T.C. Meno. 2008-3
UNI TED STATES TAX COURT

COUNTRYSI DE LI M TED PARTNERSHI P, CLP HOLDI NGS, | NC.
TAX MATTERS PARTNER, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

I
interests i
interest ina (newy formed) L.L.C., CLPP, which held a
99-percent interest in a second (newWy fornmed) L.L.C
MP. MP owned four privately issued prom ssory notes in
t he aggregate principal anmount of $11.9 million
purchased with (1) an $8.55 million bank |loan to CS
t he proceeds of which were contributed by it to CLPP
whi ch then contributed $8.5 mllion to MP, and (2) a
$3.4 mllion bank loan directly to MP. The notes were
neither listed nor traded on an established financial
market. On the distribution to Wand C, each was
relieved of his share of CS' s liabilities, although
each retained, indirectly, his share of M s
liabilities. Wand C reported no recogni zed gain on
account of the distribution. CS elected to step up its
basis in R

Docket No. 3162-05. Filed January 2, 2008.
CS, alimted partnership, owned real property R
which CS sold in April of year 2. Wand C were nenbers
of CS. n late year 1, CS redeened Ws and C s
n CS by distributing to themits 99-percent

Respondent alleges: (1) CLPP, MP, and all of the
| ate year 1 transactions should be di sregarded as
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w t hout econom c substance and there was, in substance,
a cash distribution of over $11 nmillion fromCS to W
and C or, alternatively, a distribution of “marketable
securities”, as defined in sec. 731(c)(2), I.R C, that
constituted noney for purposes of sec. 731(a)(1),

. RC, and (2) CSis not entitled to step up its basis
in R

W (a participating partner) noves for partial
summary judgnent on the issue of whether he and C are
required to recognize gain on the year 1 distribution
to them (i.e., whether they are deened to have received
money), and he concedes, for purposes of the notion,
that CLPP and MP may be disregarded, which results in a
deened distribution of the notes fromCS to Wand C

The i ssue for decision is whether the deened
distribution of the notes fromCS to Wand C
constituted, in substance, a distribution of cash or,
alternatively, of “marketable securities”.

1. Held: Because the deened distribution of the
notes to Wand C (1) acconplished a | egitimte business
purpose (to enable Wand C to convert their shares of
CS' s equity in property Rinto interest-bearing
prom ssory notes) and (2) resulted in a change in their
econom c position, the transactions which enabl ed them
to acconplish that result in a tax efficient manner may
not be disregarded for |ack of econom c substance.

2. Held, further, respondent has failed to
denonstrate that there is a genuine issue of materi al
fact regarding the status of the notes as nonmarket abl e
securities.

3. Held, further, CS s deened distribution of the
notes to Wand C resulted in nonrecognition of gain to
t hem under secs. 731(a)(1) and 752, |I.R C.

Richard A. Levine and Elliot Pisem for petitioner and

participating partner.

for

Jill A Frisch, Barry J. Laterman, and Elizabeth P. Fl ores,

respondent.
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MEMORANDUM CPI NI ON

HALPERN, Judge: This case is a partnership-Ilevel action
based upon a petition filed pursuant to section 6226.' The
petition was filed in response to respondent’s notice of final
partnership adm ni strative adjustnment (the FPAA) dated October 8,
2004. The case is before us on a notion for partial summary
judgnent (the notion) by a participating partner, Arthur M Wnn
(participating partner or M. Wnn), who until Decenber 26, 2000,
was a limted partner in Countryside Limted Partnership
(Countryside). Respondent objects.

The FPAA alleges that a distribution by Countryside to M.
Wnn and to Lawence H Curtis (M. Curtis), another limted
partner, on Decenber 26, 2000, in liquidation of their
partnership interests in Countryside resulted in $12, 055, 192 of
capital gain to M. Wnn and M. Curtis, cunulatively, for that
year. The FPAA al so seeks to (1) deny to Countryside a basis
step-up, pursuant to section 734(b)(1)(B), for its property
remai ning after the distribution to M. Wnn and M. Curtis, (2)
require a basis reduction pursuant to section 743(b)(2) for
certain notes held by an L.L.C. in which Countryside, through
another L.L.C., owned a 98-percent interest, or, alternatively,
disregard both L.L.C.s, and (3) inpose underpaynent penalties

under section 6662.

