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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GALE, Judge: Respondent determ ned the foll ow ng

deficiencies wwth respect to petitioners’ Federal incone taxes:



Tax Year Defi ci ency
1989 $94, 685
1991 $23, 230
1992 $70, 009
1993 $38, 083
1994 $23,718
1995 $6, 039

After concessions, the issues for decision are:

1. Wether petitioners had sufficient basis under section
1366(d) (1) (B) with respect to certain indebtedness incurred to
fund the operations of MIl|ler Medical Systenms, Inc. (MVB), an S
corporation in which petitioner Tinothy J. Mller was a
sharehol der, to entitle themto deduct MW s | osses of $750, 000
in 1992, $431,691 in 1993, and $189, 845 in 1994, which led to net
operating | oss carryback deductions in 1989, 1990, and 1991, as
wel | as net operating |oss carryover deductions of $238,293 for
1994 and $206, 178 for 1995. W hold petitioners had sufficient
basis to deduct the aforenentioned | osses.

2. \Wether petitioners were "at risk” within the neaning of

section 465 with respect to the aforenentioned indebtedness at

1 Al section references are to the Internal Revenue Code
of 1986, as in effect for the years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
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the cl ose of taxable years 1992, 1993, and 1994. W hold that
petitioners were "at risk"” for this purpose.

3(a). Wiether petitioners had di scharge of indebtedness
i ncome under section 61(a)(12) of $900,000 in 1994, upon the
satisfaction by guarantors of the aforenentioned indebtedness to
that extent. W hold that they did.

3(b). Wether the $900, 000 of discharge of indebtedness
i ncone is excludable under the insolvency exception of section
108(a)(1)(B). W hold that it is

3(c). Wiether certain tax attributes of petitioners,
including a net operating | oss, net operating |oss carryover, net
capital loss, and capital |oss carryover for 1994 nust be reduced
under section 108(b)(1) and (2). W hold that they nust.

FI NDI NGS OF FACT

The parties have stipul ated some of the facts, which are
incorporated herein by this reference. Petitioners, Tinothy J.
and Joan M Mller,? resided in Indiana at the time the petition
was fil ed.

MVE' s Initial Years

Petitioner incorporated MVS in Novenber 1988 and was

initially its sole shareholder. MVB was an S corporation for

2Joan M Mller is a petitioner in this case as a result of
filing joint returns with petitioner Tinothy J. Mller for the
years in issue. As the transactions at issue involved M. Mller
only, we shall hereinafter use "petitioner"” when referring to M.
M Il ler individually.
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Federal incone tax purposes at all relevant times. M5 was in
t he busi ness of manufacturing nobile and nodul ar nedi cal
di agnostic facilities. Shortly after its creation, MBS
established a relationship with Huntington National Bank
(Huntington) to obtain financing for its business activities.
Huntington's loans to MM5 were initially on a short-term "per
project" basis; i.e., funds were I ent on the basis of the
contracts MMVS obtained for the construction of diagnostic
facilities, to be repaid upon the conpletion of construction when
MVE was pai d.

MVE experienced |losses fromits inception in 1988 through
1994. In February 1992, petitioner obtained four outside
investors in MMs: George F. Rapp, Janes D. Rapp, John G Rapp
and Gary L. Light (the Rapp Goup). The Rapp G oup nade capital
contributions to MVS of $800,000 in the aggregate in exchange for
approxi mately 15 percent of MW s stock. As a condition for the
Rapp Group's investnment, MMS was obligated to secure a conm t nment
for a $1 mllion line of credit. MV did so through Huntington,
whi ch extended a $1 million revolving line of credit to MVS on

March 31, 1992 (the MVS/ Huntington Loan3®).

3 The parties to the MVB/ Huntington Loan executed a | oan
agreenent, security agreenent, and prom ssory note. Except as
ot herw se indicated, reference to the MVB/ Hunti ngton Loan
enconpasses all three of the foregoi ng docunents.
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Under the MVS/ Huntington Loan line of credit, MVB was
al | oned advances of up to $250, 000 per nodul ar or nobile
di agnostic unit under contract. Interest at a rate of one-half
poi nt above Huntington's prinme rate was payable nonthly on the
out st andi ng princi pal advanced. MVS executed a prom ssory note
and granted Huntington a first security interest in MW s
accounts, inventory, equipnent, fixtures, and receivables as
security for the MMS/ Huntington Loan. In addition, petitioner
executed an unlimted guaranty for MMS s indebtedness, secured by
a second nortgage on his personal residence, and each nenber of
the Rapp G oup executed limted guaranties which in the aggregate
were equal to the entire $1 million authorized indebtedness. The
Rapp Group guaranties were collateralized with shares of Danek
G oup, Inc. (Danek), a publicly traded stock with an aggregate
val ue that exceeded $1, 000, 000 when the MMS/ Hunti ngton Loan was
execut ed.

MVE' s annual operating | osses accumnul ated, and petitioner
had insufficient basis in the corporation to deduct them
currently. As of Decenber 31, 1991, petitioner had suspended net
operating | oss deductions from MVE as foll ows:

Suspended net operating loss from 1990  $540, 506

Suspended net operating |loss from 1991 87,322
Tot al 627, 828
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By late 1992, it was apparent that M5 s operations for that year
woul d al so show a | oss.*

The Loan Restructuring

I n Decenber 1992, personnel of MVS had discussions with
Hunti ngton concerning the tax benefits of reissuing the line of
credit in the MM5/ Hunti ngton Loan to petitioner personally. On
Decenber 17, 1992, petitioner's tax adviser at Ernst & Young sent
a letter to Huntington explaining that petitioner did not have
sufficient basis to deduct his share of MW s | osses because of
his status as a nere guarantor of the MMS/ Huntington Loan. The
letter therefore proposed that the Iine of credit be reissued to
petitioner personally, with MVS as guarantor, using the sane
ternms and conditions. Huntington would then | end $750, 000 (the
t hen- out st andi ng princi pal bal ance on the MVS/ Huntington Loan) to
petitioner and petitioner would nake a $750, 000 cash contri bution
to MMS, which MVB would use to repay the MVB/ Hunti ngton Loan. The
| etter concluded by enphasizing that the new credit |ine would
need to be established before the end of the year to enable
petitioner to deduct his share of MW s | osses for 1992.

In response, Huntington agreed to reissue the line of credit
to petitioner personally with essentially the sanme terns and

conditions (including the Rapp G oup guaranties) as the

4 1n fact, MM ultimately reported a 1992 net operating |oss
for Federal inconme tax purposes of $736, 237.
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MVB/ Hunti ngton Loan, with certain additional conditions. First,
all funds drawn by petitioner on the personal line of credit were
required to be deposited into a restricted account in
petitioner's nane at the bank, all withdrawals fromthe
restricted account were required to go into an account at the
bank mai ntai ned by MV5, and petitioner would be required to
warrant that all draws on the personal |ine of credit would be
used exclusively for MW s construction costs for diagnostic
units under contract. Second, rather than petitioner’s making
cash contributions to MVS, petitioner would extend a $1 nmillion
line of credit to MV5 (to be funded by petitioner's |ine of
credit with Huntington) for which MM5 woul d execute a prom ssory
note and security agreenent in favor of petitioner. MV would
provide as security for the line of credit to it frompetitioner
the sane collateral as had secured MW s original line of credit
fromHuntington. Finally, rather than have MVS serve as
guarantor with respect to the line of credit extended by
Huntington to petitioner, petitioner would instead nake a
collateral assignnment to Huntington of all of petitioner's rights
under the security agreenent given to petitioner by MVE for the
line of credit running between them as well as a coll ateral
assi gnnent of the prom ssory note executed by MVE in favor of

petitioner.
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The restructuring of the line of credit was undertaken on
Decenber 30, 1992. On that date, Huntington extended a $1
mllion revolving line of credit to petitioner personally (the
M Il er/Huntington Loan) on a full recourse basis. To evidence
t he i ndebt edness, petitioner personally executed a | oan
agreenent, security agreenent, and full recourse pronm ssory note
in favor of Huntington.® On the same day, petitioner extended a
$1 mllion revolving line of credit to MVB (the MM/ M I | er Loan).
To evidence the indebtedness, MVS executed a | oan agreenent,
security agreenent, and prom ssory note in favor of petitioner.?
Petitioner drew down $750,000 of his credit |line under the
M Il er/Huntington Loan, lent it to MVS pursuant to the MMS/MI I er
Loan, and MVE in turn used the proceeds to pay the outstanding
bal ance of the MVB/ Huntington Loan. On its records, Huntington
recorded the MVB/ Huntington Loan as satisfied in full by virtue
of a $750, 000 principal paynent on Decenber 30, 1992.
Both the MIler/Huntington and MMS/M || er Loans were due on
Decenber 31, 1993, and carried the sane interest rate as the
MM/ Hunt i ngt on Loan (one-hal f point above Huntington's prine
rate), with interest payable nonthly and advance paynents of

principal permtted. The MIIler/Huntington and MVG/ M | | er Loans

5 Unl ess otherw se indicated, reference to the
M|l er/Huntington Loan enconpasses all three of these docunents.

6 Unl ess otherwi se indicated, reference to the MMS/M I I er
Loan enconpasses all three of these docunents.
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contained the same limtation on advances as in the
MVB/ Hunt i ngt on Loan; nanely, advances could be nmade from
Huntington to petitioner, and frompetitioner to MV5, only with
respect to a maxi mum of $250, 000 to cover MVE's construction
costs for diagnostic facilities under contract. Pursuant to the
condi tions inposed by Huntington in agreeing to restructure the
line of credit, the advances to petitioner under the
M Il er/Huntington Loan were deposited into a restricted account
in petitioner's nane for transfer to MM5. Simlarly, when MVB
made a paynent with respect to its obligation to petitioner under
the MW/ M I | er Loan, such paynent was required to be deposited by
petitioner into a restricted account and held in trust for
Hunt i ngt on.

