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MEMORANDUM OPI NI ON

CHI ECHI, Judge: These cases are before us on the notion for
partial summary judgnent of petitioners (petitioners’ notion) and
the notion for partial summary judgnent of respondent (respon-
dent’s notion). W shall grant petitioners’ notion, and we shall
deny respondent’s noti on.

Backgr ound

The parties are in agreenent regarding or do not dispute the
follow ng facts.?

At the tine petitioner Ralphs Gocery Co. (RG) and its
subsidiaries filed the petition in the case at docket No. 20364-
06, all of RGC s stores and its main warehouse were | ocated, and
all goods and services were provided, exclusively in California.

At the tine petitioner Fred Meyer, Inc. (Fred Meyer), and

its subsidiaries filed the petition in the case at docket No.

The parties filed with the Court a stipulation of facts
together wth stipulated exhibits attached and an agreed state-
ment of material facts that are to control for purposes of their
respective notions for partial sumnmary judgnent. (W shall refer
to that stipulation together wwth those exhibits and that agreed
statenent as the parties’ agreed facts.) The parties’ agreed
facts pertain to, inter alia, the requirenents and effects of the
U. S. Bankruptcy Code (Bankruptcy Code), 11 U S.C. (2006).
Respondent objected to several stipulated exhibits. W shall not
rule on respondent’s evidentiary objections. That is because we
need not rely on the exhibits to which respondent objects in
order to resolve the questions presented in the parties’ respec-
tive notions for partial summary judgnent.
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25969- 06, Fred Meyer had its headquarters in Oregon and provi ded
goods and services primarily in Oregon and Washi ngt on.

At the tine petitioners filed their respective petitions,
RGC and Fred Meyer were subsidiaries of the Kroger Co. (Kroger)
and were nenbers of Kroger’s consolidated group for Federal
income tax (tax) purposes. At that tinme, Kroger had its head-
quarters in Chio.

In 1873, George A Ral phs founded a grocery store business
in Los Angeles, California (Ral phs grocery store business). That
busi ness remai ned privately owned for over 90 years. In 1968,
Feder at ed Departnment Stores, Inc. (Federated), purchased the
Ral phs grocery store business fromits then owners. Federated
operated that business as an unincorporated division of Federated
until 1988.

In 1986, Canpeau Corp. (Canpeau), a corporation organized
under the | aws of Canada, acquired Allied Stores Corp. (A lied)
for approximately $3.6 billion. At that tine, Allied operated
certain retail departnent stores through certain of its subsid-
iaries.

I n 1988, Canpeau acquired Federated for approximately $6.7
billion. At that tinme, in addition to operating the Ral phs
grocery store business, Federated operated certain retail depart-
ment stores through certain of its subsidiaries. Canpeau’s

acquisition of Federated constituted a qualified stock purchase
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under section 338(d)(3).2 1In connection with its acquisition of
Federat ed, pursuant to section 1.338-4T(f)(6), Tenporary I|Inconme
Tax Regs., 50 Fed. Reg. 16413 (Apr. 25, 1985), Canpeau nade a
protective carryover basis election and an offset prohibition

el ection.

In order to finance Canpeau’ s acquisitions of Allied and
Federated,® certain subsidiaries of Canpeau borrowed funds from
Ci ti bank, Bank of Montreal, Banque Paribas (Paribas), the Edward
J. DeBartolo Corp. (EJDC), and Aynpia & York CC Limted (Q&Y).

On June 6, 1988, Ral phs Acquisition Co. was incorporated
under the |laws of Delaware. Around that date, Federated trans-
ferred all of the assets and the liabilities of the Ral phs
grocery store business to a transitory subsidiary (Newco) in
exchange for all of the comon stock of Newco. Thereafter, Newco
merged with and into Ral phs Acquisition Co., which changed its

name to Ral phs Grocery Co. (Ralphs).* As part of that nerger,

2All section references are to the Internal Revenue Code
(Code) in effect at all relevant tines.

3The parties agree that certain subsidiaries of Canpeau
borrowed funds in order to finance Canpeau’ s acqui sitions of
Al lied and Federated. However, the parties’ agreed facts do not
refer to any anmounts that Canpeau or any of its subsidiaries
borrowed with respect to the acquisition of Allied.

‘Ral phs Grocery Co. that we shall refer to as Ral phs is not
the sane entity as petitioner Ral phs G ocery Co. As discussed
bel ow, in June 1995 Ral phs was nerged i nto Ral phs Supernmarkets,
Inc. (RSI). Thereafter, RSI, the surviving conpany, assuned the
name Ral phs G ocery Co.
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Federated transferred to Ral phs all of the conmmon stock of Newco
i n exchange for a promissory note of Ralphs in the amount of $900
mllion. (We shall refer to the series of transactions by which
Federated transferred the Ral phs grocery store business to Newco
and Ral phs in exchange for a $900 mllion prom ssory note as the
Ral phs incorporation transaction.) For tax purposes, the Ral phs
i ncorporation transaction was treated in part as an interconpany
asset sale and in part as a dividend distribution of the Ral phs
grocery store business. The Ral phs incorporation transaction
resulted in a deferred interconpany gain (Ral phs deferred inter-
conpany gain) in excess of $500 mllion. At an undiscl osed date
after the Ral phs incorporation transaction, all of the outstand-
ing comon stock of Ral phs® was transferred to Allied and Hol d-
ings I'll, Inc. (Holdings Ill), an indirect subsidiary of Canpeau
t hat had been incorporated in 1988.

Canpeau organi zed its operations in the United States

t hrough Federated Stores, Inc. (FSI), a holding conpany fornerly

°I'n August 1988, Ral phs issued to certain executives and
certain key enpl oyees of Ral phs 170,000 shares of nonvoti ng
series A preferred stock (series A nonvoting preferred stock) and
130, 000 shares of nonvoting series B preferred stock (series B
nonvoting preferred stock) for an aggregate price of $3 mllion.
A portion of the series A nonvoting preferred stock was required
to be redeened each year beginning in 1992 and continui ng through
1998. A portion of the series B nonvoting preferred stock was
required to be redeened each year beginning in 1992 and conti nu-
ing through 1996. |In addition, Ralphs was permtted to redeem at
any tinme the series A nonvoting preferred stock and the series B
nonvoting preferred stock provided that it gave the owners of
that respective stock five days notice of any such redenpti on.
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known as Canpeau Corp. (U.S.), Inc. FSI was the parent corpora-
tion of a consolidated group (FSI consolidated group) for tax
pur poses that consisted of approxinmately 60 other U S. corpora-
tions, including Allied, Federated, and Ral phs, that filed a
single consolidated tax return for each of the taxable years
ended January 31, 1989 through 1993, and that had an ownership
structure as of October 28, 1991, as described below. ® Certain
menbers of the FSI consolidated group were engaged in the real
estate business, certain other nmenbers were engaged in the retai
departnment store business, and Ral phs was engaged in the grocery
store busi ness.

As of Cctober 28, 1991, FSI owned: (1) 100 percent of the
out st andi ng conmon stock of Holdings I1l, (2) 100 percent of the
out st andi ng common stock of Canpeau Properties, Inc. (CPl), and
(3) 100 percent of the outstandi ng conmon stock of each of
certain corporations (FSI shopping center corporations) that each
owned certain shopping centers.”’

As of October 28, 1991, CPI, which had been incorporated in

1988 and was serving as a holding conpany for FSI’'s ownership

6Att ached as an appendix is a chart show ng the ownership
structure as of Oct. 28, 1991, of the nenbers of the FSI consoli -
dat ed group.

'Each of the FSI shopping center corporations held a 50-
percent interest in certain partnerships. EJDC owned directly or
indirectly the remai ning 50-percent interest in each of those
part ner shi ps.
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interests in certain shopping mall devel opnents that FSI, EJDC,
and their respective affiliates were to develop jointly, owned
7.5 percent of the outstanding common stock of Federated Hol d-
ings, Inc. (Holdings).

As of October 28, 1991, Holdings Il owned: (1) 100 percent
of the outstanding common stock of Federated Holdings Il, Inc.
(Holdings I1), (2) approximately 83.75 percent® of the outstand-

i ng common stock of Ral phs, (3) a prom ssory note due from
Federat ed (Federated note) in the principal amount of $75 ml -
lion, and (4) a prom ssory note due fromAllied (Allied note) in
t he principal anount of $100 million.

As of COctober 28, 1991, Holdings I, which had been incorpo-
rated in 1990, owned: (1) 100 percent of the outstandi ng common
stock of Allied,® (2) 28.04 percent of the outstandi ng conmon
stock of Holdings, and (3) a residual interest in certain collat-
eral relating to a certain nonetization agreenent.

As of Cctober 28, 1991, Allied owed: (1) 50 percent of the

out st andi ng conmon st ock of Hol dings, (2) approximtely 16.25

81n the parties’ agreed facts, the parties agreed to the
approxi mat e percentage of the outstanding common stock of Ral phs
that Holdings Il owned. For convenience, we shall not refer
hereinafter to that ownership percentage as approxi nate.

°As of Cct. 28, 1991, Allied also had outstanding certain
preferred stock that was publicly traded.
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percent® of the outstanding coomon stock of Ral phs, and (3) 100
percent of the stock of each of certain operating subsidiaries
that were engaged in the retail departnent store business.

As of October 28, 1991, certain investors unrelated to the
menbers of the FSI consolidated group owned 6.96 percent of the
out st andi ng conmon stock of Hol dings. As of that date, EJDC
owned 7.5 percent of the outstandi ng common stock of Hol di ngs.

On Decenber 12, 1991, EJDC sold that stock of Holdings to FSI for
$1. After that sale, EIDC was not a stockhol der of any nenber of
the FSI consolidated group

As of Cctober 28, 1991, Hol di ngs, which had been incorpo-
rated in 1988, owned: (1) 100 percent of the outstandi ng common
stock of Federated and (2) the residual interest in a $1 mllion
escrow fund.

As of October 28, 1991, Federated owned 100 percent of the
stock of each of certain operating subsidiaries that were engaged
in the retail departnent store business.

Certain nmenbers of the FSI consolidated group borrowed funds
fromcertain financial institutions in order to finance Canpeau’ s
acqui sition of Federated (discussed above). |In May 1988, Bank of

Montreal and Paribas lent $500 million to FSI in order to finance

'n the parties’ agreed facts, the parties agreed to the
approxi mat e percentage of the outstanding common stock of Ral phs
that Allied owned. For conveni ence, we shall not refer hereinaf-
ter to that ownershi p percentage as approxi nate.
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Canpeau’ s acqui sition of Federated. |In April 1989, FSI prepaid
that loan in full. FSI made that paynment by using a $500 million
di vidend that Holdings Il had paid to FSI around that tinmne.
Around April 1989, before paying that dividend, Holdings Il
received a $500 mllion dividend fromHoldings Il. Around the
same tinme, Holdings Il had raised the $500 mllion that it used
to pay that dividend by selling to Allied for $500 mllion
(1) approximately 36.2 percent of the outstanding common stock of
Hol dings and (2) an option to purchase an additional 1 percent of
t he outstandi ng common stock of Hol di ngs.

In May 1988, EJDC lent $480 million to FSI (EJDC equity
|l oan) to finance Canpeau’s acquisition of Federated. That | oan
was evi denced by a promi ssory note in the amount of $480 million
(FSI $480 mllion note) that FSI issued to EJDC. ! 1In connection
with the EIJDC equity | oan, EJDC, Canpeau, FSI, and CPl executed a
docunent entitled “MASTER PLEDGE AGREEMENT” (EJDC naster pl edge
agreenent).

In April 1989, FSI and EJDC refinanced the EIJDC equity | oan
and renegotiated its ternms. Pursuant to that refinancing, EJDC
returned to FSI the FSI $480 million note in exchange for a new

prom ssory note fromFSI in the anount of $480 mllion (FSI new

BEJDC al so received in consideration for the EIJDC equity
loan (1) 7.5 percent of the outstanding common stock of Hol di ngs,
which it owned as of Cct. 28, 1991, and (2) a pledge of the
out st andi ng conmon stock of Hol dings that CPI owned (i.e., 7.5
percent of the outstanding common stock of Hol di ngs).



- 10 -
$480 mllion note).!? Canpeau guaranteed FSI’'s paynent of al
suns due under the FSI new $480 mllion note.

In connection with the refinancing of the EJDC equity | oan,
EJDC, Canpeau, FSI, Holdings Ill, CPlI, and the FSI shopping
center corporations executed a docunent entitled “MASTER PLEDGE
AGREEMENT” (EJDC revised master pledge agreenent) that superseded
the EJDC master pledge agreenent. Under that revised pledge
agreenent, certain nenbers of the FSI consolidated group pledged
to EJDC the follow ng properties as security for FSI’'s perfor-
mance under the FSI new $480 million note: (1) 100 percent of
t he outstandi ng coommon stock of CPlI that FSI owned, (2) certain
partnership interests and certain stock that CPlI owned, including
t he common stock of Holdings that CPI owned, (3) the stock that
FSI owned in each of the FSI shopping center corporations and the
respective partnership interests that each of those corporations
owned, (4) 100 percent of the outstanding comon stock of
Allied,®® and (5) the 83.75 percent of the outstandi ng conmon

stock of Ral phs that Holdings Il owed. The EJDC revi sed naster

2EJDC retai ned the pledge consisting of the 7.5 percent of
t he outstandi ng cormmon stock of Hol dings that CPI owned and that
EJDC had received as consideration for the EJDC equity |oan. See
supra note 11.

Bln April 1989, FSI owned directly 100 percent of the
out standi ng conmon stock of Allied. As of Cct. 28, 1991, Hol d-
ings Il owned 100 percent of the outstandi ng common stock of
Allied. The parties’ agreed facts do not establish how or when
Hol dings Il acquired that stock.
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pl edge agreenent provided that EJDC was to rel ease on May 1,
1991, the pledge by Holdings IIl of the 83.75 percent of the
out standi ng stock of Ral phs that Holdings Il owned. EJDC did
not rel ease that pledge on May 1, 1991.

Each of the pledges under the EJDC revi sed nmaster pledge
agreenent was subordinate to (1) FSI’'s paynent of all suns due
under the FSI new $480 nmillion note and (2) Canpeau’s guaranty of
FSI's paynent of those suns. The EJDC revi sed master pledge
agreenent did not state that any pledge of property under that
agreenent had priority over any other pledge of property under
t hat agreenent.

On April 7, 1989, Citibank, Bank of Mntreal, and Pari bas
provided to Allied certain revolving working capital in the
amount of $280 million. On the sane date, Bank of Montreal and
Pari bas provided to Allied a certain revolving inventory facility
in the amount of $70 mllion.

On Septenber 12, 1989, O&Y agreed to lend up to $250 million
to Canpeau. Thereafter, Canpeau borrowed $175 million of that
$250 million from Q&Y (Canpeau $175 nmillion loan). Canpeau then
lent $175 million to FSI that was evidenced by a note fromFSI in
t he amount of $175 million (FSI $175 mllion note). Thereafter,
FSI lent $175 mllion to Holdings Il that was evidenced by a
note fromHoldings Il in the amount of $175 mllion (Hol dings

1l note). The Holdings IIl note was payable no | ater than
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Septenber 12, 1991, and provided for an interest rate of 9.875
percent per year

Hol dings |1l used the $175 million that it borrowed from FSI
to lend $100 million to Allied and $75 mllion to Federated that
were evidenced by the Allied note and the Federated note, respec-
tively.

On Septenber 18, 1989, Holdings |1l guaranteed the Canpeau
$175 million | oan that Canpeau received from O&%Y around Septenber
12, 1989. On Septenber 18, 1989, Holdings Ill also pledged to
Q&Y as security for that guaranty the outstandi ng conmon stock of
Ral phs that Holdings Ill owned (i.e., 83.75 percent). That
pl edge was subject to the security interest of EJDC in that stock
under the EJDC revised master pledge agreenent.

In late 1989, certain nenbers of the FSI consolidated group
becanme aware that they would be unable to nake paynents tinely
wWth respect to the debt that each had incurred. As a result,
bet ween January 14 and March 30, 1990, FSI and certain of its
subsi diaries, including Holdings, Holdings Il, and Holdings 111,
filed in the U S. Bankruptcy Court for the Northern District of
California (California U S. Bankruptcy Court) respective vol un-
tary petitions for relief (chapter 11 petitions) under chapter
11, entitled “Reorgani zation”, of the Bankruptcy Code, 11 U S. C
secs. 1101-1174. (W shall refer collectively to FSI and certain

of its subsidiaries that filed chapter 11 petitions in the
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California U S. Bankruptcy Court as the FSI debtors.) At the

time Holdings Il filed its chapter 11 petition in the California
U. S. Bankruptcy Court, the Holdings IIl note was the only evi-
dence of indebtedness of Holdings Il for noney that it had
bor r oned.

In the chapter 11 petition that it filed wwth the California
U. S. Bankruptcy Court, Holdings IIl reported total assets of
$1, 004, 285,000 and total liabilities of $657,778,000. In the
consol i dat ed bal ance sheets for each of the taxable years ended
January 31, 1991 through 1993, the FSI consolidated group re-
ported, based on book value, the following total assets and total
liabilities (not including stockholders equity) of Holdings II

as of the beginning of each of those taxable years:

Dat e Total Assets Total Liabilities
Feb. 1, 1990 $179, 754, 880 $179, 754, 879
Feb. 1, 1991 180, 457, 073 179, 754, 880
Feb. 1, 1992 180, 293, 905 179, 775, 064

On January 15, 1990, Allied and certain of its
subsidiaries (collectively, Alied debtors) and Federated and
certain of its subsidiaries (collectively, Federated debtors)
filed in the U S. Bankruptcy Court for the Southern District of
Chio (Chio U S. Bankruptcy Court) chapter 11 petitions under
chapter 11 of the Bankruptcy Code. (W shall refer collectively
to the Allied debtors and the Federated debtors as the Allied/

Federated debtors.) On January 15, 1990, the Chio U. S. Bank-
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ruptcy Court consolidated the respective chapter 11 cases of the
Al'lied debtors and the Federated debtors for joint admnistration
under a single docket nunmber. (W shall refer to the proceedi ngs
commenced in the Chio U. S. Bankruptcy Court that that court
consol i dated on January 15, 1990, as the Allied chapter 11
proceedi ngs.)