1 Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for the year at issue, 2000, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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The notion asks that we grant partial summary judgnent that
(1) Countryside’s liquidating distribution to M. Wnn and M.
Curtis in 2000 did not result in “a taxable event that gave rise
to * * * [incone recogni zed to] Countryside or any of its
partners during 2000 and (2) “there is no adjustnent to incone,
gain, loss, deduction, or credit of Countryside or any of its
partners for 2000 arising from Countryside.”

A hearing on the notion (the hearing) was held in
Washi ngton, D.C., on August 15, 2006.

Backgr ound

Summuary Judgment

A sunmary judgnent is appropriate “if the pleadings, answers
to interrogatories, depositions, adm ssions, and any ot her
acceptable materials, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that a
deci sion may be rendered as a matter of law.” Rule 121(b). A
summary adj udi cation may be nade upon part of the issues in
controversy. Rule 121(a). In response to a notion for summary
judgnent or partial summary judgnent, “an adverse party may not
rest upon the nere allegations or denials of such party’s
pl eadi ng, but such party’s response, by affidavits or as
otherwi se provided in this Rule, nust set forth specific facts
showi ng that there is a genuine issue for trial.” Rule 121(d).

Facts on Which W Rely

On or about Septenber 10, 1993, Countryside was forned as a

Massachusetts limted partnership to acquire, finance, own,
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devel op, rehabilitate, construct, |ease, operate, and ot herw se
deal with real estate. Sonetine thereafter, Countryside
acqui red, owned, and operated a 448-unit residential property in
Manchest er, New Hanpshire (the Manchester property).
As of January 1, 2000, the partnership interests in

Countryside were held as foll ows:

CGeneral Partners Interest (9
CLP Hol dings, Inc.? 1.0
Lawence H Curtis 0.5
Wlliam W Wl |inger 0.5

Limted Partners

Arthur M W nn 74. 2
Law ence H. Curtis 19. 3
Wlliam W Wl |inger 4.5

Tot al 100. 0

! During 2000, M. Wnn and M. Curtis were the
sol e sharehol ders and directors of CLP Hol di ngs, Inc.

On or about June 29, 2000, (1) M. Wnn transferred a 5-
percent interest in Countryside to M. Curtis in exchange for
services performed by M. Curtis for M. Wnn, and (2) both M.
Curtis and WlliamW Wllinger (M. Wllinger) ceased to be
general partners of Countryside as each’s 0.5-percent general
partnership interest was converted into a 0.5-percent limted
partnership interest. As a result of those changes, and through
Decenber 25, 2000, the partnership interests in Countryside were

held as foll ows:



Ceneral Partner | nt erest (%

CLP Hol di ngs, Inc. 1.0

Limted Partners

Arthur M W nn 69. 2
Lawence H Curtis 24. 8
Wlliam W Wl |inger 5.0

Tot al 100. 0

On or about Septenber 18, 2000, WMC Realty Corp., by its
president, M. Wnn, formed CLP Prom see L.L.C. (CLPP) under
Massachusetts law for the follow ng stated purposes: (1) to
engage in the business of making investnents in and owni ng
private bonds, notes, |eases, debentures, and other nonnarketabl e
securities, (2) to nmake | oans or issue and/or borrow, invest, and
| end noney, (3) to acquire real or personal property necessary to
carry out such purposes, (4) to enter into contracts relating to
the same, (5) to engage in any activities directly or indirectly
related or incidental to such purposes, and (6) for any other
purpose permtted under law. Al so, on Septenber 18, 2000, AMW
Realty Corp., by its president, M. Wnn, fornmed Manchester
Prom see L.L.C. (MP) under Massachusetts |law for the sane stated
pur poses.