As security for the MMS/M Il er Loan, MVBE granted petitioner
a security interest in the sane collateral that had secured the
MVB/ Hunti ngt on Loan; nanely, all of its assets, including
equi pnent, inventory, accounts receivable, etc. 1In the security
agreenent for the MIIler/Huntington Loan, petitioner nmade a
coll ateral assignnment to Huntington of all of his rights under
the MM/ M Il er Loan, including the prom ssory note executed in
his favor by MM. Wth respect to the prom ssory note, the
M Il er/Hunti ngton Loan security agreenent provided as foll ows:

Timothy J. Mller ("Debtor") * * * hereby grants,
pl edges and assigns to The Hunti ngton National Bank of
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I ndi ana ("Bank"), a security interest in the follow ng
property * * * :

* * * * * * *

(b) Al of Debtor's rights in, to, and
under a certain Commercial Loan
Not e executed by MIler Mdica
Systens, Inc. on or about Decenber
30, 1992 [i.e., the MVB/ M I | er
prom ssory note]j;

* * * * * * *

The security interest hereby granted is to secure
the pronmpt and full paynent and conpl ete perfornance of
all Cbligations of Debtor to Bank.
The foregoing security interest in MV s prom ssory note was al so
described in the | oan agreenent for the MI|er/Huntington Loan as
fol |l ows:
As security for the Loan, * * * [petitioner] shal
make a coll ateral assignnent of all * * *
[petitioner's] rights and interests arising under or in
connection with the * * * [MMW M Il er Loan], including
but not limted to, * * * a pledge of any and al
prom ssory notes executed by * * * [MVB] in favor of *
* * [petitioner] * * *
Huntington filed a Uni form Comrerci al Code financing statenent on
Decenber 31, 1992, to perfect a security interest in the property
petitioner had collaterally assigned to it pursuant to the
M Il er/Huntington Loan, including the "Commercial Loan Note
executed by MIler Medical Systens, Inc. on or about Decenber 30,

1992".



- 11 -

Petitioner also granted Huntington a second nortgage in his
personal residence as security for his obligations under the
M|l er/Huntington Loan.

As with the MMS/ Hunti ngton Loan, the Rapp G oup nenbers
provided imted guaranties with respect to the MI | er/Huntington
Loan that in the aggregate covered its $1 mllion principal,
collateralized with the same Danek stock, which at the tine had a
val ue exceedi ng $2,500,000. In their respective guaranty
agreenents, each nenber of the Rapp Group al so waived any rights
of indemnification, subrogation, reinbursenent, or contribution
frompetitioner with respect to the MIIler/Huntington Loan (the

guar ant or wai vers).’

" Specifically, the guaranty agreenent executed by each Rapp
G oup nenber provided as foll ows:

In order to induce the Bank [Huntington] to | end noney
or advance credit to, renew, extend or forbear from
demandi ng i medi ate paynent of the Obligations of
Debtor [petitioner], in reliance, in part, upon this
Guaranty, GUARANTOR HEREBY WAI VES * * * ANY RI GHT OF
| NDEMNI TY, REI MBURSEMENT OR CONTRI BUTI ON FROM THE
DEBTOR * * * and the Guarantor further waives any right
of subrogation to the rights of the Bank agai nst the
Debtor * * * which would otherw se arise by virtue of
any paynent made by the Guarantor to the Bank on
account of this Guaranty, * * * and the Guarantor
undertakes on behalf of hinself, his |egal
representatives and assigns that neither the CGuarantor
nor the Guarantor's |legal representatives or assigns
w il attenpt to exercise of [sic] accept the benefits
of any such right and should the Guarantor * * *
recei ve any paynent * * * on account of such right
notw t hst andi ng the provisions of this paragraph, such
nmoney * * * shall be held in trust by the recipient for
(continued. . .)
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Petitioner agreed to certain covenants with respect to the
M|l er/Huntington Loan, including covenants that, other than the
extension of credit by petitioner to MVS under the MVS/ M I | er
Loan line of credit, petitioner would not, and woul d cause MVBS
not to, lend or incur indebtedness (except indebtedness for the
purchase of property equal to the purchase price). Petitioner
was al so required under the MIIler/Huntington Loan to submt
MVE' s financial statenents and a report of MMS s accounts
receivable to Huntington on a nonthly basis, and to submt his
personal financial statenments as Huntington mght fromtine to
time require. No covenants had been required of petitioner as
guarantor of the MVS/ Huntington Loan. The M|l er/Huntington Loan
further provided that an event of default would exist if either
petitioner or MMS becane insolvent, or if MVS failed to conply
wi th any provision of the MMS/MI | er Loan.

On its Federal incone tax return and financial statenent for
the 1992 cal endar year, MVS reported a $750,000 | oan froma
shar ehol der as of yearend.

Modifications to the Restructured Loan

On February 15, 1993, the lines of credit under the
M Il er/Huntington Loan and MVS/M ||l er Loan were both increased by

$250, 000. These changes were effected through | oan nodification

(...continued)
the Bank * * *
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agreenents executed by petitioner and Huntington, and MVS and
petitioner, respectively. Petitioner executed a $250, 000
prom ssory note in favor of Huntington, and MVS executed a
$250, 000 prom ssory note in favor of petitioner, to cover the
i ncreased anounts under the respective credit lines. Likew se,
each nenber of the Rapp G oup executed limted guaranties that in
t he aggregate covered the increase in the MIler/Huntington |line
of credit to $1,250,000. Oher than the $250, 000 increase, the
terms and conditions of the foregoing | oan agreenents and
guaranties did not change in any material respect.
Huntington's internal report covering the $250, 000 increase
listed the primary source of repaynent as "Personal cash flow [of
petitioner] and/or funds fromMIIler Medical Systens, Inc."

The MIler/Huntington Loan line of credit was drawn down to
its full $1,250,000 authorized anmount by Novenber 1, 1993.
Requi red nonthly paynents of interest were made to Huntington
along with periodic principal paynents and draws, so that the
out st andi ng bal ance on the MI I er/Huntington Loan was $1, 184, 930
as of yearend 1993. On its Federal inconme tax return for 1993,
MVS reported $1, 184,930 in | oans from sharehol ders as of yearend,

essentially the same figure recorded by Huntington as the
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out st andi ng bal ance on the MI Il er/Huntington Loan as of that
date.?®

On January 19, 1994, the line of credit under the
M1l er/Huntington Loan was increased an additional $250,000 to
$1, 500, 000. Petitioner executed a new prom ssory note in favor
of Huntington for $1, 500,000, which covered this increase and
served as a substitute for the previously executed $1 nmillion and
$250, 000 promi ssory notes. The line of credit under the
MVS/ M| ler Loan was simlarly increased, and MVS al so executed a
new promni ssory note in favor of petitioner for $1,500,000 which
replaced the two prior outstanding prom ssory notes between the
two. Parallel nodifications were nmade to the Iimted guaranties
of the Rapp Group, so that the guaranties in the aggregate
covered the entire $1, 500,000 anpunt authorized under the
M Il er/Huntington Loan. Huntington's internal report on the
increase of the MIler/Huntington Loan to $1,500,000 |isted the
primary source of repaynment as "Personal cash flow [ of
petitioner] and/or funds fromMIIler Medical Systens, Inc."