In the chapter 11 petition that it filed wwth the Chio U S
Bankruptcy Court, Allied reported, based on book val ue, total
assets of approximtely $2, 934,000,000 and total liabilities of
approxi mately $2, 406, 000, 000 as of COctober 28, 1989. In the
chapter 11 petition that it filed with the Chio U S. Bankruptcy
Court, Federated reported, based on book value, total assets of
approxi mately $6, 202, 000,000 and total liabilities of approxi-
mat el y $5, 339, 000, 000 as of COctober 28, 1989.

On July 2, 1990, the California U S. Bankruptcy Court
transferred venue in the respective chapter 11 cases of the FSI
debtors to the Chio U S. Bankruptcy Court. On July 13, 1990, the
Ohio U S. Bankruptcy Court consolidated those proceedi ngs for
joint adm nistration under a single docket nunber. (W shal
refer to the proceedings commenced in the California U S. Bank-
ruptcy Court that the Onio U S. Bankruptcy Court consolidated on
July 13, 1990, as the FSI chapter 11 proceedings.) Thereafter,

the Chio U. S. Bankruptcy Court considered and treated the Alied
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chapter 11 proceedings and the FSI chapter 11 proceedi ngs as
interrelated and cl osely coordi nated those proceedi ngs.

Around early 1990, Ral phs was solvent. At no tine did
Ral phs file a petition under the Bankruptcy Code. Nor was Ral phs
a debtor in either the FSI chapter 11 proceedings or the Allied
chapter 11 proceedings. As a result, no creditor clains were
filed against Ral phs in the FSI chapter 11 proceedings or in the
Al lied chapter 11 proceedings.

The FSI consolidated group filed Form 1120, U.S. Corporation
I ncome Tax Return (Form 1120), for its taxable year ended January
31, 1991 (FSI consolidated group 1/31/91 consolidated return).
The FSI consolidated group attached to that return a consoli dated
bal ance sheet in which it reported, based on book val ue, the
followng total assets and total liabilities (not including
stockhol ders equity) as of the beginning of that taxable year
(i.e., February 1, 1990) of that group and of certain of its

menber s:
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Conpany/ G oup Total Assets!? Total Liabilities

FSI consol i dated group $12, 022, 633, 639 $13, 975, 652, 352
FSI 836, 271, 594 1, 008, 207, 723
Hol di ngs |11 179, 754, 880 179, 754, 879
Hol di ngs || 476, 483, 273 477,014, 279
Hol di ngs - 0- 30, 540
Feder at ed 6, 572, 255, 075 6, 879, 178, 500
Allied 3, 020, 041, 662 3, 846, 033, 370
Ral phs 1, 404, 826, 686 1, 369, 630, 102
The term “Total Assets” does not include any anount repre-

senting the value of intangible assets. |In the consolidated

bal ance sheet that the FSI consolidated group attached to the FSI
consol idated group 1/31/91 consolidated return, line 13A, *“INTAN
G BLE ASSETS’, was |l eft blank for each nenber of that consoli -
dat ed group.

For the FSI consolidated group’s taxable year ended January
31, 1990, Holdings clained a worthless stock deduction with
respect to the common stock of Federated that it owned. For that
taxabl e year, Allied, Holdings Il, and CPlI each clainmed a worth-
| ess stock deduction with respect to the common stock of Hol di ngs
t hat each owned.

At all times during the FSI chapter 11 proceedi ngs, the FSI
debtors, including FSI and Holdings |11, operated as debtors in
possessi on under the Bankruptcy Code and conducted their respec-
tive ongoi ng busi nesses substantially as they had conducted those
busi nesses before the FSI chapter 11 proceedi ngs had comenced.
During the pendency of the FSI chapter 11 proceedi ngs through
early February 1992, FSI and the other FSI debtors continued to

be managed by the officers that had managed the respective FSI
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debtors before the FSI chapter 11 proceedi ngs had comenced. 4
At no time during the FSI chapter 11 proceedings did the Chio
U.S. Bankruptcy Court appoint any trustee to take control of the
assets and the business of any of the FSI debtors. Nor did that
court appoint any exam ner for any of those debtors. At no tine
during the FSI chapter 11 proceedings did any creditor of FSI
object to FSI's acting as a debtor in possession. Nor did any of
those creditors ask the Chio U. S. Bankruptcy Court to appoint any
trustee.

At all times during the Allied chapter 11 proceedi ngs, the
Al l'i ed/ Federated debtors al so operated as debtors in possession
and conducted their respective ongoi ng busi nesses substantially
as they had conducted those businesses before the Allied chapter

11 proceedi ngs had comenced. *®

YFrom January 1990 to February 1992, G Wlliam Ml ler
served as the chairman and the chi ef executive officer of FSI.

5The parties’ agreed facts do not indicate whether during
t he pendency of the Allied chapter 11 proceedi ngs through early
February 1992 the Allied/ Federated debtors continued to be
managed by the officers that had managed the respective Allied/
Feder ated debtors before the Allied chapter 11 proceedi ngs had
comenced. Nor do those agreed facts indicate whether certain
facts (discussed below) that the parties agree apply to the FSI
debtors and/or the FSI chapter 11 proceedings also apply to the
Al |l i ed/ Federated debtors and/or the Allied chapter 11 proceed-
ings. However, neither party argues that any such fact does not
apply to the Al lied/ Federated debtors and/or the A lied chapter
11 proceedings. W assune that is because in making their
respective argunents with respect to their respective notions for
partial summary judgnment the parties focus their argunments on the
recei pt of certain RHC stock by certain creditors of FSI and do

(continued. . .)
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The U.S. Trustee Program (U.S. trustee program, a conponent
of the U. S. Departnent of Justice that is responsible for pronot-
ing the efficiency and protecting the integrity of the Federal
bankruptcy system oversaw the FSI chapter 11 proceedi ngs and the
Al'lied chapter 11 proceedings. Pursuant to that program six
official creditor commttees were appointed in the Allied chapter
11 proceedings. Pursuant to the U S trustee program an offi-
cial commttee of unsecured creditors of FSI was appointed in
the FSI chapter 11 proceedi ngs.!® None of EJDC, Bank of Mon-
treal, Paribas, O%Y, or Canpeau was a nenber of the commttee of
unsecured creditors of FSI appointed pursuant to the U S. trustee
programin the FSI chapter 11 proceedi ngs.

Several clains were filed in the FSI chapter 11 proceedi ngs
agai nst the various FSI debtors, including the follow ng cl ai ns.
EJDC filed nunmerous clains in the FSI chapter 11 proceedi ngs,
including: (1) Certain secured clains against FSI, identified as
class 1, under the EJDC revised master pledge agreenent and the
FSI new $480 nillion note; (2) certain secured clains against

Holdings Il, identified as class 2, under a certain agreenent;

15, .. conti nued)
not focus on the receipt of certain RHC stock by certain credi-
tors of Allied. See infra note 49.

®Each of the respective official comittees appointed
pursuant to the U S. trustee programin the Allied chapter 11
proceedi ngs and the official comnmttee of unsecured creditors
appoi nted pursuant to that programin the FSI chapter 11 proceed-
i ngs possessed certain rights under the Bankruptcy Code.
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(3) certain secured clains against Holdings Ill, identified as
class 3, under the EJDC revi sed master pledge agreenent and any
pl edge agreenent regarding the Allied note or the Federated note;
(4) certain secured clains against CPl, identified as class 4;
(5) certain respective unsecured cl ai ns agai nst FSI, Hol di ngs
11, and CPI, identified as class 14, including any unsecured
deficiency clainms!’ against those debtors; and (6) certain unse-
cured clains against any of the FSI debtors, identified as class
15, to the extent such clainms were not included in class 14.18
EJDC s cl ai ns agai nst the FSI debtors, except Hol dings, total ed
approximately $480 million, not including interest due on those
cl ai ms.

In the FSI chapter 11 proceedi ngs, EJDC asserted a |lien on
the follow ng property of certain of the FSI debtors: (1) The
comon stock of CPlI that FSI owned; (2) the commobn stock of each
of the FSI shopping center corporations that FSI owned; (3) FSI’'s
interest in the Holdings Il note; (4) the common stock of Ral phs

that Holdings Il owned; (5) the comon stock of Hol dings that

YAn “unsecured deficiency clainf was any portion of a claim
to the extent that the value of the clainmholder’s interest in the
applicable FSI debtor’s interest in any property securing the
claimwas | ess than the anount of the claimor to the extent that
t he anobunt of any claimsubject to setoff was | ess than the
anmount of such claim as determ ned under sec. 506(a) of the
Bankr upt cy Code.

8Each of the debts on which the creditor clainms of EIJDC
agai nst the FSI debtors was based had been guaranteed by Canpeau.
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CPl owned; (6) a certain general partnership interest that CP
owned in a certain partnership; (7) the 50-percent partnership
interest of each of the FSI shopping center corporations in the
partnerships that operated certain shopping malls jointly with
EJDC, and (8) the common stock of Allied that Holdings Il owned.

There were several potential grounds on which the FSI
debtors m ght have been able to invalidate the security interest
that EJDC claimed in the common stock of Ral phs that Hol dings 11
owned. The FSI debtors clainmed in certain docunents filed with
the Chio U. S. Bankruptcy Court that if they were not able to
inval idate the security interests in the property of certain of
the FSI debtors that EIJDC asserted, EJDC woul d be entitled to
(1) all of the value attributable to the comon stock of Ral phs
that Holdings Il owned, which the FSI debtors estimted to equal
approximately $485.8 mllion, and (2) all of the value attribut-
able to the common stock of each of the FSI shopping center
corporations that FSI owned, which FSI estimated to be not nore
than $80 million, to the extent necessary to satisfy EIDC s
oversecured clains totaling approximately $543 mllion.

Bank of Montreal and Paribas filed certain unsecured clains
agai nst the FSI debtors, identified as class 20, relating to the
$500 million that they had lent to FSI in May 1988. Bank of
Montreal and Paribas filed those clainms as a protective neasure

in the event FSI recovered as a “voi dabl e preference” under the
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Bankruptcy Code a portion of the $500 mllion that it had repaid
to Bank of Montreal and Paribas in April 1989.

Q&Y filed a secured claimagainst Holdings 111, identified
as class 8, under the terns of the Allied note and the Federated
note and under Holdings Ill’s guaranty of the |oan that O&Y had
agreed on Septenber 12, 1989, to nake available to Canpeau. Q&Y
filed an unsecured deficiency claimagainst Holdings Ill and al
ot her FSI debtors, identified as class 21. O&Y also asserted as
security for its clainms against Holdings Il a lien on the common
stock of Ral phs that Holdings Il owned.

FSI filed a secured claimagainst Holdings Ill, identified
as class 10, under the Holdings Ill note. FSI also filed an
unsecured claimagainst Holdings Ill, identified as class 24,
that included any unsecured deficiency claim

Canpeau filed a secured claimagainst FSI, identified as
class 9, under the FSI $175 million note. Canpeau filed an
unsecured claimagainst the FSI debtors, identified as class 22,
that included any unsecured deficiency clains and any cl ains
Canpeau may have assigned to O&Y as security. Canpeau al so
asserted a lien on the clains that FSI filed and that were
identified as class 10 and cl ass 24.

Ral phs filed an unsecured cl ai magainst the FSI debtors,
identified as class 26, under certain tax-sharing agreenents that

certain nenbers of the FSI consolidated group, including Ralphs,
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had entered into before the FSI chapter 11 proceedi ngs had been

comenced.
Hol dings Il held the interest, identified as class 39, in
t he outstandi ng cormmon stock of Holdings Il. FSI held the

interest, identified as class 40, in the outstandi ng comopn stock
of Holdings I11

In addition to the clains discussed above, Allied had
potential clains against the FSI debtors for fraudul ent convey-
ance, breach of fiduciary duties, indemity, and civil
conspiracy. Those clains were asserted on behalf of Allied
agai nst the FSI debtors wth respect to the funds that FSI used
in April 1989 to repay to Bank of Montreal and Paribas the $500
mllion that those conpanies lent to FSI in May 1988. FSI had
potential clains for preference against Bank of Montreal and
Paribas with respect to the clains asserted on Allied s behalf
agai nst the FSI debtors. Bank of Mntreal and Paribas had
contingent clainms to recover fromFSI any anount which Bank of
Montreal or Paribas would be required to pay Allied or by which
their other clainms against Allied mght be reduced as a result of
Allied s clainms against the FSI debtors with respect to the $500
mllion that Bank of Mntreal and Paribas had lent to FSI. Bank
of Montreal and Paribas asserted that their respective clains
woul d be senior to those clains of EJDC that were secured by the

common stock of Ral phs that Holdings 111 owned.
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Several clains were filed in the Allied chapter 11 proceed-

i ngs against the various Allied/ Federated debtors, including the
followng clainms. Bank of Montreal and Paribas filed secured and
unsecured clainms against Allied, identified as class A-6, class
AR-6, and class AO 6, with respect to the respective revol ving
wor ki ng capital and revolving inventory facilities that they had
extended to Allied on April 7, 1989.

Hol dings Il filed an unsecured cl ai magainst Allied,
identified as class A-17, under the Allied note. Holdings II
al so filed an unsecured cl ai magai nst Federated, identified as
class F-10, under the Federated note.

EJDC and its affiliates filed nore than 200 cl ai ns agai nst
the Allied/ Federated debtors. EJDC asserted that its clains
agai nst Federated were secured by a pledge of the Federated note
and the Allied note.

Hol dings held the interest, identified as class F-15, in the
out st andi ng conmon stock of Federated. Holdings Il held the
interest, identified as class F-19, in the outstandi ng conmon
stock of Allied.

The FSI debtors and the Allied/ Federated debtors had obliga-
tions under the Bankruptcy Code to file wwth the Chio U. S
Bankruptcy Court in the FSI chapter 11 proceedings and the Alied

chapter 11 proceedi ngs respective proposed plans of reorganiza-
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tion'® and respective disclosure statements with respect to those
proposed plans of reorgani zati on. Under the Bankruptcy Code, the
FSI debtors and the Allied/ Federated debtors had an excl usive
right during the 120 days follow ng the date on which those
debtors filed their respective chapter 11 petitions (plan exclu-
sivity period) to file respective proposed plans of reorganiza-
tion with the Ghio U S. Bankruptcy Court. On several occasions,
the FSI debtors and the Allied/ Federated debtors requested
extensions of their respective plan exclusivity periods. The
Chio U S. Bankruptcy Court granted each of those requests.

At no time did EJDC, Bank of Montreal, Paribas, O&Y, or
Canmpeau seek to reduce the tine during which FSI had the excl u-
sive right to file a proposed plan of reorganization with the
Chio U S. Bankruptcy Court. Nor did those creditors object to
the requests of FSI to extend the tinme during which it had the
exclusive right to file a proposed plan of reorgani zation with

t hat court.?°

The term “plan of reorganization” is used herein to refer
to a plan described in ch. 11 of the Bankruptcy Code, 11 U S.C
secs. 1101-1174. Qur use of that termis not intended to refer
to a plan of reorganization for tax purposes or to inply that any
proposed plan of reorganization filed with the Chio U S. Bank-
ruptcy Court constituted a plan of reorganization for tax pur-
poses.

20The docket sheet of the Chio U S. Bankruptcy Court in the
FSI chapter 11 proceedings did not reflect (1) that EIJDC, Bank of
Montreal , Paribas, O&Y, or Canpeau requested that that court
shorten the FSI debtors’ plan exclusivity period in the FSI
(continued. . .)
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During the FSI chapter 11 proceedings and the Allied chapter
11 proceedings, the FSI debtors, the Allied debtors, the Feder-
ated debtors, Ral phs, the various creditors commttees, and ot her
respective creditors of the FSI debtors and the Allied/ Federated
debtors engaged in extensive di scussions and negoti ations regard-
ing the resolution of the FSI chapter 11 proceedi ngs and the
Al lied chapter 11 proceedings. Each of the participants in those
di scussi ons and negoti ati ons was represented by separate profes-
si onal advi sors.

The FSI debtors and the Allied/ Federated debtors filed with
the Chio U S. Bankruptcy Court respective joint proposed plans of
reorgani zation in the FSI chapter 11 proceedings and the Allied
chapter 11 proceedings. Thereafter, those debtors anended on
several occasions the respective joint proposed plans and filed
with the Chio U S. Bankruptcy Court those respective anended
joint proposed plans. None of EIJDC, Bank of Montreal, Pari bas,
Q&Y, or Canpeau objected to the confirmation of any of the
respective proposed plans of reorganization that the FSI debtors

and the Allied/ Federated debtors filed with the Chio U S. Bank-

20(. .. continued)
chapter 11 proceedings or (2) that any of those creditors ob-
jected to the several requests that the FSI debtors made to the
Chio U S. Bankruptcy Court for extensions of that plan exclusiv-
ity period.
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ruptcy Court.?? No party except the FSI debtors and the Al -
| i ed/ Federated debtors filed with that court a proposed plan of
reorgani zation in the FSI chapter 11 proceedings or the Allied
chapter 11 proceedi ngs.

On Cctober 28, 1991, the FSI debtors filed with the Chio
U.S. Bankruptcy Court in the FSI chapter 11 proceedings (1) a
docunent entitled “Third Amended Joint Plan of Reorgani zation for
Federated Stores, Inc.; Federated Hol dings, Inc.; Federated
Holdings Il, Inc.; Federated Holdings IIl, Inc. and Canpeau
Properties, Inc.” (October 1991 proposed FSI chapter 11 plan) and
(2) a docunent entitled “Second Arended Di scl osure Statenent
Pursuant to Section 1125 of the Bankruptcy Code for Federated
Stores, Inc.; Federated Hol dings, Inc.; Federated Hol dings 1|1
Inc.; Federated Holdings IIl, Inc. and Canpeau Properties, Inc.”
(FSI disclosure statenent). 2

On Cctober 28, 1991, the Allied/ Federated debtors filed with
the Chio U. S. Bankruptcy Court in the Allied chapter 11 proceed-

ings (1) a docunent entitled “Third Arended Joint Plan of Reorga-

2lThe docket sheet of the Chio U S. Bankruptcy Court in the
FSI chapter 11 proceedings did not reflect that EJDC, Bank of
Montreal , Paribas, O&Y, or Canpeau filed any docunment w th that
Court objecting to the confirmation of any of the respective
proposed joint plans of reorgani zation that the FSI debtors filed
with that Court in those proceedi ngs.