On Cct ober 27, 2000, WMC Realty Corp. contributed $86, 364 in
cash to CLPP in exchange for a 1l-percent interest in CLPP, and
AMN Realty Corp. contributed $85,859 in cash to MP in exchange

for a 1-percent interest in M.
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Sonetinme in or about Cctober 2000, Countryside borrowed
$8.55 mllion from Col unbus Bank & Trust Co. (CB&T), and, on
Cct ober 30, 2000, (1) Countryside contributed that entire anount
in cash to CLPP in exchange for a 99-percent interest in CLPP
and (2) CLPP contributed $8.5 mllion in cash to MP in exchange
for a 99-percent interest in MP. Therefore, on or about Cctober
30, 2000, Countryside was a 99-percent sharehol der in CLPP, and
CLPP was a 99-percent sharehol der in M.

On or about Cctober 30, 2000, MP borrowed $3.4 million from
CB&T. Both CB&T's $8.55 million loan to Countryside and its $3.4
mllion loan to MP were guaranteed by M. Wnn, and the loan to
Countrysi de was secured by the Manchester property. Both |oans
provided interest at an annual rate equal to the London I nterbank
Ofering Rate (LIBOR) plus 175 basis points. The due date was
May 1, 2001, for the $8.55 million |oan to Countrysi de and
Novenber 1, 2003, for the $3.4 million |loan to M.

On or about Cctober 31, 2000, MP used the $8.5 million
received from CLPP and the $3.4 million borrowed from CB&T to
purchase four privately issued notes from Al G Mat ched Fundi ng
Corp. (AIG in the aggregate principal anount of $11.9 nmillion
(the AIG notes). The AIG notes were for principal anmunts of
$6.2 million, $2.6 mllion, $2.3 mllion, and $800,000. Each
not e becane due on Cctober 31, 2010, although the hol der of each
note possessed a right of redenption exercisable, in whole or in
part, on the fifth interest paynent date (April 30, 2003). Each

note provided for interest at an annual rate equal to LIBOR m nus
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55 basis points, before the fifth interest paynent date, and
LI BOR m nus 35 basis points thereafter. The Al G notes were
neither listed nor traded on an established financial market.
Paragraph 11(b) of the “further provisions” of each note
provided, in part, as follows:

(r) * * * upon the affirmative vote * * * of the

hol ders of not | ess than 50 percent in aggregate
princi pal anmount of the Notes then Qutstanding * * * or
** * wWith the witten consent of the owners of not

| ess than 50 percent in aggregate principal anount of
the Notes then Qutstanding * * * the Issuer and the
Guarantor may nodi fy, anmend or supplenent the terns of
the Notes, in any way * * * provided, however, that no
such action may, without the affirmative vote of

hol ders of 100 percent in aggregate principal anmount
Qut standing of the Notes, * * * change the due date for
t he paynment of principal or interest on the Notes

* * %

As of October 30, 2000, MP assigned to CB&T a security interest
intw of the AIG notes, in the principal amunts of $2.6 nillion
and $800, 000, as collateral for its $3.4 mllion |oan from CB&T.
Pursuant to the ternms of the assignnent, MP deposited with CB&T
all of its right, title, and interest in the assigned Al G notes
and all paynents under those notes.?2

On Decenber 26, 2000, Countryside distributed its 99-percent
interest in CLPP to M. Wnn and M. Curtis in conplete
[iquidation of their respective partnership interests in
Countryside (the liquidating distribution). As a result of the

liquidating distribution, CLP Holdings, Inc., became a 16.7-

2 See app. A for a diagramof the statenent of facts to
this point.
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percent general partner, and M. Wl Ilinger becane an 83. 3-percent
l[imted partner in Countryside.

On or about January 26, 2001, Countryside and Stone Ends
Apartnments L.L.C. (Stone Ends) executed a purchase and sal e
agreenent for Countryside’s sale to Stone Ends of the Manchester
property. That agreenent was the cul m nation of negotiations
bet ween Countrysi de and Stone Ends that began with an unsolicited
inquiry, in May or June 2000, froma representative of Stone
Ends. The sale of the Manchester property closed on or about
April 19, 2001, and, on that date or soon thereafter, Countryside
repaid to CB&T the $8.55 mllion | oan plus accrued interest.