Addi tional security was provided in connection with the
increase in the MIIler/Huntington Loan to $1, 500, 000. First,

petitioner's parents granted Huntington a $50, 000 second nortgage

8 Huntington's records list the 1993 yearend bal ance as
$1, 185, 000, whereas the parties have stipulated that the figure
was $1,184,930. The $70 discrepancy is not material, in our
Vi ew.
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on their personal residence as additional security for the
M Il er/Huntington Loan. Second, the |oan agreenent for the
M Il er/Huntington Loan was anmended to require that the market
val ue of the collateral securing the |oan be nmaintained in
anounts at | east one-third greater than the authorized credit
line; if not, Huntington could require MIller or the Rapp G oup
to provide additional security.

The newly increased MIler/Huntington Loan |ine of credit
was drawn down to its full $1,500,000 authorized anmount by Apri
8, 1994. Required nonthly paynents of interest were nade to
Huntington, along with periodic principal paynents and draws, so
t hat the outstanding bal ance on the MI I er/Huntington Loan was
$1, 375,000 as of Decenber 28, 1994. On its Federal incone tax
return for 1994, MVS reported $1, 374,930 in | oans from
shar ehol ders as of yearend.?®

On June 30, 1994, the security provided for the
M|l er/Huntington Loan was again nodified. The |oan agreenent
was anended to require the Rapp Group to pledge collateral in the
formof public securities (rather than Danek stock) with
aggregat e base and call val ues of $2,009, 450. 94 and of

$1, 785, 385. 42, respectively.

® The $70 di screpancy between the stipulated 1994 yearend
bal ance of the M Il er/Huntington Loan and the figure reported by
MVE as the outstanding anount of | oans from sharehol ders is not
material, in our view Cf. supra note 8.



MVE' s Def aul t

I n Decenber 1994, MVS becane insolvent. At that tinme, there
was an outstandi ng bal ance of $1, 375,000 on the M1l er/Huntington
Loan. On Decenber 29, 1994, the Rapp G oup, as guarantors, paid
$900, 000 to Huntington in partial satisfaction of the
M Il er/Huntington Loan. The Rapp G oup then satisfied the
remai ni ng $475, 000 on the M Il er/Huntington Loan by taking out
personal | oans from Huntington and using the proceeds to purchase
the MIler/Huntington Loan note.! Concurrently, petitioner and
the Rapp Group fornmed a new entity operating under the nane MSR
Technol ogi es, LLC (MSR), which purchased MVE s renaini ng assets
and conpleted M5 s outstanding contracts. Upon MSR s conpletion
of the contracts, MSR paid the proceeds to the Rapp G oup, which
in turn used the proceeds to repay their personal |oans from
Hunt i ngt on.

As of the trial in this case, petitioner had not nmade any
paynments to the Rapp Group to reinburse themfor their paynents to
satisfy the MIIler/Huntington Loan pursuant to their guaranties,
nor had the Rapp G oup sought reinbursenent from petitioner.

Petitioner submtted a personal financial statenent as of
Decenber 29, 1994, to Huntington in connection with MMS s default,

which |listed assets of $583,000 (consisting of petitioner's

01t was anticipated that the conpletion of MVB' s
out standi ng contracts, coupled with the |iquidation of its
assets, would result in proceeds of approximtely $475, 000.
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resi dence, bank account, autonobile, and personal property), and
liabilities of $310,000 (consisting of a nortgage on petitioner's
resi dence, an autonobile |oan, and other accounts payable).
Petitioner listed the MIIler/Huntington Loan as a conti ngent
ltability, thereby excluding it as a liability for purposes of
calculating his net worth.* Excluding the MIIler/Huntington Loan
petitioner's net worth as of Decenber 29, 1994, was listed as
$273, 000 ($583,000 in assets mnus $310,000 in liabilities).
Petitioner did not Iist his MV stock as an asset on the financi al
st at ement because MMS had ceased operations and was insol vent. 12

Petitioners' Return Positions

Ref |l ecting the outstandi ng bal ances on the M|l er/Huntington
Loan and the MW/ M|l er Loan at the end of 1992, 1993, and 1994 of
$750, 000, $1, 184,930, and $1, 375,000, respectively, petitioners
claimed basis in indebtedness from MV of $750,000 as of Decenber
31, 1992, as well as annual increases of $434,930 as of Decenber
31, 1993, and $190,000 as of Decenber 31, 1994. Petitioners
consequent |y deducted ordi nary corporate |osses fromMVS in the

amount of $750, 000 for 1992, $431,691 for 1993, and $189, 845 for

11 Al t hough petitioner listed the outstandi ng bal ance for
the MI1ler/Huntington Loan as $1, 500, 000 on the financial
statenment, it is undisputed that the bal ance was $1, 375, 000.

2-A Jan. 17, 1995, report by MVB to its creditors disclosed
that, as of yearend 1994, MVS's secured debt substantially
exceeded its assets, and that the conpany had an additi onal
$1, 800, 000 of unsecured debt.
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1994. These deductions produced net operating | oss carryback
deductions of $485,303 for 1989, $87,174 for 1990, and $83,018 for
1991, as well as net operating |loss carryover deductions of
$238,293 for 1994 and $206, 178 for 1995.

Petitioners in addition claimed a net short-termcapital |oss
of $5,849 and a long-termcapital |oss carryover of $8,194 for
1994, both of which were subsequently carried over into 1995.

Petitioners did not report any interest incone incident to
the MM/ M|l er Loan on their 1993 return. On their 1994 return,
petitioners reported $109,674 of taxable interest income
attributable to MVB. 3

Respondent's Deterni nati ons

In a notice of deficiency, respondent determ ned that
petitioners were not entitled to any basis in the Huntington
i ndebt edness in 1992, 1993, or 1994 and disall owed petitioners
cl ai ned | osses of $750,000, $431,691, and $189, 845, in 1992, 1993,
and 1994, respectively, as well as the resulting net operating
| oss carryback deductions of $485,303 for 1989, $87,174 for 1990,
and $83,018 for 1991, and carryover deductions of $238,293 for

1994 and $206, 178 for 1995. Respondent al so determ ned that

13 The amount of interest that MVB may have deducted on its
Forms 1120S, U.S. Incone Tax Return for an S Corporation, for
1993 and 1994 with respect to the Huntington | oans is not
disclosed in the record. Huntington's records indicate that the
bank received $58,067.97 and $108,522.81 in interest paynents
with respect to the MIler/Huntington Loan in 1993 and 1994,
respectively.
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petitioners were not "at risk"” as of the close of 1992, 1993, and
1994, with respect to the amounts borrowed from Huntington, and
di sal | oned the deductions on that basis. Furthernore, respondent
determined in the alternative that if any of the foregoing
deductions from MW5 were all owed, then the paynent by guarantors
of $1,350,000 in 1994 was "taxabl e forgiveness of debt incone" to
petitioners.

OPI NI ON

| ssue 1. Section 1366(d)(1)(B) Basis Limtation

Section 1366(a) provides that a shareholder of an S
corporation shall take into account his pro rata share of the S
corporation's itens of incone, |oss, deduction, or credit.
However, a sharehol der may deduct his share of the S corporation’s
| osses only to the extent of his adjusted basis in his stock of
the S corporation, sec. 1366(d)(1)(A), and "the sharehol der’s
adj usted basis of any indebtedness of the S corporation to the
sharehol der", sec. 1366(d)(1)(B) (enphasis added). Any S
corporation |osses so limted may be carried forward indefinitely.
Sec. 1366(d)(2).

The jurisprudence in this area has fleshed out certain
principles relating to the [imtation set forth in section

1366(d) (1) (B) and the situations under which a sharehol der

14 Respondent now contends that only $900, 000 of the Dec.
29, 1994, paynent by the guarantors constitutes cancell ation of
i ndebt edness incone to petitioners.
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acquires basis with respect to i ndebtedness. See Hitchins v.

Comm ssioner, 103 T.C. 711, 715 (1994); Gojean v. Conm SSioner,

T.C. Meno. 1999-425, affd. 248 F.3d 572 (7th Cr. 2001). First, a

shar ehol der nust make an actual econom c outlay. Underwood v.

Commi ssi oner, 535 F.2d 309 (5th Gr. 1976), affg. 63 T.C 468

(1975); Perry v. Comm ssioner, 54 T.C 1293, 1296 (1970), affd. 27

AFTR 2d 71-1464, 71-2 USTC par. 9502 (8th Cir. 1971).% The
econom ¢ outlay nust |eave the taxpayer "poorer in a materi al
sense" in order for its bona fides to be respected. Perry v.