22The docket sheet of the Chio U S. Bankruptcy Court in the
FSI chapter 11 proceedings did not reflect that EJDC, Bank of
Montreal , Paribas, O&Y, or Canpeau filed any docunment w th that
Court objecting to the adequacy of the FSI disclosure statenent.
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ni zati on of Federated Departnent Stores, Inc., Alied Stores
Corporation and Certain of Their Subsidiaries” (October 1991
proposed Allied chapter 11 plan) and (2) a docunent entitled

“Di sclosure Statenment Pursuant to Section 1125 of the Bankruptcy
Code for the Third Amended Joint Plan of Reorganization for

Feder ated Departnent Stores, Inc., Alied Stores Corporation, and
Certain of Their Subsidiaries” (Alied disclosure statenent).

The COctober 1991 proposed FSI chapter 11 plan and the
Cct ober 1991 proposed Allied chapter 11 plan (collectively, the
Cct ober 1991 proposed chapter 11 plans) were interdependent. The
effectiveness of the Cctober 1991 proposed FSI chapter 11 plan
was conditioned on the satisfaction of or, if waivable, waiver of
all of the conditions to the effectiveness of the Cctober 1991
proposed Allied chapter 11 plan.

According to the FSI debtors and the Allied/ Federated
debtors, the primary reason for filing separate proposed plans of
reorgani zation in their respective chapter 11 proceedi ngs was the
exi stence of separate debt structures for the respective opera-
tions of the FSI debtors and the Allied/ Federated debtors. O her
reasons of the FSI debtors and the Allied/ Federated debtors for
filing separate proposed plans of reorgani zati on were:

(1) Allied, Federated, and Ral phs were separate reporting conpa-
ni es under certain Federal securities laws; (2) the agreenent of

the respective parties to the FSI chapter 11 proceedings and the
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Al lied chapter 11 proceedings that the creditors of the retai
departnment store businesses shoul d becone equity participants in
t hose busi nesses after the chapter 11 reorganization; and (3) the
retail departnent store businesses and the Ral phs grocery store
business had little in comon, having been operated separately
under separate nmanagenent and from separate geographic | ocations.

According to the FSI disclosure statenent, the overal
pur poses of the Cctober 1991 proposed FSI chapter 11 plan were:
(1) To distribute the assets of the FSI debtors anong the credi-
tors of those debtors; (2) to maxim ze the amount that the
creditors of the FSI debtors could recover on their respective
cl ai ns agai nst those debtors and to allocate that anmount in a
manner that the FSI debtors viewed as fair and reasonabl e; and
(3) to settle and conprom se certain significant disputes that
the FSI debtors believed would result in significant expense if
litigated and that had the potential to inpact adversely the FSI
debtors if determ ned adversely to them

According to the Allied disclosure statenent, the overal
pur poses of the Cctober 1991 proposed Allied chapter 11 plan
were: (1) To alter the respective debt and the respective
capital structures of the Allied/ Federated debtors so that at the
conclusion of the Allied chapter 11 proceedi ngs those debtors
woul d possess vi abl e respective capital structures; (2) to

maxi m ze the anount that the creditors of the Al li ed/ Federat ed
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debtors could recover on their respective clai ns agai nst those
debtors and to allocate that amount in a manner that the Al lied/
Federated debtors viewed as fair and reasonable; and (3) to
settle, conprom se, or otherw se dispose of certain clains of and
agai nst the Allied/ Federated debtors on terns that those debtors
believed to be reasonable. |In addition, Allied/ Federated debtors
i ntended for the October 1991 proposed Allied chapter 11 plan to
preserve certain economes of scale and other benefits of the
joint operation of the Allied/ Federated debtors.

As a specific condition to any confirmation by the Chio U. S.
Bankruptcy Court of the QOctober 1991 proposed chapter 11 pl ans,
the FSI debtors, the Allied/ Federated debtors, and the respective
creditors of those debtors entered into an agreenent (conprehen-
sive settlenment agreenent) that was to resolve certain actual and
potential clains that those parties had agai nst each other under
terms that those parties determ ned were reasonable. That
agreenent provided, inter alia, that the parties to that agree-
ment generally agreed to use their best efforts to have the Chio
U.S. Bankruptcy Court confirmthe October 1991 proposed chapter
11 pl ans.

Under the conprehensive settlenent agreenent, the FSI
debtors, the Allied/ Federated debtors, Ralphs, and sone of the
respective creditors of those debtors were to execute rel eases

regardi ng potential and actual clains anong and between the
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parties to that agreenent. Those clains included the various
respective clainms of EJDC, Bank of Montreal, Paribas, O%Y, and
Canpeau. Many of the issues raised by the clainms that the
parties to the conprehensive settlenment agreenent were to rel ease
were novel or unresolved issues of |aw that could have required
time-consumng litigation to resolve.

Under the conprehensive settlenment agreenent, certain tax-
shari ng agreenents between and anong nenbers of the FSI
consol i dated group that had been entered into before the com
mencenent of the FSI chapter 11 proceedings and the Allied
chapter 11 proceedings were to be canceled as a condition to the
execution of the conprehensive settlenment agreenent and of the
Ohio U S. Bankruptcy Court’s confirmation of the Cctober 1991
proposed chapter 11 plans.?

Under the conprehensive settlenment agreenent, the claimof
Hol dings Il with respect to the Federated note was to be reduced
from$77.1 mllion to $40.7 million in order to account for

certain clains that the Federated debtors had against FSI with

2ne of the tax-sharing agreenents was between Ral phs and
FSI. Under that agreenent, for each taxable year of the FSI
consol i dated group Ral phs was obligated to pay to FSI an anobunt
equal to the anount of tax that Ral phs would have paid if Ral phs
had filed a separate tax return for that taxable year. In
return, each nenber of the FSI consolidated group agreed to
indemmify jointly and severally and hold harm ess Ral phs agai nst
any claimof liability for tax of the FSI consolidated group.
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respect to certain tax-sharing agreenents anong those debtors and
FSI .

The conprehensive settl enment agreenent stated that that
agreenent was an essential elenent of and means of inplenentation
of the QOctober 1991 proposed chapter 11 plans. That agreenent
al so stated that each of the October 1991 proposed chapter 11
pl ans was an essential elenment of and neans of execution of the
conpr ehensi ve settl enent agreenent.

The COctober 1991 proposed chapter 11 plans proposed to
separate the ownership and the operation of the Ral phs grocery
store business fromthe respective ownership and the respective
operations of the real estate businesses and the retail depart-
ment store businesses. In order to achieve that separation, the
Cct ober 1991 proposed chapter 11 plans proposed, inter alia, that
Al'lied and Federated nmerge into a single surviving entity, known
as New Federated, thereby consolidating the real estate busi-
nesses and the retail departnent store businesses, and that a
majority of the outstandi ng common stock of Ral phs be distributed
to EJDC, Bank of Mntreal, and Paribas, all of which were unre-
lated to the FSI consolidated group

In negotiating the ternms of the October 1991 proposed FSI
chapter 11 plan, FSI proposed to value all of the outstanding
common stock of Ral phs at $580 million solely for the purpose of

al l ocating the outstandi ng conmon stock of Ral phs whi ch Hol di ngs
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1l owned and which the FSI debtors proposed in that plan that
Hol dings 1l transfer to EJDC, Bank of Montreal, Paribas, and
Canpeau. * Al though FSI had proposed a val ue higher than $580
mllion for the outstandi ng common stock of Ral phs, FSI was
willing to, and did, propose a value of $580 million for that
stock in order to achieve a consensus anong the parties that
negotiated the terns of the Cctober 1991 proposed FSI chapter 11
plan. Based on a value of $580 million for all of the outstand-
ing coomon stock of Ral phs, the Allied/ Federated debtors assuned
that the value of the outstanding common stock of Ral phs that
Al'lied owned (i.e., 16.25 percent) was approximately $94 nmillion.

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that EJDC receive the following wth respect to
its creditor clainms identified as classes 1, 2, 3, 4, 14, and 15:
(1) 20 mllion shares of the outstanding cormon stock of Ral phs,
representing approxi mately 60.34 percent of the total outstanding
comon stock of Ral phs, to be distributed fromthe shares of
Ral phs conmmon stock that Holdings Il owned; (2) a rel ease under
t he conprehensive settl ement agreenent of any cl ai ns agai nst

EJDC, and (3) certain respective real estate partnership inter-

24The net value of all of the outstanding common stock of
Ral phs was at |east $475 mllion.
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ests that the FSI shopping center corporations owned or certain
stock of those corporations that FSI owned. ?°

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that Bank of Montreal and Paribas, in consider-
ation for (1) their respective creditor clains identified as
class 20, (2) their respective agreenents under the conprehensive
settl enment agreenent to rel ease any clai ns agai nst EIJDC, and
(3) their respective consents to the October 1991 proposed Allied
chapter 11 plan as holders of the clains identified as class A-6,
receive the followng: (1) 3,514,286 shares of the outstanding
common stock of Ral phs, representing approxi mately 10.6 percent
of the total outstanding common stock of Ral phs, to be distrib-
uted equal |y between Bank of Mntreal and Paribas and to be
distributed fromthe shares of Ral phs common stock that Hol di ngs
1l owed and (2) rel eases under the conprehensive settl enent
agreenent of any potential clains against Bank of Mntreal or
Pari bas.

The FSI debtors proposed in the October 1991 proposed FSI

chapter 11 plan that Canpeau receive the followng with respect

ZUnder the COctober 1991 proposed FSI chapter 11 plan, it
was proposed that EJDC receive the respective real estate part-
nership interests that each of the FSI shopping center corpora-
tions owned, unless FSI determ ned that any such distribution to
EJDC woul d have adverse tax consequences to FSI. In that event,
under the Cctober 1991 proposed FSI chapter 11 plan, it was
proposed that EJDC receive certain respective stock of the FSI
shoppi ng center corporations that FSI owned.
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toits creditor clainms against FSI identified as classes 9 and
22: (1) 4,244,241 shares of the outstanding conmon stock of
Ral phs, representing approxi mately 12.8 percent of the total
out st andi ng common stock of Ral phs, to be distributed fromthe
shares of Ral phs common stock that Holdings Il owned, (2) cash,
and (3) a rel ease under the conprehensive settl enment agreenent of
any potential clainms against it. Under the October 1991 proposed
FSI chapter 11 plan, the FSI debtors proposed that a portion
(i.e., 0.8 percent) of the outstandi ng common stock of Ral phs
that those debtors proposed be distributed to Canpeau be distri b-
uted to FSI and be sold by FSI as needed in order to satisfy
certain obligations and expenses arising under the October 1991
proposed FSI chapter 11 plan. To the extent that FSI did not
sell any portion of the Ral phs stock that it received, the FSI
debtors proposed in the Cctober 1991 proposed FSI chapter 11 plan
that FSI distribute that portion to Canpeau.

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that O&Y receive the followng with respect to
its creditor clains identified as classes 8 and 21: (1) A
di stribution from Canpeau with respect to Holdings Il1’s guaranty
of the | oan that O&Y agreed on Septenber 12, 1989, to make
avai l able to Canpeau and (2) a rel ease under the conprehensive

settl ement agreenent of any potential clains against it.
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The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that FSI receive with respect to its creditor
clains identified as classes 10 and 24 the property of the estate
of Holdings Ill, if any, after the distribution pursuant to that
proposed plan of the common stock of Ral phs that Hol dings I
owned. In the Cctober 1991 proposed FSI chapter 11 plan the FSI
debtors proposed that FSI distribute pursuant to that plan any
such property that it received.

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that the respective creditor clains of EJDC, Bank
of Montreal, Paribas, O%Y, and Canpeau all be inpaired. |In that
proposed plan the FSI debtors proposed that all secured clains
except the secured clains identified as class 11% be i npaired.

In the Cctober 1991 proposed FSI chapter 11 plan the FSI debtors
proposed that several creditors that had filed respective unse-
cured clains against the FSI debtors receive certain distribu-
tions with respect to their clains.

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that Hol dings, Holdings Il, Holdings Ill, and CP
be di ssolved and that their respective assets vest in and be held

by FSI as disbursing agent for distribution under the Qctober

26The clains identified as class 11 consisted of clains
agai nst Holdings Il under a certain | oan agreenent dated Apr. 29,
1988, pursuant to which Holdings Il borrowed certain funds from
Citicorp Investnent Bank Ltd.
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1991 proposed FSI chapter 11 plan. In that proposed plan the FSI
debtors proposed that FSI continue in existence until the QOctober
1991 proposed FSI chapter 11 plan had been fully consummated and
the Chio U. S. Bankruptcy Court closed the FSI chapter 11 proceed-
ings. At that tinme FSI woul d dissol ve.

The FSI debtors proposed in the October 1991 proposed FSI
chapter 11 plan that all of the outstanding common stock of
Hol dings Il be cancel ed upon the dissolution of that conpany and
that no property be distributed to FSI with respect to its
interest, identified as class 40, as the sole stockhol der of
Hol dings I11.

In summary, the FSI debtors proposed in the October 1991
proposed FSI chapter 11 plan that Holdings Ill transfer to the
followng creditors of FSI the follow ng approxi mate percentages
of the outstandi ng common stock of Ral phs:

Per cent age of Qutstandi ng

FSI Creditor Common_ St ock of Ral phs
EJDC 60. 4
Canpeau 12. 8
Bank of Mbontreal 53
Pari bas 5.3

The Al lied/ Federated debtors proposed in the October 1991
proposed Allied chapter 11 plan that on or after the effective
date of that proposed plan Allied and Federated nmerge and that
all of their respective assets vest in a single surviving com

pany, to be known as New Federated. The Allied/ Federated debtors
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proposed in that proposed plan that all of the outstandi ng conmon
stock of New Federated be distributed to the respective creditors
of the Allied debtors and the Federated debtors.

The Al lied/ Federated debtors proposed in the October 1991
proposed Allied chapter 11 plan that Holdings Il receive with
respect to its cl ai magai nst Federated under the Federated note
816, 000 shares of the common stock of New Federated. The Al -
| i ed/ Feder ated debtors proposed in that proposed plan that
588, 000 of those 816,000 shares be distributed pursuant to the
Cct ober 1991 proposed FSI chapter 11 plan to the respective
general , unsecured creditors of FSI and Holdings Ill in satisfac-
tion of those unsecured creditors’ respective clains against FS|
and Holdings Ill. The Allied/ Federated debtors proposed in the
Cct ober 1991 proposed Allied chapter 11 plan that the remaining
228,000 shares of the common stock of New Federated that that
pl an proposed Holdings |1l receive be sold under the October 1991
proposed FSI chapter 11 plan to provide cash to FSI. 1In the
Cct ober 1991 proposed Allied chapter 11 plan the Allied/ Federated
debtors proposed that Holdings Ill contribute to the capital of
Allied its claimagainst Allied under the Allied note and that no
property be distributed to Holdings Ill with respect to that
claim

The Al lied/ Federated debtors proposed in the October 1991

proposed Allied chapter 11 plan that Bank of Mntreal and Pari bas
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each receive wth respect to their respective clains identified
as classes A-6, AR-6, and AO 6 approximately 4.83 percent of the
total outstanding common stock of Ral phs, to be distributed from
the shares of Ral phs common stock that Allied owned and that New
Feder at ed?” was to own pursuant to the October 1991 proposed
Al'lied chapter 11 pl an.

The Al lied/ Federated debtors proposed in the October 1991
proposed Allied chapter 11 plan that Allied retain in its capac-
ity as a stockhol der of Ral phs the shares of the Ral phs conmobn
stock that it owned and that were not to be distributed to Bank
of Montreal and Paribas (i.e., 6.6 percent of the outstanding
comon stock of Ral phs). New Federated, as the successor to
Al'lied, was to retain and continue to own such stock

In summary, the Allied/ Federated debtors proposed in the
Cct ober 1991 proposed Allied chapter 11 plan that the foll ow ng
conpani es own the foll ow ng approxi mate percentages of the
out st andi ng common stock of Ral phs after any distributions of

t hat stock proposed in that proposed plan:

2"As di scussed above, the Allied/ Federated debtors proposed
in the Cctober 1991 proposed Allied chapter 11 plan that Allied
and Federated nerge into a single surviving entity known as New
Feder at ed.
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Per cent age of Qutstanding

Entity Common_St ock of Ral phs
Bank of Mbontreal 4.8
Par i bas 4.8
New Feder at ed 6.6

As of February 3, 1991, an appraisal estimated that, excl ud-
i ng the then-outstandi ng debt of Ral phs of approximately $985
mllion and the cash and cash equivalents of $34.7 mllion that
Ral ph owned, the val ue of Ral phs was between approxi mately $1.45
billion and $1.55 billion.

The FSI debtors, the Allied/ Federated debtors, Ral phs, the
creditors that filed clains in the FSI chapter 11 proceedi ngs
and/or the Allied chapter 11 proceedings, and their respective
representatives negotiated the terns of an indemification
agreenent. They believed that such an i ndemnification agreenent
woul d be necessary in order to allocate anong the nenbers of the
FSI consolidated group responsibility for certain liabilities,
including certain tax liabilities. That was because of, inter
alia, the pendency of the FSI chapter 11 proceedings and the
Al lied chapter 11 proceedings, the proposed cancell ation of
certain tax-sharing agreenents anong the nenbers of the FSI
consol i dated group, the separation proposed in the October 1991
proposed chapter 11 plans of the retail departnment store busi-

nesses and the Ral phs grocery store business into entities with
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separate ownership, and the fact that the FSI consolidated group
was at all relevant tines filing a single consolidated tax
return.