The Al G notes were redeened from MP by Al G on or about Apri
30, 2003.

CB&T's $3.4 mllion loan to MP was repaid in full on or
about January 5, 2004.

Respondent’s Motion To Conpel Production of Docunents

Respondent has noved the Court to conpel petitioner (CLP
Hol di ngs, Inc.) to produce certain docunents (the notion to
conpel production) as foll ows:

1. Provide all explanatory or pronotional

materials related to the proposed and/or actual

transactions including but not limted to:

(a) educational, instructional, and
informati onal materi al ;

(b) schematics, diagrans, and charts;
(c) economc, financial, and tax anal yses;

(d) docunents discussing potential risks
and/ or benefits associated with the proposed
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transaction, including financial risks, tax risks,
audit risks;

(e) all other docunents relating directly or
indirectly to the tax and/or financi al
consequences of participating in the transaction.
2. Provide all legal, tax, accounting, financial
or econom c opinions secured or received in connection
with the transaction
Petitioner objects, principally on the grounds of privilege,
but has provided to both respondent and the Court a privilege |og
and a revised privilege log. The revised privilege log lists 20
docunents, all of which were (1) either addressed to, received
from or copied to an attorney or C.P. A, (2) described as
“advice regarding tax law,” and (3) withheld fromrespondent on
the basis of a clainmed privilege described, in each case, as
“attorney-client; Wrk Product; 87525.”% In his response to
petitioner’s objection to the notion to conpel production,
respondent does not dispute petitioner’s description of the
docunents as “advice regarding tax law'. Rather, he alleges that
petitioner failed to sustain its claimthat those docunents are
privileged, and he requests that we “order the docunents produced
or [,] alternatively, inspect the docunents ‘in canera to
determ ne whether the asserted privilege or protection applies.”

The Court has not rul ed upon the notion to conpel

pr oducti on.

3 Sec. 7525(a)(1) provides a limted privil ege, equivalent
to the attorney-client privilege, to communications regarding tax
advi ce between a taxpayer and “any federally authorized tax
practitioner”.
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Di scussi on

| nt ernal Revenue Code Provisions and Requl ati ons

A. Code Provisions

1. Nonrecognition of Gain |ssue*

“ In his objection to the notion, respondent states:
“Petitioner’s request that the Court determ ne that no income or
gain should be recognized by * * * M. Curtis and M. Wnn is
i nappropriate * * * [because] the Court does not have
jurisdiction over the resulting net tax effect on the partners”,
citing secs. 6226(f) and 6231(a)(3), which, in effect, Iimt our
jurisdiction in a partnership proceeding to the determ nation of
partnership itens as defined in regulations. 1In his response,
participating partner argues that, under the applicable
partnership regul ati ons, the anount and character of the
liquidating distribution and M. Wnn’'s and M. Curtis’s bases
for their partnership interests in Countryside are partnership
items. He concludes that, because we may nmake determ nations
wWith respect to the anount and character of the |iquidating
distribution and M. Wnn’s and M. Curtis’s bases in
Countryside, it necessarily follows that we may determ ne whet her
the liquidating distribution resulted in gain recognized to them
Participating partner also points out that respondent’s
jurisdictional argunment is sonewhat disingenuous in the |ight of
the fact that the “Explanation of Itens” included in the FPAA
i ncreases 2000 capital gain to M. Wnn and M. Curtis by
$12, 055, 192. Al so, we have exam ned Exhibit A attached to that
expl anation, which makes clear that respondent views the
liquidating distribution as a distribution of $12,055,192 to M.
Wnn and M. Curtis, and he views each as having a zero basis in
Countryside, thereby attributing that anmount of alleged gain to
t hem