Conmi ssi oner, supra at 1296; see also Bergnan v. United States,

174 F.3d 928, 933 (8th Cr. 1999).16
Next, the S corporation's indebtedness nmust run directly to

t he sharehol der; an indebtedness to a passthrough entity that

15 The econom c outlay requirenent stens fromthe concept
that an S corporation sharehol der should be entitled to basis to
the extent of his investnent in the S corporation. S. Rept.
1983, 85th Cong., 2d Sess. 219-220 (1958), 1958-3 C.B. 922, 1141
("The anobunt of the net operating |oss apportioned to any
shareholder * * * s |imted under [fornmer] section 1374(c)(2)
[the predecessor of sec. 1366(d)] to the adjusted basis of the
sharehol der’s investnent in the corporation; that is, to the
adj usted basis of the stock in the corporation owned by the
shar ehol der and the adjusted basis of any indebtedness of the
corporation to the sharehol der." (enphasis added)); see al so
Perry v. Conm ssioner, 54 T.C. 1293, 1296 (1970) (concluding that
the word "investnment” indicated an intent to limt a
sharehol der’s basis to that sharehol der’s "actual economc
outl ay").

1 As we noted in Perry, the "poorer in a material sense"
standard for testing an economc outlay nmerely restates the well -
settled predicate for allow ng any deduction. Perry v.
Conm ssi oner, supra at 1296.




- 21 -
advanced the funds and is closely related to the taxpayer does not

satisfy the statutory requirenents. Frankel v. Conm ssioner, 61

T.C. 343 (1973), affd. w thout published opinion 506 F.2d 1051 (3d

Cir. 1974); Burnstein v. Conm ssioner, T.C Meno. 1984-74.

Furt her nor e,

No formof indirect borrowing, be it a guaranty, surety,
accommodat i on, comaki ng or otherwi se, gives rise to

i ndebt edness fromthe corporation to the sharehol ders
until and unl ess the sharehol ders pay part or all of the
existing obligation. Prior to that crucial act,
“l'iability” may exist, but not debt to the sharehol ders.
[ Raynor v. Conm ssioner, 50 T.C. 762, 770-771 (1968).]

Basi s-generating "direct" indebtedness of the S corporation
to the sharehol der for purposes of section 1366(d)(1)(B) generally
ari ses when a sharehol der nmakes a loan to his S corporation. That
a shareholder may fund his loan to the S corporation wth noney
borrowed froma third-party | ender does not alter the tax

consequences. Bolding v. Comm ssioner, 117 F.3d 270 (5th G

1997), revg. T.C Meno. 1995-326; Underwood v. Conm Ssioner, supra

at 312 n.2; Hitchins v. Comm ssioner, supra at 718 & n.8; Raynor

v. Conm ssioner, supra at 771. However, where the source of the

fundi ng for such "back-to-back" loans is a related party instead
of an independent third-party lender, this and other courts have
often found that a sharehol der made no econom c outlay sufficient
to create basis since the necessity of the sharehol der's repaynent

of the funds is uncertain, see, e.g., Oen v. Conmm ssioner, 357

F.3d 854 (8th Cr. 2004), affg. T.C Meno. 2002-172; Underwood V.




- 22 -

Conmm ssi oner, supra, although not invariably, see Yates v.

Conmi ssioner, T.C. Menp. 2001-280; Culnen v. Conm ssioner, T.C

Meno. 2000-139, revd. on another ground 28 Fed. Appx. 116 (3d G
2002). Thus, the presence of a third-party | ender as a source of
the funds lent by the shareholder to his S corporation has been an
inportant factor in determ ning whether the sharehol der made an
actual econom c outlay. The certainty that an unrelated, arm s-
length |l ender will enforce repaynent fromthe sharehol der supports
t he concl usion that the sharehol der has nmade an econom c outlay in
connection wth lending funds to his S corporation. See Oren v.

Conmi ssi oner, supra; Bergman v. United States, supra.

The sane result as a "back to back" |loan is reached where a
shar ehol der substitutes his own note for the note of his S
corporation on which he was a guarantor, thereby becom ng the sole

obligor on the new i ndebtedness. Glday v. Conm ssioner, T.C

Menp. 1982-242: see also Rev. Rul. 75-144, 1975-1 C.B. 277.Y In

such "note substitution"” scenarios, so long as the S corporation's

7 Rev. Rul. 75-144, 1975-1 C.B. 277, held that basis is
generated on the sharehol der’s substitution of his note for the S
corporation's note if the corporation beconmes indebted to the
shar ehol der under State | aw subrogation rules. |In Glday v.

Comm ssioner, T.C Meno. 1982-242, however, we dispensed with the
subrogation requirenent and held that where a sharehol der
substituted his own note for the S corporation’s and the
corporation’ s debt was extinguished, the corporation becane

i ndebted to the sharehol der, regardless of the effect of State

| aw subrogation rules, and thus the sharehol der was entitled to
basis in the substituted note under the predecessor of sec.
1366(d) (1) (B)
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i ndebt edness to the third-party |l ender is extinguished, so that
t he sharehol der becones the sole obligor to the | ender, the
shar ehol der's assunption of what was formerly the S corporation's
| egal burden serves as a constructive furnishing of funds to the S
corporation for which the S corporation becones indebted to repay

to the sharehol der. See Hitchins v. Conm ssioner, 103 T.C. at

718; Glday v. Conmm ssioner, supra; Rev. Rul. 75-144, supra.
Viewing the restructuring of the line of credit as a whol e,

we believe that under the principles of Glday v. Conm ssioner,

supra, and Raynor v. Conm Sssioner, supra, petitioners are entitled

to the basis they have clained. The Decenber 30, 1992,
transaction confornmed in all naterial respects to the note
substitution in Glday. Petitioner gave his fully recourse $1
mllion prom ssory note to Huntington to replace MMS s prom ssory
note of |ike anmount on which he had fornerly served as guarantor.
Hunt i ngt on t her eupon advanced $750, 000 under petitioner's note and
recorded MMS' s note as satisfied by virtue of the paynent of its
$750, 000 out standi ng bal ance. MVS in turn gave a prom ssory note
to petitioner which mrrored the terns of petitioner's note to
Huntington.!® Participating in the foregoing transactions was an
i ndependent, third-party lender, a factor "critical to the result

in Glday". Bergman v. United States, supra at 933; see also Oen

8 |n Glday, the S corporation did not execute pronissory
notes in favor of the shareholders until sonetinme after the year
in issue.
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v. Comm ssioner, T.C Meno. 2002-172. As in Glday, a principa

nmotivation for the note substitution was to generate basis for
pur poses of section 1366(d)(1)(B).?°

Simlarly, the two subsequent $250,000 increases in the
respective credit |ines extended by Huntington to petitioner and
by petitioner to MM5 on February 15, 1993, and January 19, 1994,
foll owed the format of back-to-back |oans that were held to create

basis in Raynor v. Conm ssioner, supra. See also Bolding v.

Conmi ssi oner, supra; Yates v. Conmi ssioner, supra; Cul nen v.

Commi ssi oner, supra. That is, petitioner borrowed the additional

anmounts from Huntington and i medi ately re-lent themto MM5, with
t he i ndebt edness between petitioner and Huntington, and between
MVE and petitioner, fully docunented.

Therefore, petitioner made an econom c outlay, which left him
poorer in a material sense, by virtue of becomng the fully

recourse obligor on enforceable debt held by an i ndependent,

19 Petitioners argue in addition that the restructuring of
the line of credit also enabled Huntington to renove the
i ndebt edness fromits internal "watch list". However, we find
that the bank officer's testinony on this point is too uncertain,
and the claimitself too inprobable, to persuade us that the
substitution of petitioner (who | acked substantial net worth) for
MVE as the primary obligor to Huntington caused the |loan to be
removed fromthe watch list. A nmuch nore plausible explanation
for the renoval fromthe watch list, in our view, was the
addition of the fully collateralized guaranties of the Rapp
G oup, which covered the full amount of the outstanding
i ndebt edness.
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third-party | ender.? Petitioner then re-lent the proceeds of this
i ndebt edness to MM5, creating direct indebtedness of his S
corporation to him wthin the nmeaning of section 1366(d)(1)(B)
in sufficient amounts to cover the losses clained in 1992, 1993,
and 1994.