In Cctober 1991, the FSI debtors, the Allied/ Federated
debtors, Ralphs, and the creditors that filed clains in the FSI
chapter 11 proceedings and/or the Allied chapter 11 proceedi ngs
filed with the Chio U S. Bankruptcy Court an unexecuted proposed
i ndemmi fication agreenent (Cctober 1991 proposed i ndemnification
agreenent) that they had negotiated and that they proposed be
effective as of the effective date of the October 1991 proposed
FSI chapter 11 plan. The GChio U S. Bankruptcy Court did not
approve the Cctober 1991 proposed i ndemification agreenent.

It was proposed in the October 1991 proposed i ndemification
agreenent, inter alia, that responsibility for certain nontax
l[itabilities arising fromthe conduct of the respective businesses
of the parties to that agreenent be allocated anong those parties
and that certain tax liabilities be allocated anong certain of
those parties. Certain proposals were nmade in the October 1991
proposed i ndemification agreenent to address certain other
matters regarding the relationship of the parties to that agree-
ment after certain of those parties ceased to be nenbers of the
FSI consol i dat ed group.

It was al so proposed in the COctober 1991 proposed i ndemifi -

cation agreenent that New Federated, FSI, and Ral phs indemify
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one another and certain other nmenbers of the FSI consoli dated
group for certain losses relating to, resulting from or arising
out of the conduct of their respective businesses before, on, or
after the effective date of the Cctober 1991 proposed FSI chapter
11 pl an.

It was further proposed in the Cctober 1991 proposed i ndem
nification agreenent that New Federated i ndemify and hold
harm ess Ral phs, Holdings IIl, FSI, and certain subsidiaries of
FSI from and against certain tax liabilities that becanme known
after the respective effective dates of the Cctober 1991 proposed
FSI chapter 11 plan and the October 1991 proposed Allied chapter
11 plan but that were attributable to taxable years that ended on
or before those effective dates. |In exchange for that proposed
indemification, it was proposed in the Cctober 1991 proposed
i ndemmi fication agreenent that Ral phs pay to New Federated
(1) $10 million over a period of five years begi nning on the
effective date of the October 1991 proposed FSI chapter 11 plan
and (2) an anount equal to 21 percent of any taxes for which New
Federat ed i ndemi fi ed Ral phs but not to exceed $15 mllion,
adjusted by a certain $5 nmillion credit potentially available to
Ral phs.

After the FSI debtors and the Allied/ Federated debtors filed
t he Cctober 1991 proposed FSI chapter 11 plan and the Cctober

1991 proposed Allied chapter 11 plan, respectively, the FSI
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debtors, the Allied/ Federated debtors, Ralphs, and the respective
creditors that had filed clains in the FSI chapter 11 proceedi ngs
and/or the Allied chapter 11 proceedi ngs di scussed and negoti at ed
certain nodifications of the terns of those proposed chapter 11
pl ans. Under the respective nodified proposed FSI chapter 11
pl an and the nodified proposed Allied chapter 11 plan, the FSI
debtors and the Allied/ Federated debtors proposed (1) the incor-
poration of a new conpany, Ral phs Holding Co., Inc. (RHC),

(2) the transfer to it by Holdings Il and Allied of their
respecti ve common stock ownership in Ralphs (i.e., 83.75 percent
and 16. 25 percent, respectively), (3) the transfer to Hol di ngs
1l and Allied by RHC of 83.75 percent and 16. 25 percent, respec-
tively, of RHC s outstandi ng common stock, (4) the respective
distributions by Holdings Ill to certain of FSI's creditors and
by Allied to certain of its creditors of their respective shares
of outstanding comon stock of RHC in the sane anmounts and in the
sanme manner as the parties to the October 1991 proposed chapter
11 plans had proposed in those proposed plans Holdings |1l and
Allied distribute the conmmon stock of Ralphs. (W shall refer to
the series of transactions that the FSI debtors and the Allied/
Feder at ed debtors proposed in the nodifications to the Cctober
1991 proposed chapter 11 plans (nanely, that RHC be incorporated,
Holdings Il and Allied transfer their respective common stock of

Ral phs to RHC, RHC transfer all of its common stock to Hol di ngs
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1l and Allied, and Holdings Ill and Allied distribute their
respective common stock of RHC) as the Ral phs transaction.)

The proposed Ral phs transaction required the parties that
negoti ated the terns of the October 1991 proposed i ndemification
agreenent to revise the terns of that agreenent to take into
account that proposed transaction. Around |ate 1991, Federated
and certain of its subsidiaries, Allied and certain of its
subsidi aries, New Federated (as the proposed successor to Allied
and Federated), FSI and certain of its subsidiaries, Holdings
11, Ral phs, and RHC executed a docunent entitled “I| NDEMNI FI CA-
TI ON AGREEMENT” (proposed final indemification agreenent).?® |t
was proposed in the proposed final indemification agreenent that
that agreenent be effective as of the effective date of the
proposed FSI chapter 11 plan that the Chio U S. Bankruptcy Court
confirmed. The execution of the proposed final indemification
agreenent was necessary in order to induce the parties to that
proposed agreenent to approve any proposed chapter 11 plans in
the respective chapter 11 proceedi ngs. However, any such indem
ni fication agreenent woul d have been necessary to induce such

approval s regardl ess of whether the Ral phs transacti on had been

2No stipulated exhibit referred to the proposed final
i ndemmi fication agreenent as being part of the consideration for
any transaction that occurred with respect to the FSI chapter 11
proceedi ngs or the Allied chapter 11 proceedi ngs.
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proposed as a nodification to the respective October 1991 pro-
posed chapter 11 pl ans.

It was al so proposed in the proposed final indemification
agreenent that Holdings IIl be indemified agai nst any deficiency
intax attributable to the Ral phs transaction, including any tax
attributable to an el ection under section 338(h)(10).

It was further proposed in the proposed final indemifica-
tion agreenent that RHC becone a joint and several co-obligor
with respect to paynents that the proposed initial indemifica-
tion agreenent proposed be made by Ralphs. As a result, in the
proposed final indemification agreenent it was proposed that
Ral phs and RHC be jointly and severally liable for paynents to
New Federated of not less than $10 mllion and not nore than $20
mllion.

On January 8, 1992, the FSI debtors filed with the Chio U S.
Bankruptcy Court in the FSI chapter 11 proceedi ngs a docunent
entitled “Additional Mdification (Effective Upon Filing Pursuant
to Bankruptcy Code Section 1127) of Third Anended Pl an of Reorga-
ni zation for Federated Stores, Inc.; Federated Hol di ngs, Inc.;
Federated Holdings Il, Inc.; Federated Holdings Ill, Inc.; and
Canpeau Properties, Inc.” (January 1992 proposed FSI chapter 11
plan). Around that date, the Allied/ Federated debtors filed with
the Chio U. S. Bankruptcy Court in the Allied chapter 11 proceed-

ings a nodification of the October 1991 proposed Allied chapter
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11 plan (January 1992 proposed Allied chapter 11 plan). Certain
revisions and nodifications of certain provisions of the October
1991 proposed FSI chapter 11 plan were proposed in the January
1992 proposed FSI chapter 11 plan in order to include the Ral phs
transaction, which included the contenpl ated creation of RHC
The January 1992 proposed FSI chapter 11 plan proposed to include
the foll owm ng paragraph with respect to the contenpl ated creation
of RHC:

5. Creation of Ral phs Hol di ng Conpany

Prior to the Effective Date, Holdings IIl and
Allied may, at their election (wth the concurrence of
each party who will receive Ral phs Common St ock under
the [ October 1991 proposed FSI bankruptcy] Plan),
contribute all of the comon stock of Ral phs owned by
those entities to a newy incorporated Del aware cor po-
rati on which may be forned for the purpose of hol ding
all of the issued and outstandi ng capital stock of
Ral phs (the “Ral phs Hol di ng Conpany”). |In exchange for
contributing their respective hol dings of common stock
of Ral phs to Ral phs Hol di ng Conpany, Holdings 11l wll
receive that nunber of shares of capital stock in
Ral phs Hol di ng Conpany so that it owns the sanme per-
centage of the issued and outstanding capital stock of
Ral phs Hol di ng Conpany as of the Effective Date as it
now owns of the common stock of Ralphs, and Allied wll
receive that nunber of shares of capital stock in
Ral phs Hol di ng Conpany so that it owns the sanme per-
centage of the issued and outstanding capital stock of
Ral phs Hol di ng Conpany as of the Effective Date as it
now owns of the common stock of Ral phs.

Certain provisions were proposed in the January 1992 pro-
posed FSI chapter 11 plan that differed fromthe provisions
proposed in the Cctober 1991 proposed FSI chapter 11 plan,

including the following. The FSI debtors proposed in the January
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1992 proposed FSI chapter 11 plan that EJDC receive the foll ow ng
Wth respect to its creditor clains identified as classes 1, 2,
3, 4, 14, and 15: (1) 20 mllion shares of the comobn stock of
RHC, representing approxi mately 60.34 percent of the total
out st andi ng common stock of RHC, to be distributed fromthe
shares of the outstandi ng common stock of RHC that Hol dings I
was to own; (2) a release under the conprehensive settl enent
agreenent of any clains against EJDC, and (3) certain respective
real estate partnership interests that the FSI shopping center
corporations owned or certain stock of those corporations that
FSI owned. 2°

The FSI debtors proposed in the January 1992 proposed FSI
chapter 11 plan that Bank of Montreal and Paribas, in consider-
ation for (1) their respective creditor clains identified as
class 20, (2) their respective agreenents under the conprehensive
settl enment agreenent to rel ease any clai ns agai nst EJDC, and
(3) their respective consents to the January 1992 proposed Allied
chapter 11 plan as holders of the clains identified as class A-6,
receive the followng: (1) 3,514,286 shares of the outstanding
comon stock of RHC, representing approximtely 10.6 percent of
the total outstanding common stock of RHC, to be distributed
equal |y between Bank of Montreal and Paribas and to be distrib-

uted fromthe shares of RHC common stock that Holdings Il was to

2%See supra note 25.
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own and (2) rel eases under the conprehensive settl enent agreenent
of any potential clains against Bank of Montreal or Paribas.

The FSI debtors proposed in the January 1992 proposed FSI
chapter 11 plan that Canpeau receive the followng with respect
toits creditor clains against FSI identified as classes 9 and
22: (1) 4,244,241 shares of the outstanding common stock of RHC,
representing approxi mately 12.8 percent of the total outstanding
common stock of RHC, to be distributed fromthe shares of RHC
comon stock that Holdings IlIl was to own, (2) cash, and (3) a
rel ease under the conprehensive settl enent agreenent of any
potential clainms against it. Under the January 1992 proposed FS
chapter 11 plan the FSI debtors proposed that a portion (i.e.,
0.8 percent) of the outstanding conmon stock of RHC that those
debtors proposed be distributed to Canpeau be distributed to FSI
and be sold by FSI as needed in order to satisfy certain obliga-
tions and expenses arising under the January 1992 proposed FSI
chapter 11 plan. To the extent that FSI did not sell any portion
of the RHC stock that it received, the FSI debtors proposed in
t he January 1992 proposed FSI chapter 11 plan that FSI distribute
that portion to Canpeau.

The FSI debtors proposed in the January 1992 proposed FSI
chapter 11 plan that FSI receive with respect to its creditor
clains identified as classes 10 and 24 any property of the estate

of Holdings IIl after the distribution pursuant to that proposed



- 48 -

pl an of the common stock of RHC that Holdings Il was to own. In
the January 1992 proposed FSI chapter 11 plan the FSI debtors
proposed that FSI distribute pursuant to that plan any such
property it received.

The FSI debtors proposed in the January 1992 proposed FSI
chapter 11 plan that the respective creditor clains of EIJDC, Bank
of Montreal, Paribas, O%Y, and Canpeau all be inpaired. |In that
proposed plan, the FSI debtors proposed that all secured clains
except the secured clains identified as class 11% be i npaired.

In the January 1992 proposed FSI chapter 11 plan the FSI debtors
proposed that several creditors that had filed respective unse-
cured clains against the FSI debtors receive certain distribu-
tions with respect to their clains.

The FSI debtors proposed in the January 1992 proposed FSI
chapter 11 plan that all of the outstanding common stock of
Hol dings Il be cancel ed upon the dissolution of that conpany and
that no property be distributed to FSI with respect to its
interest, identified as class 40, as the sole stockhol der of
Hol dings I11.

In summary, the FSI debtors proposed in the January 1992
proposed FSI chapter 11 plan that Holdings Ill transfer to the
followng creditors of FSI the follow ng approxi mate percentages

of the outstanding cormmon stock of RHC

30See supra note 26.
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Per cent age of Qutstanding

FSI Creditor Common_ St ock of RHC
EJDC 60. 4
Canpeau 12. 8
Bank of Mbontreal 53
Pari bas 5.3

The FSI debtors proposed, inter alia, in the January 1992
proposed FSI chapter 11 plan the foll ow ng provision:
H.  Nondi scharge And | njunction
1. Nondischarge O Debtors.

Pursuant to section 1141(d)(3) of the Bankruptcy
Code, the Confirmation Order shall not discharge clains
agai nst any of the [FSI] Debtors. However, no creditor
of any of said Debtors may receive any paynent from or
seek recourse against, any assets which are to be
di stributed under Sections IV, V, and VI of this Pl an,
except for those distributions expressly provided for
in said Sections IV, V, and VI. As of the Confirmation
Date, all entities are precluded from asserting,
agai nst any property which is to be distributed under
Section IV, Vor VI of this Plan, any clains, obliga-
tions, rights, causes of action, liabilities or equity
i nterests based upon any act or om ssion, transaction
or other activity of any kind or nature that occurred
prior to the Confirmation Date, other than as expressly
provided in this Plan or the Confirmation O der,
whet her or not (a) a proof of claimor proof of inter-
est based on such debt or interest is Filed or deened
Filed pursuant to section 501 of the Bankruptcy Code,
(b) a claimor interest based on such debt or interest
is allowed pursuant to section 502 of the Bankruptcy
Code or (c) the holder of a claimor interest based on
such debt or interest has accepted the Pl an.

2. I njunction.

Except as otherwi se provided in the Plan or the
Confirmation Order, on and after the Confirnati on Date:

(1) Al entities which have held, currently
hold or may hold a debt, claim other liability or
i nterest against any Debtor that would be dis-
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charged upon Confirmation of this Plan and the

Ef fective Date but for the provisions of section
1141(d) (3) of the Bankruptcy Code and Section
VI.G 1. hereof are permanently enjoined fromtak-
ing any of the follow ng actions on account of
such debt, claim liability, interest or right:

(a) commencing or continuing in any manner any
action or other proceeding on account of such

cl ai m agai nst property which is to be distributed
under Section IV, V, or VI of this Plan, other
than to enforce any right to distribution with
respect to such property under the Plan;

(b) enforcing, attaching, collecting or recovering
in any manner any judgnment, award, decree, or
order against any property to be distributed to
creditors under Section IV, V, or VI of this Plan,
ot her than as permtted under subparagraph (a)
above; and (c) creating, perfecting or enforcing
any |ien or encunbrance agai nst any property to be
di stributed under Section IV, V, or VI, other than
as permtted by this Plan.

(2) Al non-Debtor persons and entities are
permanently enjoi ned from conenci ng or continuing
in any manner any action or other proceeding
whet her directly, derivatively or otherw se, on
account of or respecting any claim debt, right,
cause of action, or liability released or to be
rel eased pursuant to the Conprehensive Settl enent
Agr eenent .

The Al lied/ Federated debtors proposed in the January 1992
proposed Allied chapter 11 plan that Bank of Mntreal and Pari bas
each receive wth respect to their respective clains identified
as classes A-6, AR-6, and AO 6 approximately 4.83 percent of the
total outstandi ng conmon stock of RHC, to be distributed fromthe

shares of RHC commpn stock that Allied was to own and that New
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Federated® was to own after the effective date of the January
1992 proposed Allied chapter 11 pl an.

The Al lied/ Federated debtors proposed in the January 1992
proposed Allied chapter 11 plan that Allied retain in its capac-
ity as a stockhol der of RHC the shares of the RHC common stock
that it was to owmn and that were not to be distributed to Bank of
Montreal and Paribas (i.e., 6.6 percent of the outstanding common
stock of RHC). New Federated, as the successor to Allied, was to
retain and continue to own such stock

In summary, the Allied/ Federated debtors proposed in the
January 1992 proposed Allied chapter 11 plan that the foll ow ng
conpani es own the foll ow ng approxi mate percentages of the
out st andi ng conmon stock of RHC after any distributions of that
st ock proposed in that proposed plan:

Per cent age of Qutstanding

Entity Common_ St ock of RHC
Bank of Mbontreal 4.8
Pari bas 4.8
New Feder at ed 6.6

In connection with the inclusion of the Ral phs transaction
in the January 1992 proposed FSI chapter 11 plan and the January
1992 proposed Allied chapter 11 plan (collectively, the January

1992 proposed chapter 11 plans), EJDC, Federated, FSI, and RHC

31The January 1992 proposed Allied chapter 11 plan, like the
Cct ober 1991 proposed Allied chapter 11 plan, provided that
Al'lied and Federated were to nerge into a single surviving entity
to be known as New Feder at ed.
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entered into a certain agreenent (proposed tax el ection agree-
ment), which was to be effective as of the effective date of the
January 1992 proposed FSI chapter 11 plan. Those parties pro-
posed in the proposed tax el ection agreenent that FSI and New
Federated (as successor to Federated) agree to prosecute dili-
gently and in good faith a request to be submtted to the Inter-
nal Revenue Service (IRS) for certain rulings (section 382/ 384
rulings) regarding the application of sections 382 and 384 to the
January 1992 proposed chapter 11 pl ans.

It was stated in the proposed tax el ection agreenent that
FSI, New Federated (as successor to Federated), and RHC agreed to
prosecute diligently and in good faith a request to be submtted
to the IRS for rulings (section 338(h)(10) rulings) that:
(1) The Ral phs transaction constituted a qualified stock purchase
under section 338(d)(3); (2) RHC would be entitled to nmake an
el ection under section 338(a) and (h)(10) with respect to its
acquisition of Ralphs; (3) FSI would be entitled to nmake an
el ection under section 338(h)(10) with respect to the Ral phs
transaction; and (4) any such el ections would not adversely
affect certain rulings that the RS was expected to issue with
respect to whether the nerger of Alied and Federated® consti -

tuted a reorgani zati on under section 368(a)(1)(0.