We agree with participating partner on this question of
jurisdiction. Although sec. 301.6231(a)(5)-1T(b), Tenporary
Proced. & Adm n. Regs., 52 Fed. Reg. 6790 (Mar. 5, 1987),
anbi guously provides that “[a] partner’s basis in his interest in
the partnership is an affected itemto the extent it is not a
partnership itenf, in this case, where M. Wnn’s and M.
Curtis’s bases in Countryside are entirely determ ned by
partnership itens, i.e., contributions to the partnership and
partnershi p-1evel operating |osses, distributions, and
l[iabilities (see apps. B and Cto this report and sec.
301.6231(a)(3)-1(a)(1) (i) and (v), (4)(i) and (ii), Proced. &
Adm n. Regs.), it is appropriate to determ ne those bases in a
partnership proceedlng Mor eover, as discussed infra, the
determ native issue in deciding whether M. Wnn and M. Curtis

(continued. . .)
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The i ssue of whether any gain should have been recogni zed to
Countryside, M. Wnn, and/or M. Curtis as a result of the
Decenber 26, 2000, distribution of Countryside's 99-percent
interest in CLPP is governed, in the first instance, by sections
731 through 733 and section 752.

Section 731(a)(1) provides, in pertinent part, that, in the
case of a partnership distribution to a partner, gain shall not
be recogni zed to the recipient partner “except to the extent that
any noney distributed exceeds the adjusted basis of such
partner’s interest in the partnership i mediately before the
distribution”. Section 731(b) provides: “No gain or |oss shal
be recognized to a partnership on a distribution to a partner of
property, including nmoney.”® Section 731(c)(1) provides that,
for purposes of section 731(a)(1l), the term “nmoney” i ncludes
“mar ket abl e securities”, which are to be taken into account at
fair market value as of the distribution date. Section
731(c)(2)(A) defines the term “marketable securities” to nmean
“financial instrunents * * * which are, as of the date of

distribution, actively traded (wthin the nmeani ng of section

4(C...continued)
have gain recognized to themon the liquidating distribution is
whet her that distribution constituted, in substance, a
distribution to M. Wnn and M. Curtis of either noney or
“mar ket abl e securities”, which are treated as noney under sec.
731(c)(1). That issue involves a partnership item pursuant to
secs. 301.6231(a)(3)-1(a)(4)(ii) and (c)(3)(ii) and (iv), Proced.
& Adm n. Regs. Therefore, we have jurisdiction to decide the
nonrecogni ti on of gain issue.

> Respondent does not allege that Countryside recogni zed
gain as a result of the liquidating distribution.
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1092(d)(1))."® Section 731(c)(2)(B)(ii) and (v) includes in the
meani ng of the term “marketable securities” (1) “any financi al
i nstrunment which, pursuant to its terns or any other arrangenent,
is readily convertible into, or exchangeable for, noney or
mar ket abl e securities”, and (2) “interests in any entity if
substantially all of the assets of such entity consist (directly
or indirectly) of marketable securities”. The term
“substantially all” neans 90 percent or nore by value. Sec.
1.731-2(c)(3) (i), Incone Tax Regs.

Section 732(b) provides that the basis of property (other
t han noney) distributed by a partnership to a partner in
liquidation of the latter’s interest shall be an anmount equal to
the partner’s adjusted basis in such partner’s interest reduced
by any noney distributed in the sane transaction.

Section 752(a) provides that any increase in a partner’s
share of the liabilities of a partnership shall be considered as
a contribution of noney by the partner to the partnership, and
section 752(b) provides that any decrease in a partner’s share of
the liabilities of a partnership shall be considered as a
di stribution of noney to the partner by the partnership.

Pursuant to section 733, in the case of a nonliquidating
di stribution, any such decrease will, first, reduce the partner’s
basis in the partnership (but not below zero). To the extent

such decrease exceeds the partner’s basis in the partnership,

6 See sec. 1.1092(d)-1(a), Income Tax Regs. (“Actively
traded personal property includes any personal property for which
there is an established financial market.”).
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gain is recognized to the partner pursuant to section 731(a)(1).
If a transaction gives rise to both an increase and a decrease in
the partner’s share of partnership liabilities or the partner’s
individual liabilities, only the net decrease is treated as a
distribution of noney to the partner by the partnership. Sec.
1.752-1(f), Incone Tax Regs.