Respondent contends, however, that no substantive
i ndebt edness was created between petitioner and Huntington as a
result of the restructuring because MVS renai ned i n substance the
borrower from Huntington. |In respondent's view, petitioner was at
best sone kind of accommodation surety with respect to the
i ndebt edness, a role insufficient to give himbasis under section
1366(d)(1)(B). In support of this position, respondent makes
various argunents, including a claimthat Huntington still held a
prom ssory note from MVS after the restructuring; that petitioner
was required by Huntington to assign to Huntington the prom ssory
note given to himby MVE in connection with the MVB/M || er Loan,
as well as all other MMS assets that had previously secured the
MM/ Hunt i ngt on Loan; that the proceeds of the MIIer/Huntington
i ndebt edness were required to be used by MM and MVE was t he
source of repaynent; and that petitioner did not consistently
report interest inconme fromthe MM/ MIler Loan. Thus, in

respondent's view, petitioner's status as borrower from Hunti ngton

20 | n addition, the restrictive covenants inposed on
petitioner in connection with the MIIler/Huntington Loan
significantly constrained his ability to | end and borrow noney.
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and | ender to MMS shoul d be di sregarded, and the transaction
treated as in substance still a loan from Huntington to MV, with
the result that petitioners obtained no basis for purposes of
section 1366(d)(1)(B)

We find respondent's argunents unpersuasive. Respondent's
assertion at various points that Huntington still held MVES' s
prom ssory note?! is not supported by the record. Concededly,
petitioners did not produce a cancel ed version of the
MVB/ Hunt i ngt on prom ssory note, but Huntington's business records
docunent the note as satisfied on Decenber 30, 1992, by paynent of
its $750, 000 bal ance.

Respondent further contends that MVS, not petitioner, was in
substance the borrower from Huntington because petitioner was
requi red by Huntington to assign to Huntington the MVB/ M I | er
prom ssory note. Because of the assignnment, Huntington
"essentially owned and controlled" the note MVS executed in favor
of petitioner and was its "beneficial owner", respondent argues.
By contrast, petitioners maintain that petitioner nmade only a

collateral assignnment of the note. W agree with petitioners.

21 Respondent's apparent goal is to draw a parallel with
Hitchins v. Conmm ssioner, 103 T.C. 711, 717-718 (1994), wherein
the lack of a cancellation or novation of the original debt
bet ween the taxpayer and his C corporation, which debt was
assuned by the taxpayer's S corporation, figured promnently in
our conclusion that the S corporation's assunption of that debt
did not create direct indebtedness between it and the taxpayer
for purposes of the predecessor of sec. 1366(d)(1)(B)




Under | ndi ana | aw,

[a]n assignnment is a transfer which confers a conplete
and present right in a subject matter to the assignee.

* * * |n determ ni ng whet her an assi gnnment has been
made, the question is one of intent. * * * A witten
agreenent assigning a subject matter nust manifest the
assignor's intent to transfer the subject matter clearly
and unconditionally to the assignee. * * * [Brown v.
Ind. Natl. Bank, 476 N E. 2d 888, 894 (Ind. C. App.
1985); citations omtted.]

By contrast, "an agreenent which conditionally transfers ownership

rights to a creditor and permts the creditor to exercise its
right only upon a default is a security agreenent--not an outri ght

assignnment." Snoker v. Hill & Associates, 204 Bankr. 966, 973

(N.D. Ind. 1997) (enphasis added) (citing Brown v. Ind. Natl.

Bank, supra at 892).

The ternms of Huntington's interest in the MVS/MI I er
prom ssory note are delineated in the security agreenent executed
by petitioner under the MIIler/Huntington Loan, which states:
Tinothy J. MIler ("Debtor") * * * hereby grants,
pl edges and assigns to The Hunti ngton National Bank of

I ndi ana ("Bank"), a security interest in the follow ng
property * * * :

* * * * * * *

(b) Al of Debtor's rights in, to, and
under a certain Commercial Loan Note
executed by MIIler Medical Systens,
Inc. on or about Decenber 30, 1992
[i.e., the MW/ MII|er promssory
not ej ;

* * * * * * *
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The security interest hereby granted is to secure
the pronpt and full paynment and conpl ete performance of
all Qoligations of Debtor to Bank. [Enphasis added.]
G ven the foregoing terns of the security agreenent,

respondent’'s contention that petitioner nmade an outri ght

assignnment to Huntington of the MMS/M Il er prom ssory note nust

fail. The security agreenent clearly sets forth a collatera

assi gnnment of a security interest in the note. Mreover, a
Uni f orm Comrerci al Code financing statenent was filed on Decenber

31, 1992, to perfect Huntington's security interest in the

"Commercial Loan Note executed by MIler Medical Systens, Inc. on
or about Decenber 30, 1992". Thus, respondent's repeated
contention that "at any given point in tinme, Huntington held

prom ssory notes for the identical amount due it fromboth M.
MIller and MME" is sinply wong; it is inconsistent wwth the
rights and obligations effected in the restructuring. After the
restructuring, MVS would becone directly liable to Huntington only
in the event of a default by petitioner or MMS. Absent default,
MVS was directly liable to petitioner, not Huntington.
Consequently, petitioner's collateral assignnment of the MM/ M I I er
prom ssory note to Huntington provides no grounds for disregarding
t he separate i ndebtedness running between MMS and petitioner, and

bet ween petitioner and Hunti ngton. 22

2 |In asimlar vein, we find no material significance in
the fact that petitioner was required to nake a coll ateral
(continued. . .)



- 29 -

Respondent in addition points out that MVE was the recipient
of the | oan proceeds and the expected source of repaynent, citing
authorities where these factors contributed to a finding that no
basis was generated by the indebtedness. Wile these factors have
been cited by courts, it has generally been in situations where
the taxpayer and his S corporation were co-obligors on the
i ndebt edness, or the taxpayer was claimng basis notw thstandi ng
his status as a nere guarantor or surety. See, e.g., Estate of

Leavitt v. Comm ssioner, 90 T.C. 206 (1988), affd. 875 F.2d 420

(4th Gr. 1989); Borg v. Comm ssioner, 50 T.C 257 (1968); Salem

v. Comm ssioner, T.C Meno. 1998-63, affd. 196 F.3d 1260 (1l1lth

Cir. 1999); Reser v. Comm ssioner, T.C Meno. 1995-572, affd. in

part and revd. in part on another ground 112 F.3d 1258 (5th G
1997). In any event, the use of the | oan proceeds by the
corporation is far fromdispositive; the |oan proceeds were

i ntended for and used by the corporations in the back-to-back | oan

and note substitution arrangenments in Raynor v. Conmm ssioner, 50

T.C. 762 (1968), and Glday v. Comm ssioner, T.C Meno. 1982-242,

cases where the indebtedness was held to generate basis. As for

22(. .. continued)
assignment to Huntington of all the other MVS assets pledged to
himas security for the MM/ M Il er Loan (which assets had
previ ously secured the M5/ Huntington Loan). The taxpayer in
Bol ding v. Conm ssioner, 117 F.3d 270 (5th Cr. 1997), revg. T.C
Meno. 1995- 326, was treated as the true borrower notw thstanding
that the assets acquired by his S corporation with the | oan
proceeds were pledged as security for the taxpayer's |oan.
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t he expected source of repaynent, Huntington's contenporaneous
records indicate that it was |ooking both to petitioner and to MVB
for repaynent. Huntington's internal reports prepared in
connection wth the bank's decisions to increase the authorized
principal of the MIler/Huntington Loan in February 1993 and
January 1994 both listed the prinmary source of repaynent as
"Personal cash flow [of petitioner] and/or funds fromMIIer
Medi cal Systens, Inc." Mreover, when the authorized principal
anmount of the MIler/Huntington Loan was increased for the second
time in January 1994, Huntington sought and obtai ned a second
nortgage on the residence of petitioner's parents, suggesting that
Huntington continued to rely on petitioner personally as a source
of repaynent. In short, the use of proceeds and source of
repaynment factors do not persuade us that the | oan from Hunti ngton
to petitioner should be disregarded, and MVSE treated as borrow ng
directly fromHuntington rather than petitioner.

We also attach little consequence to petitioners
i nconsi stent tax reporting of the interest arising fromthe
MIller/Huntington and MMS/M Il er Loans. Petitioners failed to
report any interest income fromthe MMS/MIler Loan in 1993, but
t hey reported $109, 674 of such interest in 1994. Since the
MUS/MIler Loan and M|l er/Huntington Loan had mrror terns for
interest, any interest incone petitioner received on the

MVS/ M Il er Loan woul d have been offset by petitioner's interest
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expense on the MIler/Huntington Loan, presumably resulting in a
wash.# On its 1992, 1993, and 1994 returns, MVS consistently
reported the outstandi ng yearend bal ance of the restructured
financing as | oans from sharehol ders.

Respondent also relies on Gojean v. Conm ssioner, T.C Meno.

1999-425, affd. 248 F.3d 572 (7th Gr. 2001), to support his
position that petitioner, after the loan restructuring, was in
subst ance nerely an accomobdati on surety or guarantor of a | oan

made by Huntington to MMS. In Gojean v. Comm ssioner, supra, the

t axpayer acquired a participation interest in a third-party bank's
loan to his S corporation, using funds lent to himby the bank for
this purpose. W rejected the taxpayer's claimthat his
participation interest in the loan resulted in indebtedness of his
S corporation to himfor purposes of section 1366(d)(1)(B). W

hel d instead that, under the principle of Gegory v. Helvering,

293 U. S. 465, 469-470 (1935), that a transaction's substance
controls over its form the arrangenent was in substance a nere
guaranty by the taxpayer of the indebtedness, which did not give

rise to basis.