32See supra note 27
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The proposed tax el ection agreenent stated that FSI agreed
to make an el ection under section 338(h)(10) if (1) the section
338(h)(10) rulings that the IRS i ssued were “favorable” and
(2) RHC determ ned to nmake an el ection under section 338(a) and
(h)(10). FSI agreed to nmake that el ection whether or not the
section 382/384 rulings that FSI and New Federated (as successor
to Federated) requested fromthe IRS were “favorabl e”.

The January 1992 proposed FSI chapter 11 plan was accepted
in witing by each of the creditors and equity security hol ders
whose acceptance was required under the Bankruptcy Code. On
January 10, 1992, the Chio U S. Bankruptcy Court confirmed the
January 1992 proposed FSI chapter 11 plan. (W shall refer to
the January 1992 proposed FSI chapter 11 plan as confirmed by the
Ohio U S. Bankruptcy Court as the confirmed FSI chapter 11 plan.)
The effective date of the confirmed FSI chapter 11 plan was

February 2, 1992.% On January 10, 1992, the Ohio U S. Bank-

30n Feb. 2, 1992, the proposed final indemification agree-
ment becane effective. Ralphs and RHC, or their successors, nade
all payments totaling $10 million required by that agreement.
Ral phs, RHC, or their successors claimed deductions for their
respective paynents in their respective tax returns for the
taxabl e years in which they nade any such paynments. |In the
notice of deficiency for its taxable years ended Jan. 31, 1993,
Jan. 30, 1994, Jan. 28, 1995, and June 14, 1995, that respondent
i ssued to petitioner RGC on July 11, 2006, respondent determ ned
that if a valid election under sec. 338(h)(10) had been made with
respect to the Ral phs transaction, the paynents nmade under the
final indemification agreenment woul d have been assuned or
contingent liabilities and therefore woul d not have been deduct -
ible for the year of paynment. Petitioner RGC did not contest

(continued. . .)
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ruptcy Court also confirmed the January 1992 proposed Allied
chapter 11 plan. (W shall refer to the January 1992 proposed
Al lied chapter 11 plan as confirmed by the Chio U. S. Bankruptcy
Court as the confirmed Allied chapter 11 plan.) The effective
date of the confirmed Allied chapter 11 plan was February 4,
1992.

The Chio U. S. Bankruptcy Court stated in pertinent part in
its order confirmng the January 1992 proposed FSI chapter 11
plan (Ghio U S. Bankruptcy Court’s order) the following with
respect to its confirmation of that proposed pl an:

C. The provisions of the Plan shall bind the
[ FSI] Debtors, the Reorganized Debtors and all credi-
tors and equity security holders of any of the [FSI]
Debt ors, whether or not the respective clains or inter-
ests of such creditors or equity security holders are
i npai red under the Plan, whether or not such creditors
and equity security hol ders have accepted the Pl an, and
whet her or not such creditors and equity security
hol ders have filed proofs of claimof interest or are
deened to have filed proofs of claimof interest.

D. Except as otherw se provided in the Plan or
this Order, on and after the Confirmation date:

(1) Al entities which have held, currently
hold or may hold a debt, claim other liability or
i nterest against any [FSI] Debtor that would be
di scharged, upon Confirmation of the Plan and the
Ef fective Date but for the provisions of section
1141(d) (3) of the Bankruptcy Code and Section
VI.G 1l of the Plan are pernmanently enjoined from
taking any of the follow ng actions on account of
such debt, claim liability, interest or right:
(a) commencing or continuing in any manner any

33(...continued)
that determnation in the petition that it filed wth the Court.
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action or other proceeding on account of such

cl ai m agai nst property which is to be distributed
under Section IV, V, or VI of the Plan, other than
to enforce any right to distribution with respect
to such property under the Plan; (b) enforcing,
attaching, collecting or recovering in any manner
any judgnent, award, decree, or order agai nst any
property to be distributed to creditors under
Section IV, V, or VI of the Plan, other than as
perm tted under subparagraph (a) above; and

(c) creating, perfecting or enforcing any lien or
encunbrance agai nst any property to be distributed
under section IV, V, or VI of the Plan, other than
as permtted by the Plan.

(2) Al non-Debtor entities and individuals
are permanently enjoined from comrenci ng or con-
tinuing in any manner, or otherw se prosecuting,
any action or proceeding, whether directly, deri-
vatively or otherw se, on account of or respecting
any claim debt, right, cause of action, or lia-
bility that is released or to be rel eased pursuant
to the Conprehensive Settl enment Agreenent; pro-

vi ded, however, that this injunction will not
prevent any creditor (other than a Consenting

Addi tional Party) of any [FSI] Debtor whose cl aim
against a [FSI] Debtor is guaranteed by a third-
party non-Debtor from prosecuting any direct claim
agai nst such third-party non-Debtor under any such
guar anty.

The foregoing injunction shall apply to the holder of a
debt, claimor interest, whether or not a proof of
claimwas Filed or deened Fil ed, whether such cl ai mwas
al l oned, whether or not the holder of such claimac-
cepted the Plan, and whether or not the right to pay-
ment was reduced to judgnent, |iquidated, unliquidated,
fixed, contingent, matured, unmatured, disputed, undis-
puted, |egal, equitable, secured, or unsecured. Any
person injured by any willful violation of this injunc-
tion shall recover actual damages, including costs and
attorneys’ fees, and, in appropriate circunstances, nay
recover punitive damages fromthe willful violator
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In the Chio U. S. Bankruptcy Court’s order, that court
determ ned that the equity value of Ral phs was between $550
mllion and $637 mllion.

As set forth in the January 1992 proposed FSI chapter 11
plan and in the Chio U S. Bankruptcy Court’s order, after the
confirmati on of that proposed plan EJDC, Bank of Montreal,

Pari bas, and Canpeau, as the parties that filed creditor clains
agai nst the FSI debtors, were enjoined fromfurther asserting any
of the respective clains that they had asserted in the FSI

chapter 11 proceedi ngs.

After the Onio U S. Bankruptcy Court confirmed the January
1992 proposed chapter 11 plans, the FSI debtors and the Al -
| i ed/ Federated debtors took steps to conply with the requirenents
of the confirmed FSI chapter 11 plan and the confirned Allied
chapter 11 plan, respectively.

| medi ately before the Ral phs transaction was effected, the
primary assets of Holdings Ill consisted of: (1) Al of the
out st andi ng conmon stock of Holdings Il, the assets of which
included directly or indirectly the comon stock and assets of
Al'lied, Holdings, Federated, and their respective subsidiaries,
(2) 83.75 percent of the outstanding common stock of Ral phs,

(3) the Allied note, and (4) the Federated note.
The FSI consolidated group filed Form 1120 for its taxable

year ended January 31, 1993 (FSI consolidated group 1/31/93
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consolidated return). The FSI consolidated group attached to
that return a consolidated bal ance sheet in which it reported,
based on book value, the following total assets and total l|iabil-
ities as of the beginning of that taxable year (i.e., February 1,

1992) of that group and of certain of its nenbers:

Conpany/ G oup Total Assets!? Total Liabilities

FSI consolidated group $11, 471, 163, 367 $14, 460, 193, 630
FSI 227,757, 850 1,513, 035, 371
Hol di ngs |11 180, 293, 905 179, 775, 064
Hol di ngs || 470, 188, 023 471, 458, 182
Hol di ngs 957, 957 872,978
Feder at ed 5,979, 262, 404 6, 873, 748,518
Allied 3, 060, 396, 285 3,719,114, 874
Ral phs 1, 357,571, 286 1,414,776, 300
The term “Total Assets” does not include any anount repre-

senting the value of intangible assets. |In the consolidated

bal ance sheet that the FSI consolidated group attached to the FSI
consol idated group 1/31/93 consolidated return, line 13A, *“INTAN
G BLE ASSETS’, was left blank for each nenber of that consoli -
dat ed group.

On January 29, 1992, Jan Charles Gay (M. Gay), an officer
of Ral phs, incorporated RHC under the | aws of Delaware. On
February 2, 1992, M. Gay approved a resolution that provided:

RESCLVED FURTHER, that the fair consideration for such

i ssuance of the common stock of the Corporation [ RHC]

is the contribution by Allied Stores Corporation and

Federated Holdings Il1l, Inc. of all of the issued and

out st andi ng conmon stock of Ral phs G ocery Conpany;

On February 3, 1992, Allied, Holdings Ill, and RHC entered
into an agreenent entitled “CONTRI BUTI ON AND SUBSCRI PTI ON AGREE-
MENT”. That agreenent provided in pertinent part:

D. Allied, Holdings Ill, and Ral phs Hol di ngs
desire that the Holdings Il Contributed Shares and the
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Al lied Contributed Shares be contributed to Ral phs
Hol di ngs, in each case in exchange for the issuance to
Holdings Il and Allied of the Ral phs Hol di ng Conmon
Stock, such that imediately after giving effect
thereto Ral phs Holding will own all of the issued and
out st andi ng shares of Ral phs Common Stock and Allied
and Holdings IIl together will own all of the issued
and out standi ng shares of Ral phs Hol di ng Common St ock
in the sanme respective proportion as they together
owned all of the issued and outstandi ng shares of

Ral phs Common Stock i mmedi ately prior to giving effect
t hereto.

NOW THEREFORE, the parties hereto hereby agree as
fol | ows:

1. Holdings Ill hereby contributes the Hol di ngs
11 Contributed Shares to Ral phs Hol ding i n exchange
for the issuance to Holdings Il of 27,758,527 shares
of Ral phs Hol di ng Common Stock (“Holdings 111 Ral phs
Hol di ng Shares”), and Ral phs Hol di ng hereby accepts the
transfer of the Holdings Ill Contributed Shares in ful
paynment of the Holdings Ill Ral phs Hol di ng Shares.

2. Allied hereby contributes the Allied Contrib-

uted Shares to Ral phs Hol ding in exchange for the

i ssuance to Allied of 5,384,330 shares of Ral phs Hol d-

ing Coormon Stock (the “Allied Ral phs Hol ding Shares”),

and Ral phs Hol di ng hereby accepts the transfer of the

Allied Contributed Shares in full paynent of Allied

Hol di ng Shares.

On February 3, 1992, pursuant to the confirmed FSI chapter
11 plan and the confirnmed Allied chapter 11 plan, respectively,
Holdings Il and Allied transferred to RHC the respective out-
standi ng common stock of Ral phs that they owned (i.e., 83.75
percent and 16.25 percent, respectively). Pursuant to those
confirmed plans, RHC transferred to Holdings Ill and Allied 83.75
percent and 16. 25 percent, respectively, of its outstanding

common stock. As a result of those transfers, RHC acquired 100
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percent of the outstanding common stock of Ral phs, which was the
only class of voting stock of Ral phs and which accounted for over
80 percent of the total value of all of the stock of Ral phs that
was outstandi ng on February 3, 1992. After the Ral phs transac-
tion, RHC s only asset was the comon stock of Ral phs that it
owned. 3

On February 3, 1992, as required by the confirned FSI
chapter 11 plan, Holdings Ill transferred the stock of RHC that
it had received so that the followng creditors of FSI owned the

fol |l om ng approxi mate percentages of the outstandi ng comon stock

of RHC.
Per cent age of Qutstandi ng
FSI Creditor Common_ St ock of RHC
EJDC 60. 4
Canpeau 12.8
Bank of Montreal 5.3
Pari bas 5.3
Hol dings Il did not transfer to FSI any stock or assets of
Ral phs, RHC, Hol dings, Holdings Il, Allied, Federated, or any of

their subsidiaries. FSI did not receive the Allied note or the
Federated note fromHoldings I11.
Except for the common stock of Ral phs that it received from

Allied as part of the Ral phs transaction, RHC did not receive any

30n Feb. 3, 1992, RHC and Ral phs entered into an agreenent
under which RHC agreed to perform accounting, advisory, capital
rai sing, and other services for Ral phs in exchange for a fee
equal to the direct and indirect costs to RHC of perform ng those
servi ces.
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stock or assets of Holdings, Holdings Il, Allied, Federated, or
any of their subsidiaries. Nor did RHC receive from Hol di ngs I
the Allied note or the Federated note.

Nei t her FSI nor RHC received any of the outstanding pre-
ferred stock of Ral phs as part of the Ral phs transaction.

On February 3, 1992, as required by the confirmed Allied
chapter 11 plan and pursuant to a certain witten, binding
agreenent, Allied transferred the comon stock of RHC that it had
received so that the followng entities owned the follow ng

appr oxi mat e percentages of the outstanding common stock of RHC

Per cent age of Qutstanding

Entity Common_ St ock of RHC
Bank of Mbontreal 4.8
Pari bas 4.8
Allied! 6.6

1 As discussed bel ow, on Feb. 4, 1992, pursuant to the
confirmed Allied chapter 11 plan, Allied and Federated nerged
into a single entity known as New Feder at ed.

The distribution of the RHC stock to EIJDC, Bank of Montreal,
Pari bas, and Canpeau as required by the confirmed FSI chapter 11
plan and the confirnmed Allied chapter 11 plan was not pro rata
with respect to the respective anmounts of the respective clains
asserted by creditors and was not pro rata with respect to the
status of those creditors as secured or unsecured creditors.

Pursuant to the confirnmed FSI chapter 11 plan, Hol dings 1|1

received with respect to its interest as the sol e stockhol der of

Hol dings Il any cash remaining after Holdings Il paid certain
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admnistrative clains and priority clains against it and nade al
paynments required to be made under that plan to certain of its
unsecured creditors. Holdings Il distributed that cash to FSI
for distribution pursuant to the confirmed FSI chapter 11 pl an.

Under the confirnmed FSI chapter 11 plan, no property was
distributed to the follow ng conpanies with respect to their
respective interests: (1) FSI did not receive any property with
respect to its interest as the sole stockholder of Holdings IlI;
(2) Holdings did not receive any property with respect to its
interest as the sole stockhol der of Federated; and (3) Hol dings
|1 did not receive any property with respect to its interest as
t he sol e stockholder of Allied or with respect to its interest as
a stockhol der of Hol di ngs.

On February 4, 1992, pursuant to the confirmed Allied
chapter 11 plan, Allied and Federated nerged into a single entity
known as New Federated. As part of that nmerger, the operating
assets of Allied s subsidiaries were transferred to New Feder -
ated. After the nerger of Allied and Federated, all of their
respective stock was cancel ed, and the stock of New Federated was
i ssued to the respective creditors of the Allied/ Federated
debtors. For purposes of the distribution of the stock of New
Federated pursuant to the confirnmed Allied chapter 11 plan, the
val ue of New Federated was estimated to be approxi mately

$2, 014, 700, 000 and the val ue of the New Federated conmmbn stock
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that was distributed to creditors of the Allied/ Federated debtors
was estimated to be $25 per share. The distribution of the stock
of New Federated was not pro rata with respect to the respective
anounts of the respective clains asserted by creditors and was
not pro rata with respect to the status of those creditors as
secured or unsecured creditors.

Pursuant to the confirnmed Allied chapter 11 plan, Hol di ngs
1l received 816,000 shares of comon stock of New Federated with
respect to its claimagainst Federated under the Federated Note.
As required by the confirmed FSI chapter 11 plan, Holdings Il
(1) distributed 588,000 of those shares in satisfaction of
general, unsecured creditor clains against FSI and Hol dings 11
and (2) sold the remaining 228,000 shares to provide cash to FSI.
No other property was distributed to or retained by Holdings Il
with respect to its claimagainst Federated under the Federated
note. Pursuant to the confirnmed Allied chapter 11 plan, Hol di ngs
1l contributed to Allied its claimagainst Alied under the
Allied note. No property was distributed to or retained by
Hol dings Il on account of that claimagainst Allied.

On January 29, 1992, the sane date on which M. Gay incor-
porated RHC, Ral phs issued an information statenent (Ral phs
information statenent) to the persons who owned preferred stock
of Ral phs and the persons who held certain rights under a certain

equity appreciation rights plan (EAR plan) that Ral phs had
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instituted in 1988.% Ral phs attached the Ral phs infornmation
statenent to a nmenorandum from Byron Al | unbaugh, the chairman and
the chief executive officer of Ralphs, that was addressed to al
the officers of Ral phs. That nenorandum st ated:

Encl osed for your reviewis an Infornation State-
ment relating to the treatnment of the outstanding
Series A and Series B Preferred Stock (“Preferred
Stock”) of Ral phs G ocery Conpany and the Equity Rights
out st andi ng under the Ral phs G ocery Conpany 1988
Equity Appreciation Rights Plan in connection with the
consunmati on of the plan of reorganization of Federated
Stores, Inc., which is expected to occur February 3,
1992. The Information Statenent describes the pl anned
redenption of your Preferred Stock, as well as certain
proposed anmendnents to the Equity Appreciation R ghts
Pl an and your individual Equity R ghts Agreenents
negoti ated by Ral phs.

Pl ease review the Information Statenent carefully.
It describes the salient differences between the cur-
rent provisions of the Equity Appreciation R ghts Pl an
and Equity R ghts Agreenents and the proposed anend-
ments to be adopted with your consent. The Information
Statenent al so summari zes the ternms of a Nonqualified
Stock Option Plan to be adopted by Ral phs’ new parent
conpany. As you know, it is proposed that each of you,
as well as certain other key enployees of Ral phs, wll
be granted options to purchase common stock of the
parent conpany as described in the Infornmation State-
nment .

Patrick Collins [one of the directors of Ral phs],
Jan Charles Gay [Ral phs’ senior vice president and
general counsel], Al an Reed [Ral phs’ chief financial
officer] and | have spent many nonths considering and
consulting with counsel and others concerning the
proposed anmendnents to the Equity Appreciation R ghts
Plan, as well as possible alternatives. W believe the

%The EAR plan was one of several separate executive conpen-
sation arrangenents that Ral phs had instituted. The participants
in the EAR plan had the right to a percentage of the increase in
t he apprai sed val ue of Ral phs over tine.
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anendnents resolve fairly several issues under the Plan
and, when conbined with the grant of stock options,
represents a very attractive ongoing incentive package.
On this basis, Pat, Jan, Alan and | intend to approve

t he proposal and we urge each of you to do the sane.

