa Fe-
Honmest ake nmerger was abandoned. The term nation fee was paid as
a result of that abandonnment and was therefore a cost of the
abandoned nerger w th Honest ake.

Accordingly, Santa Fe is alternatively entitled to a
deduction under section 165. Santa Fe viewed the possible
transactions with Honmest ake and Newnmont as separate and distinct.
The two possi bl e conbinations were not part of an overall plan by
Santa Fe to change its capital structure. The Santa Fe- Honest ake
agreenent was a closed and conpl eted transaction that Santa Fe
| at er abandoned when it entered into the Santa Fe- Newnont
agr eenent .

| X.  Concl usi on

On the basis of the foregoing, petitioner is entitled to a
deduction of $65 mllion pursuant to sections 162 and 165 for the
termnation fee paid to Honest ake.

Accordi ngly,

Deci sion will be entered

under Rul e 155.