2 As part of his adjustments in the notice of deficiency,
respondent elinmnated the $109,674 of interest reported as incone
by petitioners for 1994 but appears to suggest on brief that
petitioners must recognize this inconme. W disagree, because it
woul d appear that petitioners' interest inconme fromthe
MUS/MIler Loan is offset by their interest expense on the
M Il er/Huntington Loan. W expect the parties to resolve any
di screpancies in accounting for interest expense in their Rule
155 conput ati ons.
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In finding that the arrangenent in G ojean v. Conm SSioner,

supra, was in substance a nere guaranty by the taxpayer, we
enphasi zed several factors. First, there was no debtor-creditor
relati onship between the S corporation and the taxpayer. The

t axpayer was not a party to the note between the bank and the S
corporation; he had no direct rights against the S corporation,
and the S corporation had no direct obligation to him |Instead,
the taxpayer's only contractual relationship was with the bank,
and the bank had sole discretion to enforce all rights against the
S corporation under the indebtedness. Second, the participation
agreenent creating the taxpayer's participation interest provided
that the bank's interest in the S corporation's note was superi or
to the participation interest. The taxpayer received interest and
principal only after the bank received its share of these itens.
Third, the S corporation's certified financial statenents
reflected the taxpayer's lack of creditor status, as they reported
his participation interest as a guaranty of the corporation's

i ndebt edness. Finally, because the bank had I ent the taxpayer the
funds with which to acquire the participation interest, and the S
corporation's repaynent obligation mrrored the taxpayer's
repaynment obligation for the acquisition funds, the taxpayer
"woul d not be out-of-pocket unless and until * * * [the S
corporation] failed to nake paynents under the * * * note" to the

bank. Thus, we concluded, the taxpayer was in substance a
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guarantor of the indebtedness between the S corporation and the
bank.

I n appl ying the "substance over fornt doctrine in G ojean v.

Conmm ssi oner, supra, we did not purport to overrule Raynor V.

Conmi ssi oner, supra, or Glday v. Conmni Ssioner, supra. | nst ead,

we enphasi zed the distinctions between the | ending arrangenent in
G ojean and those found to give rise to basis in Raynor and
Glday. W reasoned that, in Raynor, the taxpayer had borrowed
froma third party and then directly lent the funds to his S
corporation, whereas the taxpayer in Gojean "did not relend the

funds directly to" his S corporation. Gojean v. Conm SSioner,

supra. In Glday, we observed, the taxpayer (along with other
sharehol ders of an S corporation) issued his note to a third-party
bank whi ch thereupon canceled the S corporation's note it held.

I n exchange, the S corporation gave its note of the sane amount to
t he taxpayer (and other shareholders). The result, we noted, was
direct indebtedness of the S corporation to the shareholders in

G lday, whereas the S corporation in Gojean "was not directly

i ndebted to petitioner in any way, and petitioner's rights were
against * * * [the bank], not * * * [the S corporation]." Gojean

v. Conm ssioner, supra.

When the | oan arrangenments at issue are conpared to those in

G ojean v. Commi ssioner, supra, on the one hand and to those in

Raynor v. Commi ssioner, supra, and Glday v. Conmm Ssioner, supra,
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on the other, the present arrangenents fall outside our holding in
G ojean. Upon conpletion of the |oan restructuring, MW s
origi nal indebtedness to Huntington (the MMS/ Huntington Loan) was
recorded by the bank as satisfied, and petitioner held MV s note
(and rel ated security agreenent) under which MVS was directly
i ndebted to petitioner and petitioner had direct, unsubordi nated
rights as creditor against MM5. Under the principles of Glday,
petitioner's substitution of his note for MMG's note with
Hunti ngton constituted a constructive furnishing of funds to MVB
by petitioner, giving rise to direct indebtedness. On MVE s
financial statenment and tax return for 1992, and its tax returns
for 1993 and 1994, 2 the restructured i ndebt edness was reported as
a loan froma sharehol der, not a sharehol der guaranty. Pursuant
to the later nodifications to the | oan agreenents, under which
addi ti onal anounts were advanced to MMS, petitioner obtained funds
from Hunti ngton in exchange for his note, which were then provided
to MMB in exchange for MVB's note to petitioner, in conformance
with the back-to-back |oan transactions that gave rise to basis in
Raynor .

The Court of Appeals for the Seventh Circuit, to which an
appeal in this case lies, affirmed our decision in Gojean,

appl yi ng substance-over-formprinciples. &Gojean v. Conm Ssioner,

24 MMS's financial statenents for 1993 and 1994 are not in
t he record.
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248 F.3d 572 (7th Gr. 2001). Nothing in the Court of Appeals
opinion dictates a decision in respondent's favor. See (ol sen v.

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

1971). In affirmng our holding that the taxpayer was a guarantor
rather than a |l ender of funds for his S corporation, the Court of
Appeal s offered an anal ysis of the difference between a | ender and
a guarantor: while both assune a risk of default, a |ender
procures or supplies funds for a borrower whereas a guarantor (by
assumng the risk of default) enables funds to be supplied to the

borrower. Gojean v. Conm ssioner, 248 F.3d at 573. I n

concluding that the taxpayer was a guarantor rather than |ender,
the Court of Appeal s observed:
Grojean [the taxpayer] did not procure $1.2 million for
the use of Schanno [the S corporation], as he would have
done had he gone to a bank or other |ender, borrowed
$1.2 mllion fromit, and witten a check for that
anount to Schanno. [1d.]
The Court of Appeals also affirmed our conclusion (which it
construed as an alternate holding) that there was no basis-
generating direct indebtedness between the taxpayer and his S
corporation because no debtor-creditor or other contractual
relationship existed between them |d. at 576.

Here, petitioner borrowed from Huntington--on a fully

recourse basis,? accepting restrictive covenants to obtain the

% | n one of the subsequent nodifications increasing the
out standing principal on the MIIler/Huntington Loan, Huntington
(continued. . .)
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funds--and re-lent the funds to MV5 in exchange for MMG's note and
related security agreenent, creating a direct debtor-creditor
rel ati onshi p between petitioner and MM5. Thus, petitioner
"procured" funds for MM5, making hima |ender rather than a
guarantor under the Court of Appeals analysis, and petitioner had
direct rights against MVS as a creditor, distinguishing this
arrangenment fromthe participation interest at issue in G ojean.

In sum we conclude that the restructuring transaction,
wherein petitioner borrowed from Huntington on a recourse basis
and re-lent to MV5, with both |oans fully docunented so as to
create enforceable | egal obligations, contains "adequate

substance"” so that it is "not to be disregarded." H tchins v.

Commi ssioner, 103 T.C. at 719. After the restructuring, MVS was

directly indebted to petitioner, and petitioner had enforceable
creditor's rights against MVS. Consequently, there was

i ndebt edness "of" MVS "to" petitioner within the neaning of
section 1366(d)(1)(B), so that the outstandi ng i ndebtedness under
the MW/ M Il er Loan at the close of 1992, 1993, and 1994 generated
basis in those anounts.

| ssue 2. "At Risk" Limtation

Respondent argues, in the alternative, that in the event it

is concluded that petitioners had sufficient basis to deduct the

25(...continued)
al so obtai ned a second nortgage on petitioner's parents’
resi dence as security for the indebtedness.



- 37 -

clainmed | osses for the years in issue, the deductions are not
al | owabl e because petitioners were not "at risk" within the
meani ng of section 465 with respect to the Huntington
i ndebt edness.

Section 465(a) limts the | osses a taxpayer nmay deduct with
respect to a particular activity to the "aggregate anmount with
respect to which the taxpayer is at risk * * * for such activity".

Sec. 465(a); Al exander v. Conm ssioner, 95 T.C 467, 469 (1990),

affd. w thout published opinion sub nom Stell v. Conmm ssioner,

999 F.2d 544 (9th Gr. 1993). Section 465(c)(3)(A) (i) provides
that the "at risk"” rules apply to each activity engaged in by the
taxpayer in carrying on a trade or business or for the production
of incone.