The Ral phs information statenent described the materi al
changes to the EAR plan that woul d be effected by the proposed
anendnents to that plan, as described in that statenment. The
proposed anendnents to the EAR plan did not require the redenp-
tion of any outstanding preferred stock of Ral phs.

The Ral phs information statenent described the approval
necessary to nmake the proposed anmendnents to the EAR plan as
fol |l ows:

APPROVAL REQUI RED

The Amended Plan will becone effective as of
January 31, 1992 only if it is unaninously approved in
witing by the holders of the Equity Rights. Attached
as Annex Cto this Information Statenent is a form of
Consent of Equity Rights Hol der by which the hol ders
are requested to evidence their approval of the Amended
Plan and of the related First Amendnent (attached
hereto as Annex B) to the Agreenent.

To be effective, all such consents nust be com
pl eted, signed and returned to Jan Charles Gay, Esq.,
General Counsel of Ral phs, on or before the close of
busi ness on January 31, 1992. In addition, each Equity
Ri ghts hol der al so nmust conplete, sign and return the
extra counterpart of the First Amendnent to the Agree-
ment encl osed herewith. (Equity Rights holders may wi sh
to keep a copy of their consent and the First Anendnent
as returned to Ral phs.)

The hol ders of Equity Rights are not required to
consent to the adoption of the Anended Pl an; however,
t he consequences of failing to do so are uncertain.
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The Ral phs information statenent al so di scussed the proposed
redenption of the outstanding preferred stock of Ral phs. As of
January 29, 1992, all of that preferred stock was owned by
managenent and key enpl oyees of Ral phs. The Ral phs information
statenent stated in pertinent part as follows wth respect to
t hat proposed redenpti on:

As the FSI plan for reorgani zati on was being
finalized, Ral phs’ senior nanagenent engaged in discus-
sions and negotiations with respect to the treatnent of
the outstanding Preferred Stock and the outstanding
Equity Rights in connection with the reorgani zati on.
Under the provisions of the Plan, the consummation of
the FSI plan of reorganization and the resulting change
in owmership of Ral phs’ outstandi ng common stock coul d
possi bly be deened to constitute a “change in control”
of Ral phs within the neaning of the Plan. As such, and
as discussed below in nore detail, the plan of reorga-
ni zation had the potential to trigger an i medi ate cash
payout obligation to the Equity R ghts hol ders upon
consunmati on of the plan of reorganization. To avoid
this result, and to elimnate future charges to Ral phs’
earnings for financial accounting purposes associ ated
with the Plan, EJDC proposed certain nodifications to
the Pl an designed to facilitate the FSI plan of reorga-
ni zation while nmaintaining, to the extent practicable,
the current benefits to the Equity Ri ghts hol ders under
the Plan. The proposed anmendnents to the Plan and the
Agreenents di scussed bel ow are the end result of these
negoti ati ons.

* * * * * * *

REDEMPTI ON OF PREFERRED STOCK

The Certificates of Designations (the “Certifi-
cates”) setting forth the respective rights, prefer-
ences and privileges of Ral phs’ outstanding Series A
Preferred Stock and Series B Preferred Stock each
provide for the mandatory redenption (i.e., repurchase)
of the Preferred Stock in the event of a “change in
control” as defined therein. The Certificates also
permt Ral phs’ to redeemthe Preferred Stock at any
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time upon five days prior notice to the Preferred Stock
hol ders. It is unclear whether the change in ownership
of Ral phs’ outstandi ng conmon stock that will result
upon consummation of the FSI plan of reorganization
woul d trigger a mandatory redenption of the Preferred
Stock pursuant to the Certificates; in any event,
however, Ral phs has agreed to redeemthe Preferred
Stock, subject to the consunmation of the plan of
reorgani zation of FSI, for the original price paid for
the Preferred Stock of $10 per share in cash, or a
total of $3 mllion.

This Information statenment will serve as the
requi site notice of redenption under the Certificates.
Pl ease be advised, therefore, that all of the outstand-
ing shares of Preferred Stock w il be redeened by
Ral phs on or about February 5, 1992 (the “Redenption
Date”), subject to the prior consummati on of the plan
of reorgani zation of FSI.

Al'l shares of Preferred Stock will be redeened, if

any are redeened. Upon redenption, each hol der of

Preferred Stock will receive from Ral phs the Redenption

Price of $10 per share. On or after the Redenption

Date, a holder of Preferred Stock will not have any

rights as such hol der other than the right to receive

the redenption price upon surrender of the certificates

evidencing his or her Preferred Stock.

The Ral phs information statenent did not indicate that
the redenption of the preferred stock of Ral phs was required or
prohi bited by the confirmed FSI chapter 11 plan or that any such
redenption was part of or provided for in that plan. The con-
firmed FSI chapter 11 plan contenplated that the preferred stock
of Ral phs woul d be redeened over the period 1992 to 1998, as
specified in the ternms of that preferred stock at the tine that
stock was issued. The confirmed FSI chapter 11 plan stated in
pertinent part as follows with respect to any redenption of the

preferred stock:
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Ral phs may redeem at its option the shares of

Ral phs Preferred Stock held by any holder, at any tinme
in whole or in part, at the Initial Purchase Price.

* * * * * * *

The Ral phs Preferred Stock has no voting rights

and may not be pledged or transferred except by the

| aws of descent and distribution. In the event Ral phs

is subjected to a “change in control” (as defined in

Ral phs’ certificate of incorporation, as anended), all

out st andi ng shares of Ral phs Preferred Stock wll be

redeened at the Initial Purchase Price. The change in

owner shi p of Ral phs Common Stock that will occur pursu-
ant to the Plan may trigger the change in control
provision with respect to the Ral phs Preferred Stock,
thereby requiring redenption of the outstandi ng shares.

On February 2, 1992, an attorney with Mrrison & Foerster,
attorneys for FSI, sent a letter to the board of directors of
Ral phs. In that letter, the attorney stated his opinion that
“under subsection 4.20 of the indenture dated as of August 26,
1988 between Ral phs and the United States Trust Conpany of New
York as trustee with respect to Ral phs 14 percent Senior Subordi -
nat ed Debentures due 2000 (the “Indenture”)” the Ral phs transac-
tion would not result in a “change of control”

Each of the holders of rights under the EAR plan acknow -
edged having read and received the Ral phs information statenent
and consented to the anmendnents to the EAR Plan that were de-

scribed in that information statenment.
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On February 3, 1992, EJDC, Bank of Mntreal, Paribas, Candev
Properties, Inc.,% Allied, and FSI,?* as the stockhol ders of
RHC, elected directors of RHC (RHC board of directors). On that
date, the RHC board of directors nmet via tel ephonic conference.
At that neeting, the RHC board of directors, acting on behal f of
RHC as the sol e conmon stockhol der of Ral phs, el ected new direc-
tors of Ral phs (Ral phs board of directors).

On February 3, 1992, the Ral phs board of directors net via
t el ephoni c conference. At that neeting, the Ral phs board of
directors approved resolutions (1) ratifying and approving all of
the actions of and resol utions approved by the prior board of
directors of Ralphs with respect to the confirmed FSI chapter 11
pl an, including the issuance of the Ral phs information statenent,
and authorizing the officers and directors of Ralphs to take al
necessary actions to effect the transactions required by the

confirmed FSI chapter 11 plan and (2) calling for the redenption

%6Candev Properties, Inc., which was an assi gnee of Canpeau,
recei ved approximately 12 percent of the total outstandi ng conmon
stock of RHC pursuant to the confirmed FSI chapter 11 plan.

3’"As di scussed above, under the confirnmed FSI chapter 11
pl an, Holdings IIl distributed to FSI a portion (i.e., 0.8
percent) of the outstanding cormmon stock of RHC that was to be
distributed to Canpeau for subsequent sale for the purpose of
satisfying certain obligations and expenses arising under that
plan. To the extent FSI did not sell any portion of that stock,
the confirmed FSI chapter 11 plan required that FSI distribute
that portion to Canpeau.
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on February 3, 1992, of all of the preferred stock of Ral phs. On
February 3, 1992, the RHC board of directors passed a resolution
approvi ng the decision of the Ral phs board of directors to redeem
all of the outstanding preferred stock of Ral phs.

Nei t her the Ral phs information statenment nor the m nutes of
the respective board neetings of the Ral phs board of directors
and the RHC board of directors indicated whether or not the $3
mllion required to redeemall of the outstanding preferred stock
was to be deposited into an escrow account.

No nmention was made in the confirmed FSI chapter 11 pl an,
the confirnmed Allied chapter 11 plan, the FSI disclosure state-
ment, or the Allied disclosure statenent of any negotiations
anong the FSI debtors, the Al lied/ Federated debtors, Ralphs, RHC
EJDC, Bank of Montreal, Paribas, or Canpeau with respect to a
redenption of the outstanding preferred stock of Ral phs. Nor did
any of those docunents discuss a planned redenption of that
st ock.

No di scussion appeared in the conprehensive settl enent
agreenent, the proposed initial indemification agreenent, the
proposed final indemification agreenent, or the proposed tax
el ection agreenent regarding a planned redenption of the out-
standi ng preferred stock of Ral phs.

Form 10- K, ANNUAL REPORT UNDER SECTI ON 13 OR 15(d) OF THE

SECURI TI ES EXCHANGE ACT OF 1934, that Ral phs filed in May 1992
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wth the U S. Securities and Exchange Comm ssion (SEC) for its
fiscal year ended February 2, 1992 (1992 Form 10-K) stated that
all of the preferred stock of Ral phs remai ned outstandi ng as of
February 2, 1992, the last day of Ral phs’ fiscal year, and that
t hat stock was subsequently redeened for $3 million. 1In a
section titled “Omership of the Conpany”, the 1992 Form 10-K
stated that “Since February 3, 1992 (the “Transfer Date”), all of
t he outstanding capital stock of the Conpany, consisting of 100
shares of common stock, par value $1.00 per share (the “Conmon
St ock”), has been held by Ral phs Supermarkets, Inc. (the “Holding
Conpany”), a Del aware Corporation.”

Ral phs attached a bal ance sheet to the 1992 Form 10-K
Ral phs reported in that bal ance sheet the outstanding preferred
stock as a $3 mllion liability, and not as stockhol ders equity,
as of the end of each of its fiscal years ended February 2, 1991,
and February 3, 1992. The respective anmounts of total assets and
total liabilities as of February 2, 1992, that Ral phs reported in
t he bal ance sheet that it attached to the 1992 Form 10-K were
equal to the respective anobunts of total assets and total l|iabil-
ities that the FSI consolidated group reported in the bal ance
sheets that the FSI consolidated group attached to the

FSI consolidated group 1/31/93 consolidated return.?38

%] n the respective consolidated bal ance sheets that the FSI
consol i dated group attached to the FSI consolidated group 1/31/91
(continued. . .)
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On July 13, 1992, the Ral phs board of directors held a
meeting via tel ephonic conference. At that neeting, the Ral phs
board of directors adopted a resolution declaring that no pre-
ferred stock of Ral phs remai ned outstandi ng, prohibiting the
i ssuance of any preferred stock in the future, and elimnating
all references to preferred stock in Ralphs’ certificate of
i ncor poration.

Pursuant to the confirnmed FSI chapter 11 plan, on February
3, 1992, RHC, Ral phs, Allied, Bank of Montreal, Paribas, EJDC,
Candev Properties, Inc., and FSI entered into a certain registra-
tion rights agreenent as part of the Ral phs transaction. RHC
granted to its stockhol ders under that agreenent certain regis-
tration rights that permtted those stockholders to participate
in certain registration offerings that RHC m ght nake of its
stock and allowed themto demand that RHC regi ster the stock that
t hose stockhol ders received pursuant to the confirnmed FSI chapter

11 plan and the confirnmed Allied chapter 11 pl an.

38(...continued)
consolidated return and the FSI consolidated group 1/31/93
consolidated return, line 22A, “CAPI TAL STOCK - PREFERRED’, was
blank with respect to Ral phs. That is because, unlike the
financi al statenment bal ance sheets that Ral phs attached to the
1992 Form 10-K, there was no line itemfor “Redeemable preferred
stock” in those consolidated bal ance sheets.
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Wthin three nonths after the Ral phs transaction was ef-
fected, RSI (i.e., Ralphs and Ral phs Supernmarkets, Inc.)?3 devel -
oped a recapitalization plan for those two conpanies. As a
result, RSI filed a registration statenent with the SEC with
respect to a proposed public offering of the shares of common
stock of RSI. Ralphs filed a registration statenent with the SEC
with respect to a proposed offering of $300 million of Ral phs’
seni or subordi nated notes.

On January 21, 1993, Holdings IIl dissolved pursuant to the
| aws of Del aware. The certificate of dissolution was signed by
FSI as the sole stockholder of Holdings Il1l. On the sane date,
Hol di ngs, Holdings Il, and CPI al so dissolved. On July 19, 1993,
FSI di ssol ved pursuant to the | aws of Del aware. The respective
comon stock of Holdings Il and FSI was cancel ed upon the
di ssolution of each of those conpanies. At no tine did Hol dings
1l receive any of its own stock from FSI.

In an order dated June 30, 1993, the Chio U S. Bankruptcy
Court found that the estate of each of the FSI debtors had been
fully adm nistered, granted in its entirety FSI’'s notion for a
final decree, and entered a final decree closing the FSI chapter

11 proceedi ngs.

¥In April 1992, RHC changed its nane to Ral phs Super nar-
kets, Inc.
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In an order dated June 25, 2001, the Chio U S. Bankruptcy
Court found that the respective estates of the Allied debtors and
t he Federated debtors had been fully adm nistered and entered a
final decree closing the Allied chapter 11 proceedi ngs.

Around Cctober 12, 1993, FSI filed the FSI consolidated
group 1/31/93 consolidated return. Ral phs was a nenber of the
FSI consol idated group during the period February 1 to 3, 1992.

The FSI consolidated group attached Form 8023, Corporate
Qualified Stock Purchase El ections (Form 8023), to the FSI
consol i dated group 1/31/93 consolidated return. In that form
FSI (1) identified (a) itself as the common parent of the selling
group, (b) “Ral phs Supermarkets, Inc.” as the purchasing corpora-
tion, and (c) “Ral phs Grocery Conpany” as the target corporation
and (2) checked the box “Joint election under section
338(h)(10)”. The FSI consolidated group also attached to the FSI
consol i dated group 1/31/93 consolidated return a “Schedul e
Requi red Under Regs. 1.338-1T(e)(1) as to Includable Affected
Targets”. In that schedule, FSI identified “Ral phs G ocery
Conpany” as the includible target and reported that the percent-
age of Ral phs stock owned was 100 percent. FSI did not attach to
the FSI consolidated group 1/31/93 consolidated return a copy of
the confirnmed FSI chapter 11 plan. FSI also did not attach to

that return a statenent executed under penalties of perjury that
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showed t he purposes of or that detailed all the transactions
i ncident or pursuant to the confirmed FSI chapter 11 plan.

FSI reported in the FSI consolidated group 1/31/93 consoli -
dated return that $475 million of consideration was paid in the
Ral phs transaction, that Ral phs had total liabilities of
$1, 164, 390, 700, and that Ral phs was subject to an el ecti on under
section 338(h)(10). FSI identified all of the $475 mllion of
consideration that it reported as paid in the Ral phs transaction
as “Debt of Federated Stores, Inc., and Subsidiaries held by
creditors”. FSI did not report in the FSI consolidated group
1/ 31/ 93 consolidated return any anount of “cash” or “purchase
noney debt” as part of the consideration paid in the Ral phs
transacti on.

The FSI consolidated group attached Schedul e D, Capital
Gains and Losses (1/31/93 Schedule D), to the FSI consoli dated
group 1/31/93 consolidated return. In that schedule, FSI re-
ported with respect to the transaction in which Federated incor-
porated Ral phs long-term capital gain of $492,618,173 (i.e., the
Ral phs deferred interconpany gain) and ordinary inconme of
$81, 723,870. In addition, FSI reported in that schedule with
respect to the Ral phs transaction a gross sale price of
$1, 639, 390, 700, a cost or other basis, plus expense of sale, of

$1, 303, 501, 700, and a long-termcapital gain of $335,889, 000 that
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resulted fromthe el ection under section 338(h)(10) that FSI nade
with respect to the Ral phs transaction.

The FSI consolidated group owed no Federal tax for the
t axabl e year ended January 31, 1993, except for the alternative
m ni mum tax, certain recapture taxes, and certain environnental
taxes. Taking into account the gain reported on the 1/31/93
Schedul e D, FSI showed gain in excess of $900 million resulting
fromthe Ral phs deferred interconpany gain and the el ection under
section 338(h)(10) that it made with respect to the Ral phs
transaction. That gain was offset by a net operating |oss
deduction available to the FSI consolidated group for the taxable
year ended January 31, 1993.

RSI filed Form 1120 for its consolidated group, which
i ncl uded Ral phs, for each of the taxable years ended January 31,
1993 (RSI consolidated group 1/31/93 consolidated return),
January 30, 1994, January 28, 1995, and June 14, 1995. RSl filed
an anended consolidated group return for the taxable year ended
January 31, 1993 (RSI consolidated group 1/31/93 anended consoli -
dated return), which the IRS received around Novenber 18, 1993,

and treated as filed on that date.

“OFS| al so attached to the FSI consolidated group 1/31/93
consolidated return Form 8594, Asset Acquisition Statenent. In
that form FSI reported a total sale price and assets transferred
of $1, 639,390,700 with respect to the Ral phs transacti on.
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In the respective RSI consolidated returns filed for the
t axabl e years ended January 31, 1993, January 30, 1994, January
28, 1995, and June 14, 1995, the Ral phs transaction was treated
as a purchase under section 338(h)(3) because a tinely el ection
under section 338(h)(10) had been nade.