2. Basi s | ssues

As noted supra, the FPAA seeks to deny Countryside a basis
step-up for its property remaining after the distribution to M.
Wnn and M. Curtis,” and it also challenges the recognition of
MP as hol der of the AIG notes with a basis equal to the purchase
price of the notes. Although those basis issues are not
addressed in the notion, respondent describes themas “integrally
related to the section 731 and section 752 issues”, and he cites
the totality of the transactions described supra, and the
el ections giving rise to the basis results, as constituting “an
abusi ve tax avoidance result” (i.e., the indefinite or, possibly,
per manent nonrecognition of the gain on the sale of Countryside' s
assets), which should not be given effect. Because respondent’s
position in opposition to the notion relies, in part, upon the
al | eged abusi veness of the conbination of gain not being

recognized to M. Wnn and M. Curtis, the basis step-up of

" Schedul e L, Bal ance Sheets per Books, included in
Countryside’s 2000 Form 1065, U.S. Return of Partnership |Incone,
on lines 9a and 11, reflects an $11, 450,498 “step-up” in
Countryside’s bases for its “Buildings and other depreciable
assets” and its land ($11, 655,277 total yearend basis increase
| ess $204, 779 attributable to anbunts expended for depreciable
property during 2000).
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Countryside’ s post-distribution assets, and the failure of MP to
“step down” its basis in the AIG notes, all occurring in 2000, we
shal | summari ze the basis adjustnents required or authorized
under the Code provisions governing |liquidating distributions by
a partnership.

In pertinent part, section 754 provides that, if a
partnership files an el ection under regul ati ons prescribed by the
Secretary, the basis of partnership property is adjusted, in the
case of a distribution of property, in the manner provided in
section 734. Under section 734(b)(1)(B), in the case of a
distribution in liquidation of a partner’s interest, a
partnership that has a section 754 election in effect shal
i ncrease the adjusted basis of partnership property by the excess
of the adjusted basis of the distributed property to the
partnership imedi ately before the distribution over the basis of
the distributed property to the distributee, as determ ned under
section 732(b). Section 734(b)(1)(B) shall not apply, however,
if the distributed property is an interest in another partnership
with respect to which a section 754 election is not in effect.

Sec. 734(b) (last sentence).?

8 Respondent’s counsel acknow edges that CLPP had a sec.
754 election in effect at the tinme of Countryside’s distribution
of CLPP to M. Wnn and M. Curtis on Dec. 26, 2000. 1In the
light of that election, participating partner takes the position
that the |last sentence of sec. 734(b) does not apply to that
distribution and that, therefore, Countryside is entitled to the
reported basis step-up under sec. 734(b)(1)(B) and, as a result,
to reduced gain on the 2001 sal e of the Manchester property.
Those issues of basis step-up and reduced gain are at issue for
taxabl e year 2001 in Countryside Ltd. Pship. v. Conm ssioner,

(continued. . .)




- 16 -

Section 743(b) applies to a transfer, by sale or exchange,
of an interest in a partnership that has a section 754 el ection
in effect, and section 761(e) provides that any distribution by a
partnership of an interest in a partnership shall be treated as
an exchange for purposes of section 743. Pursuant to section
743(b) (2) the distributed | ower tier partnership nust decrease
the adjusted basis of its partnership assets by the excess of the
transferee partner’s proportionate share of the adjusted basis of
the partnership property over the basis of the transferee
partner’s interest in the partnership.?®

B. Requl ati ons

1. The Subchapter K Anti abuse Requl ati ons?'®

Section 1.701-2, Incone Tax Regs., constitutes a two-part
antiabuse rule directed at partnerships. The two parts are
generally referred to as the “abuse-of-Subchapter-K’ rule and the

“abuse-of-entity-treatnent” rule. See 1 MKee et al., Federal

8. ..continued)
docket No. 22023-05, which has been continued pending the outcone
of this case, although respondent raises the basis step-up issue
inthis case as well.

® The sec. 743(b)(2) basis step-down for CLPP s assets
primarily, its limted partnership interest in MP) is reflected
in CLPPs 2000 Form 1065. Because MP did not nmake a sec. 754
lection, it did not step down its basis for its assets
primarily, the AIG notes). Therefore, MP did not report any
gain (alnost all of which would have been taxable to M. Wnn and
M. Curtis as the 99-percent limted partners in CLPP) on the

redenption of those notes in 2003.