A taxpayer's "at risk" anount includes the anount of noney
and the adjusted basis of other property contributed by the
taxpayer to the activity, section 465(b)(1)(A), as well as certain
amounts borrowed with respect to the activity.?® Sec.
465(b) (1) (B). For borrowed anobunts relating to a particular
activity, a taxpayer is considered to be "at risk"” where the
t axpayer is personally liable for repaynent of such anmounts or has
pl edged assets unrelated to the business for which the noney was

borrowed. Sec. 465(b)(2)(A) and (B); Krause v. Conmm ssioner, 92

26 The determ nation of the anmpbunt that a taxpayer has "at
risk" as to a given activity is made at the close of the taxable
year. Sec. 465(a)(1).
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T.C. 1003, 1016-1017 (1989), affd. sub nom Hildebrand v.

Comm ssioner, 28 F.3d 1024 (10th Cr. 1994). However, a taxpayer
w Il not be considered "at risk” with respect to borrowed anounts
if the amounts are protected against |oss "through nonrecourse
financi ng, guarantees, stop |oss agreenments, or other simlar

arrangenents." Sec. 465(b)(4); see also Oen v. Comm ssioner, 357

F.3d at 859.

I n anal yzi ng whether a particular transaction runs afoul of
section 465(b)(4), the standard we have generally enployed is
whet her the taxpayer faces any "realistic possibility of economc

| oss" on the transacti on. Levien v. Commi ssioner, 103 T.C. 120,

126 (1994), affd. without published opinion 77 F.3d 497 (11th Cr
1996).2" Stated differently, where a transaction is structured so
as to renove any realistic possibility of the taxpayer suffering
an economc |loss, the taxpayer is not "at risk™ for the borrowed

anount s. ld.; see also O en v. Conmi Ssioner, supra.

Respondent argues that petitioners were not "at risk” with
respect to the Huntington i ndebtedness because the guarantor

wai vers executed by the Rapp Group resulted in petitioners’ being

21 By conparison, the Court of Appeals for the Sixth Crcuit
enpl oys a "worst-case scenario" standard in anal yzi ng whether a
transaction runs afoul of sec. 465(b)(4). See, e.g., Pledger v.
United States, 236 F.3d 315, 319 (6th Cr. 2000). Although the
Court of Appeals for the Seventh Circuit, to which this case is
appeal abl e, has not expressly adopted either standard, we note
that it has cited the "realistic possibility of |oss" standard
wi th approval. See HGA C nema Trust v. Conmm ssioner, 950 F.2d
1357, 1362-1363 (7th Gr. 1991), affg. T.C. Meno. 1989-370.
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"protected against |loss" within the neaning of section 465(b)(4).
In respondent’'s view, because the Rapp G oup waived any right of
recovery frompetitioner in the event that they were required to
perform under their guaranties,? petitioners faced no realistic
possibility of loss with respect to the anmounts borrowed from
Hunti ngton and, therefore, may not deduct |osses attri butable
thereto. As part of his argunent, respondent maintains that
petitioner was a third-party beneficiary of the contract enbodi ed
in the guarantor waivers, and could therefore have defeated any
action by the Rapp Group to recover fromhimthe anounts they paid
to Huntington under their guaranties.

Even assum ng arguendo that the Rapp G oup was effectively
precl uded from obtai ning any rei nbursenent from petitioner of
their guaranty paynents, we do not agree that this factor
elimnated any realistic possibility of |Ioss by petitioner with
respect to the MIler/Huntington Loan. Under the
M Il er/Huntington Loan, petitioner was the primary obligor on a
recourse basis. He gave a second nortgage on his residence to
secure his obligation. It is true that when MVS decl ared
i nsol vency (which was an event of default under the

M Il er/Huntington Loan), Huntington in fact sought and obtai ned

28 Absent a waiver, a guarantor generally is entitled to
recover fromthe primary obligor any anounts that the guarantor
is required to pay to satisfy indebtedness. See, e.g., Brand v.
Conm ssioner, 81 T.C. 821, 828 (1983).
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recovery fromthe Rapp G oup guarantors, presunably because at
that time petitioner's net worth, disregarding the

M1l er/Huntington Loan, was $273, 000, consisting primarily of
relatively illiquid assets such as the equity in his residence, an
autonobil e, and itens of personal property. However, had
petitioner's financial circunstances been different, Huntington
was entitled to seek full or partial recovery fromhimand quite
possi bly woul d have done so. 1In short, there was no certainty
that the guarantors would be called upon to satisfy the

i ndebt edness. As a consequence, we conclude that petitioner had a
realistic possibility of |oss thereon.

Respondent relies on Levien v. Conm ssioner, supra, and Oren

v. Conm ssioner, supra, in support of his contention that

petitioners were protected fromloss within the nmeani ng of section
465(b)(4). In those cases, we concluded that the offsetting
obligations of all the parties to an arrangenent would cease in

t he event of nonpaynent by one party, resulting in no loss to the
t axpayer. However, the transactions at issue in those cases bear
no neani ngful resenblance to the indebtedness under scrutiny in
this case. Here, depending on the circunstances, petitioner could
have been required to satisfy all or part of the MIIer/Huntington
Loan, even if MVS ceased maki ng paynents to hi munder the
MVS/ M I ler Loan. W accordingly conclude that petitioners were at

risk within the neaning of section 465 wth respect to the anounts
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borrowed from Huntington; that section does not preclude
petitioners' entitlenent to the |osses cl ai ned.

Consequently, we hold that petitioners' at-risk anounts with
respect to their investnent in MVS enconpass the full anmount of
t he outstandi ng bal ances on the MIIler/Huntington Loan at the end
of 1992, 1993, and 1994; nanely, $750,000, $1, 184,930, and
$1, 375, 000, respectively.

| ssue 3. Di scharge of | ndebt edness

A. Section 61(a) I nclusion

Respondent determned, in the alternative, that in the event
deductions for the 1992, 1993, and 1994 | osses were all owed, then
petitioners must recognize $1, 350,000 as di scharge of indebtedness
incone in 1994 (i.e., the anmobunt that the exam ni ng agent
determ ned was the outstandi ng bal ance due on the
M Il er/Hunti ngton Loan that was paid off or assuned by the Rapp
G oup on Decenber 29, 1994).2° Respondent now concedes that the

Rapp Group repaid only $900, 000 of the MIler/Huntington Loan in

2 Al though the determination in the notice of deficiency
was apparently predicated on the assunption that the outstanding
principal of the MIler/Huntington Loan was approxi mately
$1, 350, 000 when the Rapp Group assumed responsibility for it, the
actual figure was $1, 375,000. The discrepancy need not concern
us, however, as respondent has now conceded that only $900, 000 of
t he i ndebt edness was satisfied by the Rapp G oup in 1994.
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1994, and consequently only $900,000 is includible in petitioners
1994 incone under respondent's alternative determ nation.?3°

Section 61(a) states that, unless otherw se provided: "gross
i ncone neans all inconme from whatever source derived". |Included
within this broad definition is incone fromthe discharge of
i ndebt edness, which occurs when a taxpayer is released fromhis
i ndebt edness or the indebtedness is satisfied for less than its

face amount. Sec. 61(a)(12); United States v. Kirby Lunber Co.,

284 U. S. 1 (1931); Cozzi v. Conmm ssioner, 88 T.C 435, 445 (1987).

The theory underlying discharge of indebtedness incone is that
| oan proceeds previously untaxed because offset by a repaynent
obligation are freed up when the obligation is elimnated w thout

paynment, resulting in an accession to incone. United States v.

Kirby Lunber Co., supra at 3. Wiether a debt has been di scharged

i s dependent on the substance of the transaction. Cozzi V.

Conmi Ssi oner, supra.

30 On brief, respondent also asserts as an alternative
argunent that petitioners nust recognize the incone under the
principles of Od Colony Trust Co. v. Conm ssioner, 279 U S. 716
(1929), because petitioner's obligation to repay Huntington was
di scharged by a third party; namely, the Rapp Group. Respondent
also cites sec. 1.61-14(a), Incone Tax Regs., to support the
alternative determ nation of income. However, the determ nation
in the notice of deficiency, maintained in the answer, was that
petitioners were required to recognize "forgiveness of debt"

i nconme. Respondent has not sought to anmend the pl eadings to
assert any theory beyond forgi veness of indebtedness incone, and
we decline to allow himto do so for the first tinme on brief.
See, e.g., Smalley v. Conm ssioner, 116 T.C. 450, 456 (2001).
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Respondent contends that petitioners received $900, 000 of
di scharge of indebtedness inconme on Decenber 29, 1994, when the
Rapp Group paid that anmpbunt as guarantors in partial satisfaction
of the MIler/Huntington Loan. Petitioner was at this point
rel eased fromhis obligation to the extent of $900, 000, respondent
argues, because the Rapp G oup had waived any right to
rei nbursenent from petitioner under the guarantor waivers.
Petitioners contend that no discharge occurred on Decenber 29,
1994, because petitioner remained liable to the Rapp G oup for the
$900, 000 they paid as guarantors.
We agree with respondent. The only evidence supporting the
contention that petitioner remained liable to the Rapp Goup for
$900,000 is his self-serving testinony to that effect. W are not

required to accept such testinony. See Tokarski v. Conm ssioner,

87 T.C. 74, 77 (1986). Bal anced against petitioner's testinony
are, first, the terns of the guarantor waivers, under which the
Rapp Group wai ved any right of indemification or reinbursenent
(or subrogation from Huntington) against petitioner that would
otherwi se arise by virtue of any paynent under their guaranties.
Second, in the nore than 8 years between the Rapp G oup's paynent
under their guaranties and the trial in this case, the Rapp G oup
di d not seek reinbursenment frompetitioner, nor did petitioner
make any paynent in satisfaction of his purported liability to

t hem
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A debt is deened di scharged as soon as it becones clear, on
the basis of a practical assessnent of all the facts and
circunstances, that it will never have to be repaid. Cozzi V.