RSI attached Form 8023 to both the RSI consolidated group
1/ 31/ 93 consolidated return and the RSI consolidated group
1/ 31/ 93 anended consolidated return. 1In that form RSI
(1) identified itself as the purchasing corporation and “Ral phs
G ocery Conpany” as the target corporation and (2) checked the
box “Joint election under section 338(h)(10)”. RSI also attached
to the RSI consolidated group 1/31/93 consolidated return a
“Schedul e Required Under Regs. 1.338-1T(e)(1l) as to Includable
Affected Targets”. |In that schedule, RSI identified “Ral phs
G ocery Conpany” as the includible target and reported that the
percent age of Ral phs stock owned was 100 percent. RSI did not
attach to the RSI consolidated group 1/31/93 consolidated return
or the RSI consolidated group 1/31/93 anended consolidated return
a copy of the confirned FSI chapter 11 plan. RSI also did not
attach to either of those returns a statenent executed under
penal ties of perjury that showed the purposes of or that detailed
all the transactions incident or pursuant to the confirnmed FSI

chapter 11 pl an.
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RSI reported in the RSI consolidated group 1/31/93 consoli -
dated return that $475 million of consideration was paid in the
Ral phs transaction, that Ral phs had total liabilities of
$1, 164, 390, 700, and that Ral phs was subject to an el ecti on under
section 338(h)(10). RSl identified all of the $475 mllion of
consideration that it reported as paid in the Ral phs transaction
as “Debt of Federated Stores, Inc., and Subsidiaries held by
creditors”. RSI did not report in the RSI consolidated group
1/ 31/ 93 consolidated return any anount of “cash” or “purchase
nmoney debt” as part of the consideration paid.

RSI attached Form 8594 to the RSI consolidated group 1/31/93
consolidated return and the RSI consolidated group 1/31/93
amended consolidated return. In that form RSI reported a total
sale price and assets transferred of $1,639,390,700. In Form
8594, RSI allocated that sale price to certain classes of assets

as foll ows:

Asset O ass Anount
Cl ass | $36, 800, 000
Class |1 - 0-
Class |11 1, 006, 964, 727
Class IV 595, 625, 973

In the RSI consolidated group 1/31/93 consolidated return
and the RSI consolidated group 1/31/93 anended consol i dated
return, pursuant to section 13261(g)(2) and (3) of the QOmi bus

Budget Reconciliation Act of 1993, Pub. L. 103-66, sec. 13261(9),
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107 Stat. 540, RSI elected retroactive application of section
197, entitled “Anortization of Goodwi ||l and Certain O her
| nt angi bl es”.

On June 14, 1995, Food 4 Less Hol dings, Inc. (Food 4 Less),
acquired all of the outstanding conmmon stock of RSI. On the sane
date, Food 4 Less nerged Ralphs with and into RSI, wth RSI as
the surviving corporation. RSI changed its nane after that
nerger to Ral phs Grocery Conpany (RGC).#

On March 10, 1998, Fred Meyer acquired all of the common
stock of Food 4 Less in a nerger. As a result of that nerger,
Food 4 Less becane a wholly owned subsidiary of Fred Meyer.

Di scussi on

In their respective notions for partial summary judgnent,
the parties ask us to decide whether RHC and FSI nmade a valid
joint election under section 338(h)(10) with respect to RHC s
acquisition of all of the outstanding common stock of Ral phs from
Holdings Il and Allied that took place as part of the Ral phs
transaction. Before we address that issue, we shall briefly
summari ze the Ral phs transaction that took place pursuant to the
confirmed FSI chapter 11 plan and the confirnmed Allied chapter 11
plan. In that transaction, RHC, a newly fornmed conpany, acquired

all of the outstanding conmon stock of Ral phs from Hol di ngs 11

“RHC, RSI, and RGC are all the sane entity, which is not
the sane entity as Ral phs.
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and Allied, the respective owners of 83.75 percent and 16. 25
percent of that outstanding stock. In exchange for the respec-
tive Ral phs stock that RHC acquired fromHoldings Il and Allied,
RHC i ssued to those conpanies 83.75 percent and 16.25 percent,
respectively, of its outstanding common stock. Thereafter,
(1) Holdings Il distributed all of the outstanding RHC common
stock that it held to EIJDC, Bank of Montreal, Paribas, and
Canpeau, *2 which were certain of FSI's creditors, and (2) Allied
(a) distributed a portion (i.e., 9.65 percent) of the outstanding
RHC common stock that it held to Bank of Montreal and Pari bas,
which were certain of Allied s creditors, and (b) retained the
bal ance (i.e., 6.6 percent).* After those distributions to the
respective creditors of FSI and Allied, those creditors owned the

fol |l om ng approxi mate percentages of the outstandi ng comopn stock

of RHC:
Per cent age of Qutstanding
Omner Common_ St ock of RHC
EJDC 60. 4
Canpeau 12. 8
Bank Montr eal 10.1
Par i bas 10.1

42Canpeau owned 100 percent of the outstanding stock of FSI.

“3As part of the confirmed Allied chapter 11 plan, Alied
merged with and into Federated, and the resulting conpany was
known as New Federated. As a result of that nerger, New Feder-
ated held the assets of Allied, which included 6.6 percent of the
out st andi ng RHC common stock that Allied had retained under the
confirmed Al lied chapter 11 pl an.
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The parties agree that there are no genui ne issues of
material fact4 and that sunmmary adjudication is appropriate with
respect to the issue under section 338(h)(10) that the parties
ask us to decide in their respective notions for partial summary
judgnent. The parties also agree that (1) our resolution of the
i ssue under section 338(h)(10) depends on whether RHC s acqui si -
tion of all of the outstandi ng common stock of Ral phs from
Holdings Il and Allied constitutes a qualified stock purchase
under section 338(d)(3); (2) our resolution of that question
under section 338(d)(3) depends on whether that acquisition

constitutes a purchase under section 338(h)(3);% and (3) our

44See supra note 1.

4°Sec. 338(h)(3) defines the term “purchase” in pertinent
part as foll ows:

SEC. 338(h). Definitions and Special Rules.--For
pur poses of this section [338]--

* * * * * * *

(3) Purchase. --

(A) I'n general.--The term “purchase”
means any acqui sition of stock, but only if--

(i) the basis of the stock in the
hands of the purchasing corporation is
not determned (I) in whole or in part
by reference to the adjusted basis of
such stock in the hands of the person
fromwhom acquired, * * * [and]

(1i) the stock is not acquired in
an exchange to which section 351, 354,
(conti nued. ..
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resol ution of that question under section 338(h)(3), and there-
fore our resolution of the question under section 338(d)(3),
depends on whet her, as respondent naintains and petitioners
di spute, the Ral phs transaction constitutes a reorgani zation
under section 368(a)(1)(B), (©, or (G. W thus address whet her
t he Ral phs transaction constitutes a reorgani zati on under section
368(a)(1)(B), (Q, or (G.*

It is the position of respondent that RHC s acquisition of

t he out standi ng common stock of Ral phs from Holdings Il and

45(...continued)
355, or 356 applies and is not acquired
in any other transaction described in
regul ations in which the transferor does
not recogni ze the entire anmount of the
gain or loss realized on the transaction

* * %

Respondent argues, inter alia, that as part of the Ral phs
transaction stock was acquired in an exchange to which sec. 354
applies and that therefore RHC s acquisition of the outstanding
comon stock of Ral phs does not constitute a purchase because of
sec. 338(h)(3)(A)(ii). Sec. 354 applies only to a transaction
that qualifies as a reorgani zati on under sec. 368(a)(1). Turnbow
v. Conmm ssioner, 368 U.S. 337, 343 (1961). If we were to find
that the Ral phs transaction does not qualify as a reorganization
under sec. 368(a)(1)(B), (©Q, or (G, sec. 354 would not apply.

“Qur discussionis limted to the three types of reorgani-
zations on which respondent relies (i.e., the reorganizations
described in sec. 368(a)(1)(B), (C, and (G) in support of
respondent’s position in respondent’s notion. The parties agree
that if the Ral phs transaction were to be treated as a reorgani-
zation qualifying under sec. 368(a)(1)(B), the target corporation
woul d be Ral phs. The parties also agree that if the Ral phs
transaction were to be treated as a reorgani zation qualifying
under sec. 368(a)(1)(C or (G, the target corporation wuld be
Hol dings I11.
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Al lied does not constitute a purchase under section 338(h)(3) and
therefore does not constitute a qualified stock purchase under
section 338(d)(3). That is because, according to respondent, the
Ral phs transaction qualifies as a reorgani zati on under section
368(a)(1)(B), (O, and (G, and consequently RHC has a carryover
basi s under section 362 in the respective Ral phs conmon st ock
that it received fromHoldings Ill and Allied. See sec.
338(h)(3)(A) (i)(1).4 Respondent does not dispute that if we
were to find that the Ral phs transaction does not qualify as a
reorgani zati on under section 368(a)(1)(B), (©, or (G, RHC s
acquisition of all of the outstanding common stock of Ral phs from
Hol dings Il and Allied would, as petitioners maintain, consti-
tute a purchase under section 338(h)(3) and a qualified stock
pur chase under section 338(d)(3), and consequently RHC and FSI
woul d have nmade a valid joint election under section 338(h)(10)
with respect to that purchase.

Section 368 sets forth certain statutory requirenents in
order for a transaction to qualify as a reorgani zati on under
section 368(a)(1)(B), (C, or (G. See, e.g., sec. 368(a)(1)(B
(O, (O, (2), (b). In addition to those statutory requirenents,
the courts have established certain nonstatutory requirenents in
order for a transaction to qualify as a reorgani zati on under any

of those provisions of that section. One of those nonstatutory

4’See supra note 45.
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requi renents known as the continuity-of-interest requirenent
mandates that “the taxpayer’s ownership interest in the prior
organi zati on nust continue in a neaningful fashion in the reorga-

ni zed enterprise.” Paulsen v. Conm ssioner, 469 U S. 131, 136

(1985); see LeTulle v. Scofield, 308 U. S. 415 (1940); Pinellas

lce & Cold Storage Co. v. Conm ssioner, 287 U S. 462 (1933).

According to the Suprene Court of the United States (Suprene
Court), “this interest nust be definite and material; [and] it
must represent a substantial part of the value of the thing

transferred.” Helvering v. Mnn. Tea Co., 296 U S. 378, 385

(1935); see Paulsen v. Conmm ssioner, supra; secs. 1.368-1(b),

1.368-2(b)(2), Income Tax Regs. We limt ourselves to consider-
ation of the continuity-of-interest requirenent. That is because
our resolution of whether the Ral phs transaction satisfies that
requi renent resolves the question of whether that transaction
constitutes a reorgani zati on under section 368(a)(1)(B), (O, or
(9.

For 1992, the year in which the Ral phs transaction occurred,
transitory ownership of stock in the acquiring corporation by the
transferor’s stockholders is to be disregarded in determning

whet her the continuity-of-interest requirenent is satisfied.*

“8Under regul ations applicable to transactions occurring
after Jan. 28, 1998, the continuity-of-interest requirenent is
satisfied regardl ess of whether the stockhol ders of the trans-
feror dispose of their stock in the acquiring conpany after those

(continued. . .)
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See, e.g., Penrod v. Comm ssioner, 88 T.C 1415, 1427 (1987);

Heintz v. Conm ssioner, 25 T.C 132, 142-143 (1955).

Respondent maintains that the continuity-of-interest re-
qui renment woul d be satisfied with respect to the Ral phs transac-
tion if certain creditors of FSI* were treated as equity owners
of FSI for purposes of the reorgani zation provisions on which
respondent relies. |In support of respondent’s argunent that
those creditors should be treated as equity owners for those

pur poses, respondent relies on Helvering v. Ala. Asphaltic

Li mrestone Co., 315 U. S. 179 (1942) (Al abama Asphaltic), which

respondent maintains “is squarely applicable in this case

[sic]”.% According to respondent:

48(. .. continued)
st ockhol ders receive that stock. See T.D. 8760, 1998-1 C. B. 803,
804.

“Pursuant to the confirnmed FSI chapter 11 plan, certain
creditors of FSI received 83.75 percent of all of the outstanding
common stock of RHC. See infra note 54. Thus, the parties focus
their argunents with respect to whether the Ral phs transaction
satisfies the continuity-of-interest requirenent on the receipt
of certain RHC stock by certain creditors of FSI and do not focus
on the receipt of certain RHC stock by certain creditors of
Allied. W shall do the sane.

't is respondent’s position that Congress’ enactnment into
the Code of sec. 368(a)(1)(G did not “change or elimnate the
fundanental stepping into the shoes principle of A abama Asphal -
tic.” According to respondent:

The | aw that was adopted as the “G reorgani zation in

1980 [ Bankruptcy Tax Act of 1980, Pub. L. 96-589, sec.

4, 94 Stat. 3401] specifically approved the application

of Al abama Asphaltic and extended its principle to
(continued. . .)




- 85 -

The [Suprene] Court’s rule stated in A abama Asphaltic
is sinple and direct. A valid reorgani zation in which
the stock of the newly-created entity is transferred to
the creditors of a corporation rather than the stock-
hol ders requires that: 1) the debtor corporation nust
be insolvent; and 2) the insolvent debtor corporation’s
creditors nust receive the stock in the entity pursuant
to a reorgani zation plan. Al abama Asphaltic, 315 U S
183-84. * * *

Rel ying on what respondent calls the “sinple and direct”

rule of Al abama Asphaltic, respondent concl udes that

t he bankruptcy of FSI qualifies its creditors as eqU|ty
hol ders for continuity of interest purposes. * *
Therefore, the distribution by Holdings IIl of 83.75
percent of the stock of RHCto FSI’'s creditors main-
tains the qualification under the continuity of inter-
est doctri ne.

Respondent acknow edges that under Al abama Asphaltic “the

creditors nust take effective conmmand over the insolvent * * *
corporation’s assets”. According to respondent, such “effective
command”

is vital to finding continuity of interest, and * * *

is present in this case [sic]. * * * The creditors of

FSI took overt steps to exert their control over its
assets. FSI’s assets included the Ral phs stock. While

50(...continued)
creditors who had | ess than senior rights but who
becane post-bankruptcy sharehol ders. * * *

Petitioners do not disagree with respondent’s statenents
wWth respect to the effect of the enactnent of sec. 368(a)(1)(Q
on the principles of Al abama Asphaltic. W thus address the only
issue wth respect to the continuity-of-interest requirenent that
respondent argues. As discussed below, that issue is whether
under Al abama Asphaltic we should treat certain creditors of FSI
as equity owners of FSI for purposes of determ ning whether the
continuity-of-interest requirenent is satisfied in the Ral phs
transacti on.
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Ral phs was not the bankrupt corporation, Ralphs stock

was undeni ably an asset of FSI, and was ultimately

t aken possession of by FSI's creditors in the bank-

ruptcy plan. [Citation omtted.]

I n support of respondent’s contention that “the creditors of
FSI took overt steps to exert their control over its [FSI’s]
assets”, respondent asserts that

on the date that EJDC and the other creditors insti-

tut ed bankruptcy proceedi ngs, they stepped into the

shoes of Canpeau and becane the equity owners of FSI

and of all that FSI owned. They thereby gai ned effec-

tive command over the assets of FSI.

Petitioners counter that the instant cases are materially

di stingui shable from Al abama Asphaltic. 5

In Al abama Asphal ti c,

The ol d corporation [Al abama Rock Asphalt, Inc.] was a
subsidiary of a corporation which was in receivership
in 1929. Stockhol ders of the parent had financed the
ol d corporation taking unsecured notes for their ad-
vances. Maturity of the notes was approachi ng and not
all of the noteholders would agree to take stock for
their clains. Accordingly, a creditors’ conmttee was
formed, late in 1929, and a plan of reorgani zati on was
proposed to which all the notehol ders, except two,
assented. The plan provided that a new corporation
woul d be fornmed which would acquire all the assets of
the old corporation. The stock of the new corporation,
preferred and common, would be issued to the creditors
in satisfaction of their clainms. Pursuant to the plan,

S!Petitioners also maintain that the instant cases are
material ly distinguishable fromthe cases decided after Hel vering
v. Ala. Asphaltic Linestone Co., 315 U. S. 179 (1942), that have
found that case to be controlling in holding that certain credi-
tors involved in those cases should be treated as equity owners
for purposes of the continuity-of-interest requirenent. (W
shall refer to those cases decided after Al abama Asphaltic that
have so held and that the parties cite as the Al abana Asphaltic

progeny.)
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i nvol untary bankruptcy proceedings were instituted in
1930. * * * The bankruptcy trustee offered the [insol -
vent corporation s] assets for sale at public auction.
They were bid in by the creditors commttee for
$150,000. * * * Thereafter, respondent [Al abama Asphal -
tic Linestone Co.] was forned and acquired all the
assets of the bankrupt corporation. It does not appear
whet her the acquisition was directly fromthe old
corporation on assignnent of the bid or fromthe com
mttee. Pursuant to the plan, respondent issued its
stock to the creditors of the old corporation--over 95%
to the notehol ders and the bal ance to small creditors.

* * %

Hel vering v. Ala. Asphaltic Linmestone Co., supra at 181-182.

On the basis of the above-quoted facts, the Suprenme Court

concluded in Al abama Asphaltic that the continuity-of-interest

requi renment enunciated in cases like Pinellas Ice & Cold Storage

Co. v. Conm ssioner, 287 U S. 462 (1933), and LeTulle v.

Scofield, 308 U S. 415 (1940), was not satisfied

since the old stockhol ders were elimnated by the plan,
no portion whatever of their proprietary interest being
preserved for themin the new corporation. And it is
clear that the fact that the creditors were for the
nost part stockhol ders of the parent conpany does not
bridge the gap. The equity interest in the parent is
one step renoved fromthe equity interest in the sub-

sidiary. In any event, the stockhol ders of the parent
were not granted participation in the plan qua stock-
hol ders.

Hel vering v. Ala. Asphaltic Linestone Co., supra at 183.