(
i

e
(

10 Subch. K, ch. 1, subtit. A of the Internal Revenue Code
(subch. K), is entitled "Partners and Partnerships"; it sets
forth the rules for the incone taxation of partners and
part ner shi ps.
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Taxation of Partnerships and Partners, par. 1.05[1], at 1-14 (4th
ed. 2007). Only the first part of the rule (section 1.701-2(a)
t hrough (d), Incone Tax Regs.) is pertinent to this case.

Section 1.701-2(a), Incone Tax Regs., is entitled “Intent of
subchapter K'. It states: “Subchapter Kis intended to permt
t axpayers to conduct joint business * * * activities through a
fl exi bl e econom ¢ arrangenment w thout incurring an entity-Ievel
tax.” It further states that there are three requirenents
“[i]nmplicit in the intent of subchapter K': (1) “The partnership
nmust be bona fide”, and the transaction(s) in question “nust be
entered into for a substantial business purpose”, (2) the
transaction(s) nust not violate substance over form principles,
and (3) the tax consequences under subchapter K “nmust accurately
reflect the partners’ econom c agreenent and clearly reflect the
partner’s incone” unless any departure fromthat standard is
“clearly contenpl ated” by the applicable provision of subchapter
K or the regul ati ons thereunder.

Section 1.701-2(b), Income Tax Regs., entitled “Application
of subchapter K rules”, provides, in pertinent part:

[1]f a partnership is fornmed or availed of in

connection with a transaction a principal purpose of

which is to reduce substantially the present val ue of

the partners’ aggregate federal tax liability in a

manner that i1s inconsistent wwth the intent of

subchapter K, the Comm ssioner can recast the

transaction for federal tax purposes, as appropriate to

achieve tax results that are consistent with the intent

of subchapter K* * * . Thus, even though the

transaction may fall within the literal words of a

particul ar statutory * * * provision, the Conm ssioner

can determne * * * that to achieve tax results that
are consistent with the intent of subchapter K * * *
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[t]he claimed tax treatnment should * * * be adjusted or
nodi fi ed.

Section 1.701-2(c), Inconme Tax Regs., applies a facts and
circunstances test in order to determ ne whether “a partnership
was formed or availed of with a principal purpose to reduce
substantially the present value of the partners’ aggregate
federal tax liability in a manner inconsistent with the intent of
subchapter K’, and section 1.701-2(d), Incone Tax Regs., contains
11 exanples intended to “illustrate the principles of paragraphs
(a), (b), and (c)”.

2. The Section 731 Anti abuse Requl ati on

Section 1.731-2(h), Income Tax Regs., provides in pertinent
part:
[1]f a principal purpose of a transaction is to achieve a
tax result that is inconsistent with the purpose of section
731(c) and this section, the Conm ssioner can recast the
transaction for Federal tax purposes as appropriate to
achieve tax results that are consistent with the purpose of
section 731(c) and this section. * * *
The regul ation invokes a facts and circunstances test and
provides three exanples. 1d. Two find deened distributions of a
partnership’ s marketable securities to partners, and the third
permts a series of distributions of “multiple properties” to be
treated as “part of a single distribution”.

1. Arqunents of the Parties

A. Parti ci pati ng Partner

Attached to the notion are exhibits containing conputations
for M. Wnn and M. Curtis that, for each, show (1) his share of

Countryside’'s liabilities and his adjusted basis in his
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Countryside interest as of January 1, 2000, (2) the changes in
both his share of those liabilities and that basis between
January 1 and the Decenber 26, 2000, |iquidating distribution,
and (3) the effect of the liquidating distribution on his share
of those liabilities.