Conm ssi oner, supra at 445. The existence of a faint possibility

that a debt will be collected does not prevent the recognition of

di scharge of indebtedness inconme. Exch. Sec. Bank v. United

States, 492 F.2d 1096, 1099 (5th Cr. 1974). Moreover,
petitioners bear the burden to prove that the event determ ned by
respondent as effecting the discharge is unreasonable. Cozzi v.

Commi ssi oner, supra at 447-448. Based on the foregoi ng principles

and circunstances, we conclude that petitioners had di scharge of
i ndebt edness i ncome of $900, 000 on Decenber 29, 1994, when the
M Il er/Huntington Loan was satisfied to that extent by the Rapp
Group's paynents pursuant to their guaranties.

B. Section 108(a)(1)(B) Exclusion

Petitioners further contend that if they had $900, 000 of

di scharge of indebtedness incone in 1994, then they are entitled
to exclude it under section 108(a)(1l)(B) because petitioner was

i nsolvent within the nmeaning of that section when the discharge

occurred. Section 108(a)(1)(B) provides that "G oss incone does
not include any anmount which * * * would be includible in gross

i ncone by reason of the discharge (in whole or in part) of

i ndebt edness of the taxpayer if * * * the di scharge occurs when

t he taxpayer is insolvent". The exclusion afforded by section
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108(a)(1)(B) is limted to the amount by which the taxpayer is
insolvent. Sec. 108(a)(3). A taxpayer is insolvent for these
pur poses when his liabilities exceed the fair nmarket value of his
assets, as determned i medi ately before the discharge. Sec.
108(d) (3).

A financial statenment of petitioner, prepared as of Decenber
29, 1994, listed total assets of $583,000% and total liabilities
of $310,000, resulting in a net worth of $273,000. However, the
M Il er/Hunti ngton Loan was not included in the foregoing
liabilities; instead, it was listed as a "contingent liability" of
$1, 500, 000. That anobunt was apparently an estimate, as the
parti es have stipul ated that the outstandi ng bal ance on the
i ndebt edness to Huntington was $1, 375, 000 as of Decenber 29, 1994.

Petitioners argue that the characterization of the
Ml ler/Huntington Loan as a contingent liability on the financi al
statenent was an error, and that it should have been counted as a
liability for purposes of determ ning petitioner's solvency as of
Decenber 29, 1994. |f the $1, 375,000 outstandi ng bal ance of the

M Il er/Huntington Loan were so treated, petitioner's net worth as

31 The Dec. 29, 1994, financial statenent does not attribute
any value to petitioner's MVS stock as of that date. In our
view, that characterization is accurate, as an MMS notice to its
creditors, dated Jan. 17, 1995, disclosed that MV s secured debt
exceeded the value of its assets, and its unsecured debts
exceeded $1, 800, 000. Accordingly, we are persuaded that the MVS
stock was worthl ess as of Dec. 29, 1994.
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of Decenber 29, 1994, would be ($1,102,000); nanely, $583,000 in
assets mnus $1,685,000 in liabilities.

Respondent, relying on Merkel v. Conm ssioner, 109 T.C 463

(1997), affd. 192 F. 3d 844 (9th G r. 1999), argues that petitioner
was sol vent as of Decenber 29, 1994, because the $1, 375, 000

bal ance of the M Il er/Huntington Loan was a contingent liability
that, given the Rapp G oup guaranties and the guarantor waivers,
was unlikely to be paid by petitioner. Thus, respondent contends,
t he bal ance owed on the M|l er/Huntington Loan shoul d not be
counted in determ ning whether petitioner was insolvent for

pur poses of section 108(a)(1)(B)

We believe respondent m sreads Merkel. The contingent
liabilities at issue in Merkel were not the sanme indebtedness that
was being discharged, as is largely the case here. To suggest as
respondent does that the discharged debt, because it is being
di scharged, does not count as a liability for purposes of
determ ning i nsol vency under section 108(a)(1)(B) contravenes the
statute's design and purpose. Section 108(d)(3) provides that the
determ nation of whether a taxpayer is insolvent is to be nade on
the basis of the taxpayer's assets and liabilities "inmmediately
before the discharge.”™ The quoted | anguage evi dences an intent to
count those liabilities for which discharge is immnent. |If one
argues, as respondent does, that the discharge of the

M Il er/Huntington Loan gives rise to discharge of indebtedness
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incone for petitioner, because the discharge effects a freeing of
assets previously offset by the liability arising fromthat |oan,
then it necessarily follows that petitioner's liability on the
M|l er/Huntington debt was not contingent and is to be treated as
in existence imedi ately before the discharge. *

We therefore agree with petitioners that the $1, 375, 000
bal ance on the M Il er/Huntington Loan as of Decenber 29, 1994,
shoul d be counted as a liability in determ ning whether petitioner
was i nsol vent when the discharge occurred, which results in
i nsol vency on that date to the extent of $1, 102, 000.
As the anpunt of petitioner's insolvency exceeds $900, 000, the

entire anount of the discharge of indebtedness incone is excluded

32 \\e recogni ze that the foregoing analysis applies
principally to the $900, 000 portion of the MIIler/Huntington Loan
t hat respondent contends was di scharged for purposes of sec.
61(a)(12) in 1994. However, petitioner's liability under the
remai ni ng $475, 000 portion of the MIIler/Huntington Loan, which
was purchased by the Rapp Group on Dec. 29, 1994, satisfies the
standard set forth in Merkel v. Conm ssioner, 109 T.C 463, 484
(1997), for recognizing a liability for purposes of the
i nsol vency exception, because it was nore probabl e than not,

i mredi ately before the discharge, that petitioner would be called
upon to pay that obligation in the stated anount.

We reach this conclusion based on the following: (i) The
Rapp G oup purchased $475,000 of the MIler/Huntington Loan
(thereby becom ng petitioner's creditors rather than guarantors)
because it was anticipated that the conpletion of MW s
out standi ng contracts, plus the liquidation of its assets, would
result in proceeds of approximately this anmount; (ii) petitioner
formed a new entity with the Rapp Group, to which MVE s assets
and outstanding contracts were transferred, for the purpose of
conpleting MVB's contracts; and (iii) the $475,000 portion of the
i ndebt edness was in fact subsequently satisfied with such
contract proceeds and asset |iquidation.
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frompetitioners' gross incone under section 108(a)(1)(B). See
sec. 108(a)(3).

C. Tax Attribute Reduction

Any anmpunt excl uded under section 108(a)(1)(B) nust be
applied to reduce certain tax attributes of the taxpayer,
including, inter alia, any net operating |loss or net capital |oss
for the taxable year of the discharge and any net operating |oss
carryover or any capital |oss carryover to such taxable year.

Sec. 108(b)(1) and (2)(A), (D). Respondent contends that in the
event we determine that petitioners are entitled to exclude any

di scharge of indebtedness incone, then petitioners nmust elimnate
their claimed tax attributes as follows: A net operating | oss of
$163,475% for 1994; a net operating | oss carryover to 1994 of
$238,293; a net short-termcapital |oss of $5,849 for 1994; and a
long-termcapital |oss carryover to 1994 of $8,194.3 W agree and

so hol d.

33 Petitioners had i ncone fromother sources in 1994 that
partially offset the $189,845 |oss they clained for that year
fromtheir investnment in MVB.

34 The reduction in petitioners' tax attributes for 1994
not ed above results in correlative adjustnments to petitioners
1995 tax attributes; nanely, the elimnation of the $206, 178 net
operating | oss carryover, $5,849 short-termcapital |o0ss
carryover, and $8,194 long-termcapital |oss carryover clainmed by
petitioners for 1995.



Concl usi on

We have carefully considered all remaining argunents nmade by
the parties for contrary hol dings and, to the extent not
di scussed, find themto be irrelevant, noot, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