Nonet hel ess, the Supreme Court concluded in Al abama Asphal -

tic on the facts there invol ved
that it is immterial that the transfer shifted the
ownership of the equity in the property fromthe stock-
hol ders to the creditors of the old corporation.
Plainly, the old continuity of interest was broken.
Technically, that did not occur in this proceeding
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until the judicial sale took place. For practical

pur poses, however, it took place not |ater than the
time when the creditors took steps to enforce their
demands agai nst their insolvent debtor. |In this case,
that was the date of the institution of bankruptcy
proceedings. Fromthat time on, they had effective
command over the disposition of the property. The ful
priority rule of Northern Pacific Ry. Co. v. Boyd, 228
U S. 482, applies to proceedings in bankruptcy as well
as to equity receiverships.!® |t gives creditors,
whet her secured or unsecured, the right to exclude
stockhol ders entirely fromthe reorganizati on plan when
the debtor is insolvent. Wen the equity owners are
excluded and the old creditors becone the stockhol ders
of the new corporation, it conforns to realities to
date their equity ownership fromthe tinme when they

i nvoked the processes of the law to enforce their
rights of full priority. At that tinme they stepped
into the shoes of the old stockholders. The sale “did
not hi ng but recognize officially what had before been
true in fact.” Helvering v. New Haven & S.L.R Co.,
121 F.2d 985, 987 [2d Cir. 1941].

That concl usion involves no conflict with the
principle of the Le Tulle case.!® A bondhol der inter

2ln N._Pac. Ry. Co. v. Boyd, 228 U.S. 482 (1913), the
Suprene Court held that a court-approved plan of reorganization
under which an insolvent corporation sold its assets to a new
corporation that the stockhol ders and certain bondhol ders of the
i nsol vent corporation owned did not serve to elimnate or defeat
the claimof an unsecured creditor of the insolvent corporation
who sought to enforce against the new corporation a judgnent
agai nst the insolvent corporation. The Suprene Court held that
the unsecured creditor’s interest was superior to the interest of
t he stockhol ders of the insolvent corporation and that those
st ockhol ders took their interest in the new corporation subject
to the claimof the unsecured creditor.

53The “Le Tulle case” to which the Supreme Court referred is
LeTulle v. Scofield, 308 US. 415 (1940). In that case, the
Suprenme Court held that there was no tax-free reorganization
where the transferor conpany transferred its assets in exchange
for cash and short-term notes of the transferee conpany. 1In so
hol di ng, the Suprene Court concluded that, where the consider-
ation for the transfer consisted solely of the transferee’s
bonds, the transferor did not retain any proprietary interest in

(continued. . .)
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est in a solvent conpany plainly is not the equival ent
of a proprietary interest, even though upon default the
bondhol ders coul d retake the property transferred. The
mere possibility of a proprietary interest is, of
course, not its equivalent. But the determ native and
controlling factors of the debtor’s insolvency and an
effective command by the creditors over the property
were absent in the Le Tulle case. [Citations omtted.]

Hel vering v. Ala. Asphaltic Linmestone Co., 315 U. S. at 183-184.

The parties in the instant cases agree, and we concl ude,
that it was material to the Suprenme Court’s holding in Al abama
Asphaltic that the continuity-of-interest requirenment was satis-
fied that the creditors “had effective conmand over the disposi-
tion of the property”, id. at 183, of the insolvent debtor
corporation. A principal disagreenent between the parties here

centers on the identity under Al abama Asphaltic of the insolvent

debtor corporation over whose property its creditors nmust have

such “effective command”.

Petitioners argue that under Al abama Asphaltic (1) the
i nsol vent corporation over whose property its creditors nust have
“effective command” nust be the target corporation in the pur-
ported reorgani zation, and (2) the direct creditors of that
target corporation nust receive the stock of the conpany that
acquired the stock of the insolvent target corporation or its

property. According to petitioners, under Al abama Asphaltic the

continuity-of-interest requirenent is not satisfied in the

53(...continued)
t he new conpany.
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i nstant cases because (1) Ral phs, which the parties agree woul d
be the target in the case of a reorganization qualifying under
section 368(a)(1)(B), and Holdings Ill, which the parties agree
woul d be the target in the case of a reorgani zation qualifying
under section 368(a)(1)(C or (G, were solvent at all tines
during the chapter 11 proceedings, and (2) neither Ral phs nor

Hol dings |1l had any creditors who received RHC stock in the

Ral phs transacti on. %

Respondent does not dispute (1) that Ral phs and Hol dings I
were solvent at all tinmes during the chapter 11 proceedi ngs and
(2) that neither Ral phs nor Holdings Ill had any creditors who
recei ved RHC stock in the Ral phs transaction.® Respondent

argues instead that under Al abama Asphaltic (1) the insol vent

corporation over whose property its creditors nust obtain “effec-

tive coomand” need not be the target corporation in the purported

S4Pursuant to the confirmed FSI chapter 11 plan, Canpeau was
to receive 12.8 percent of the outstanding common stock of RHC
However, 0.8 percent of the outstanding comon stock of RHC that
Canpeau was to receive was to be distributed to FSI pursuant to
that plan. FSI was required to sell that stock for the purpose
of satisfying certain obligations and expenses arising under the
confirmed FSI chapter 11 plan. To the extent FSI did not sel
any portion of the 0.8 percent of the outstanding comon stock of
RHC that it received, FSI was required under that plan to dis-
tribute that portion to Canpeau.

5°See supra note 54.
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reorgani zation, % and (2) the direct creditors of that target
corporation need not receive the stock of the conpany that
acquired the stock of the insolvent target corporation or its
property. According to respondent, in determ ning whether the
continuity-of-interest requirenent is satisfied in the Ral phs
transaction, it is appropriate and necessary under Al abana
Asphaltic to inquire (1) whether the creditors of the insolvent
FSI, which the parties agree would not be a target corporation in
the case of a reorganization qualifying under section
368(a)(1)(B), (O, or (G, “had effective command over the

di sposition of the property [of FSI]”, Helvering v. Ala. Asphal -

tic Linmestone Co., supra at 183, and (2) whether the creditors of

the insolvent FSI received the stock of RHC. Respondent main-
tains that the parties’ agreed facts require affirmative answers
to the foregoing inquiries.

We need not resolve the parties’ disputes over (1) whether

or not under Al abama Asphaltic the insolvent corporation over

whose property its creditors must have “effective command” nust

be the target corporation in the purported reorganization and

*®Respondent cites no case, and we have found none, in which
a court has held Al abanma Asphaltic to be controlling on the
guestion of whether creditors of an insolvent corporation are to
be treated as equity owners of that corporation for purposes of
the continuity-of-interest requirenment where the insolvent
corporation (in the instant cases FSI) is not the target corpora-
tion in a purported reorganization.
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(2) whether or not under that case the direct creditors of that

i nsol vent target corporation nust receive the stock of the
conpany that acquired the stock of that target corporation or its
property. That is because, assum ng arguendo that respondent
were correct in respondent’s view as to the appropriate and

necessary two inquiries under Al abama Asphaltic that should be

made in the instant cases, we find on the basis of the parties’
agreed facts that the answer to the first of those inquiries is
that the creditors of FSI did not obtain “effective conmand” over
FSI’s property.

In Al abama Asphaltic, “effective command” over the insol vent

corporation’s property arose because its creditors took steps by
instituting involuntary bankruptcy proceedings against it to
enforce their rights under the so-called full priority rule of N._

Pac. Ry. Co. v. Boyd, 228 U S. 482 (1913), “to exclude stockhol d-

ers [of the insolvent corporation] entirely fromthe reorgani za-

tion plan when the debtor is insolvent.” Helvering v. Ala.

Asphaltic Linestone Co., supra at 183-184.

Unli ke the facts in Al abama Asphaltic, in the instant cases

EJDC, Bank of Mbntreal, Paribas, and Canpeau,® the creditors of

FSI that pursuant to the confirmed FSI chapter 11 plan received

"W shal | sonetinmes refer collectively to EIDC, Bank of
Montreal , Paribas, and Canpeau as the FSI creditors.
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83. 75 percent®® of the outstanding common stock of RHC from

Hol dings 11, did not take steps against FSI to enforce their
rights under the so-called full priority rule “to exclude stock-
hol ders [of FSI] entirely fromthe reorgani zation plan”. 1d. In

fact, unlike the facts in Al abama Asphaltic, in the instant cases

the FSI creditors did not, as respondent asserts, commence

i nvol untary bankruptcy proceedi ngs against FSI. |[Instead, FSI
filed in the California U S. Bankruptcy Court® a voluntary
petition under chapter 11, entitled “Reorganization”, of the
Bankruptcy Code, 11 U . S.C. secs. 1101-1174. Unlike the facts in

Al abama Asphaltic, in the instant cases FSI operated as a debtor

in possession® at all tinmes during the FSI chapter 11 proceed-
ings. The FSI creditors did not object during those proceedi ngs
to FSI’s acting as a debtor in possession. Nor did any of those

creditors ask the Ohio U S. Bankruptcy Court to appoint a

8See supra note 54.

Hereinafter, all references to the FSI chapter 11 proceed-
ings are to those proceedi ngs after venue in those proceedi ngs
was transferred to the Ohio U S. Bankruptcy Court. For conve-
ni ence, we shall refer to any filing in the FSI chapter 11
proceedings with the Chio U S. Bankruptcy Court as FSI's filing
with that court.

80As a debtor in possession, FSI continued to control its
assets and operate its business in the sane manner as it had done
before the commencenent of the chapter 11 proceedings. In
addi tion, during the pendency of the FSI chapter 11 proceedi ngs
FSI continued to be managed by the officers that had managed FSI
before the FSI chapter 11 proceedi ngs had commenced.
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trustee.® The FSI creditors did not file with the Chio U.S.
Bankruptcy Court any proposed plan of reorganization® in the FSI
chapter 11 proceedings. Instead, on January 8, 1992, FSI filed
with the Chio U S. Bankruptcy Court the January 1992 proposed FSI

chapter 11 plan.® Al though under the January 1992 proposed FSI

51The U.S. trustee program a conponent of the U. S.
Department of Justice that is responsible for pronoting the
efficiency and protecting the integrity of the Federal bankruptcy
system oversaw the FSI chapter 11 proceedings. That program
appoi nted an official commttee of unsecured creditors in the FSI
chapter 11 proceedings but did not take possession of the assets
of FSI and did not have the authority to direct the disposition
of that conpany’s assets or to nanage that conpany’ s business
during the pendency of the FSI chapter 11 proceedi ngs.

%2The term “plan of reorganization” is used to refer to a
pl an described in chapter 11 of the Bankruptcy Code and is not
intended to refer to a plan of reorganization for tax purposes.
See supra note 19.

8FSl filed several proposed plans of reorganization with
the Chio U S. Bankruptcy Court before filing on Jan. 8, 1992,
anot her proposed FSI chapter 11 plan. At no tine did the FSI
creditors seek to reduce the time during which FSI had the
exclusive right to file a proposed plan of reorganization with
the Chio U. S. Bankruptcy Court. Nor did those creditors object
to the requests of FSI to extend the tinme during which it had the
exclusive right to file a proposed plan of reorganization with
that court.

640n Cct. 28, 1991, FSI filed with the Chio U S. Bankruptcy
Court the Cctober 1991 proposed FSI chapter 11 plan. That plan
proposed, inter alia, that the FSI creditors receive from
Hol dings Il certain stock of Ral phs in satisfaction of their
creditor clains against FSI. Respondent focuses on that proposed
plan in further support of respondent’s assertion that the
“creditors of FSI took overt steps to exert their control over
its assets.” Respondent contends:

The [Ral phs] transaction here was undertaken at
the very end of the bankruptcy proceedi ngs when the
(continued. . .)
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chapter 11 plan the clainms of secured creditors of FSI except
class 11% were inpaired and certain unsecured creditors of FSI
were to receive property with respect to their clains, none of
the FSI creditors objected to or rejected that proposed plan. 1In
fact, those creditors accepted in witing the January 1992
proposed FSI chapter 11 plan, and the Chio U. S. Bankruptcy Court
confirmed it on January 10, 1992.

On the parties’ agreed facts, we find that under Al abama

Asphaltic the FSI creditors did not take “effective conmmand” over

64(...conti nued)

creditors’ inchoate rights had nmatured into effective
control of the property. The initial plan had been for
the * * * [Ral phs] stock to go directly to the
creditors. However, after the creditors were already
entitled to receive the * * * [Ral phs] stock, the
creditors directed that the * * * [ Ral phs] st ock,
rather than going to the creditors thensel ves, should
go to the acquiring corporation (the creditor’s wholly-
owned hol ding conpany) [RHC]. In directing the * * *

[ Ral phs] stock to the acquiring corporation, the
creditors controlled where the Ral phs stock went.

The above-quoted contentions of respondent are refuted by
the facts to which the parties agreed for purposes of their
respective notions for partial summary judgnent. The FSI
creditors were not entitled to any property of FSI or Hol di ngs
11 before the Chio U S. Bankruptcy Court confirnmed the January
1992 proposed FSI chapter 11 plan. That confirmed plan required,
inter alia, that EJDC, Bank of Mntreal, Paribas, and Canpeau
receive certain stock of RHC, and not stock of Ral phs, in
satisfaction of their respective creditor clains against FSI.

The Cctober 1991 proposed FSI chapter 11 plan on which respondent
focuses was never confirnmed by the Chio U S. Bankruptcy Court and
did not entitle the FSI creditors to any stock of Ral phs.

65See supra note 26
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t he assets of FSI.® W conclude that Al abana Asphaltic is

materi ally distinguishable fromthe instant cases, that
respondent’s reliance on that case is msplaced, and that that
case is not controlling in the instant cases.

We also find the Al abama Asphaltic progeny to be materially

di stingui shable fromthe instant cases. |In the A abama Asphaltic

progeny, the courts concluded, as did the Suprenme Court in

Al abama Asphaltic, that the determ native fact was whet her the

creditors of the insolvent corporation took proactive steps and
t hereby obtained effective conmand over the insolvent

corporation’s property. See, e.g., Palm Springs Holding Corp. v.

Comm ssioner, 315 U. S. 185, 188-189 (1942); Wells Fargo Bank &

Union Trust Co. v. United States, 225 F.2d 298, 300-301 (9th Cr

1955). Unlike the creditors involved in the instant cases, the

creditors involved in the Al abama Asphaltic progeny took

proactive steps to enforce or protect their rights in the
i nsol vent corporations’ properties, such as filing a foreclosure

action under nortgages securing the insolvent corporation’s

8€Assum ng arguendo that Holdings 111, which the parties
agree would be the target corporation in a reorganization
qual i fyi ng under sec. 368(a)(1)(C or (G, were insolvent and
that it were correct under Al abanma Asphaltic to determ ne whether
the FSI creditors had “effective conmand” over the property of
Hol dings 11, we would find for the reasons di scussed above as to
why the FSI creditors did not have “effective conmand” over FSI’'s
property that the FSI creditors did not have such “effective
command” over the property of Holdings I1I.
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debt, % selling the insolvent corporation’s assets under an
indenture,® filing a receivership action against the insolvent
corporation,® or entering into possession and operating the
property of the insolvent corporation.” 1In the instant cases,
none of the FSI creditors took any proactive steps to enforce or
protect their respective rights to paynent by FSI of their
respecti ve debts.

Based upon the parties’ agreed facts, we reject respondent’s
argunent that, in determ ning whether the continuity-of-interest
requirenent is satisfied in the Ral phs transaction, Al abanma
Asphaltic requires us to treat as equity owners of FSI the FSI
creditors who received 83.75 percent’ of the outstandi ng conmon
stock of RHC. Respondent does not cite, and we have not found,

any case in which a court has held Al abanma Asphaltic to be

controlling under facts materially indistinguishable fromthe

6’See, e.g., Wells Fargo Bank & Union Trust Co. v. United
States, 225 F.2d 298, 300 (9th Cr. 1955); Peabody Hotel Co. v.
Comm ssioner, 7 T.C 600, 602-603 (1946); Pearson Hotel, Inc. V.
Comm ssioner, 199 F. Supp. 33, 35 (N.D. Ill. 1959).

%8See, e.g., Palm Springs Holding Corp. v. Commi ssioner, 315
U S. 185, 186 (1942).

See, e.g., Atlas Ol & Ref. Corp. v. Conm ssioner, 36 T.C.
675, 676 (1961); Ky. Natural Gas Corp. v. Conm ssioner, 47 B. T. A
330, 333 (1942).

See, e.g., Roosevelt Hotel Co. v. Conm ssioner, 13 T.C.
399, 401 (1949).

'See supra note 54.
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parties’ agreed facts in the instant cases. Nor has respondent
of fered any persuasive reason why we shoul d extend the hol ding of

Al abama Asphaltic to the parties’ agreed facts.

We hold that the continuity-of-interest requirenent is not
satisfied in the Ral phs transaction and that that transaction is
not a reorgani zati on under section 368(a)(1)(B), (O, or (G."
Respondent does not dispute that if we were to hold, which we
have, that the Ral phs transaction is not a reorganization under
any of those provisions of section 368, (1) RHC s acquisition of
t he outstandi ng comon stock of Ral phs fromHoldings Il and
Al lied would constitute a purchase under section 338(h)(3) and a
qualified stock purchase under section 338(d)(3), and (2) RHC and
FSI woul d have nade a valid joint election under section
338(h)(10) wth respect to that acquisition.

We have considered all of the contentions and argunments of
the parties that are not discussed herein with respect to the
matters that we address herein, and we find themto be w thout

merit, irrelevant, and/or noot.

?In the l'ight of our holdings that the Ral ph’s transaction
does not satisfy the continuity-of-interest requirenment and is
not a reorgani zati on under sec. 368(a)(1)(B), (C, or (G, we
need not and shall not address whether the Ral phs transaction
satisfies, as respondent maintains and petitioners dispute, the
other requirenents applicable to each of the three types of
reorgani zati ons on which respondent relies.



To reflect the foregoing,

An order granting

petitioners’ notion and denying

respondent’s notion will be

i ssued.
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APPENDI X

Campeau I

100%

|
FSI
100%
|

Holdings 111

100%

170%

CPI F3l

100% Shopping
159 Center
Holdings TT - 15%| corps.

100% Preferred
Others Stock held
by Mgmt .
S0% 16.25% 100%

,-"'" 100% \ /_,-
Holdings Ralphs

100%
| Subsidiaries, inecluding:

Faderated Allied Credit Holdings
Allied Real Estate Subs.
Jordan Marsh Stores Corp.
Maas, Inc.
100% Btern's, Inc.

The Bon, Inc.

Subsidiaries, including:

Bloomingdales, Inc.
Bloomingdales By Mail
Burdine’s, Inc.

Federated Credit Holdings
Federated Eeal Esztate
Rich'"=s, Inc.