Participating partner represents that M. Wnn's adjusted
basis in his interest in Countryside i medi ately before the
liquidating distribution to himwas $19, 937,590, and the anount
of noney considered distributed to him pursuant to section 752(Db)
in connection with the liquidating distribution (i.e., the net
decrease in M. Wnn's share of Countryside’s and M’ s
ltabilities resulting fromthe |iquidating distribution) was
$19, 656, 762. '* Because the net decrease in M. Wnn’s share of
those liabilities resulting fromthe liquidating distribution
(%19, 656, 762) was |l ess than his adjusted basis for his interest
in Countryside imredi ately before that distribution
($19,937,590), M. Wnn argues that, pursuant to section
731(a) (1) (which limts the gain recognized to a partner on any
distribution froma partnership to the anmount of noney
distributed in excess of the partner’s adjusted basis in the
partnership at the tinme of the distribution), he realized no gain

on the liquidating distribution.

11 The exhibit states that the liquidating distribution
relieved M. Wnn of $22,142,736 of Countryside’s liabilities in
exi stence as of Dec. 26, 2000, but that M. Wnn's retained
liability representing his share of CLPPs share of MP s $3.4
mllion (plus interest) liability to CB&T was $2, 485, 974,
resulting in net relief fromliabilities for M. Wnn of
$19, 656, 762.
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Participating partner submts correspondi ng conputations and
makes the sanme argunent with respect to M. Curtis; i.e., because
the net decrease in M. Curtis’s share of Countryside’s and MP' s
liabilities resulting fromthe |liquidating distribution (conputed
to be $7,473,190) was less than his adjusted basis for his
interest in Countryside imedi ately before that distribution
(conputed to be $7, 760, 895), pursuant to section 731(a), no gain
was recognized to M. Curtis on the liquidating distribution.??

Participating partner’s position that neither M. Wnn nor
M. Curtis recognized gain on the liquidating distribution is
dependent upon his argunent that the Al G notes were not
“mar ket abl e securities”, as defined in section 731(c)(2).*® In
support of that argunent, participating partner has submtted two
affidavits. The first is the affidavit of Leslie J. Nanberg (M.

Nanberg), a registered investnent adviser in Massachusetts and a

12 Participating partner’s conputations for M. Wnn and
M. Curtis are reproduced as apps. B and C

13 Because the Al G notes constituted nore than 90 percent
of MPs assets, by value, and CLPP' s indirect interest (through
MP) in those assets constituted nore than 90 percent of CLPP s
assets, by value, on the date of the liquidating distribution,
Countryside’s liquidating distribution to M. Wnn and M. Curtis
of a 99-percent interest in CLPP wuld be treated as a
di stribution of noney, for purposes of sec. 731(a), should the
Al G notes be considered marketabl e securities. See sec.
731(c)(2)(B)(v); sec. 1.731-2(c)(3)(i), Inconme Tax Regs.
Therefore, the status of the Al G notes as nonmarket abl e
securities (and, therefore, as property other than noney for
pur poses of sec. 731(a)) is crucial to participating partner’s
position, whether or not we disregard the separate existence of
CLPP and MP for Federal inconme tax purposes and treat the
liquidating distribution as a distribution of the Al G notes
t henmsel ves, an assuned scenari o that participating partner
concedes for purposes of the notion.
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principal in an investnment advisory firm (the Nanberg affidavit).
M. Nanberg professes to be know edgeabl e “regarding the trading
mar kets that may exist for various financial instrunents and * *
* whether or not price quotations therefore [sic] are readily
avai l able”. M. Nanberg, after finding that the AlG notes “were
not listed or traded on an established financial market” and that
“no such market existed for the * * * [AIG Notes on Dec. 26
2000, or at any tinme thereafter,” concludes that the Al G notes
“were neither liquid nor easily offset on Dec. 26, 2000 or at any
time thereafter.” The second is the affidavit of Sanuel Ross
(M. Ross) who, in 2000, was the treasurer of AMNV Realty Corp.
(the 1-percent general partner in MP) and was personally invol ved
in the negotiation and MP s acquisition of the AIG notes. M.
Ross states that “[a]ll terns of the transaction in which * * *
[ MP] acquired the * * * [AIG Notes are contained * * * [in the
notes thenselves and in the related docunentation]”, and “[t] here
was no agreenent, understanding, or arrangenent, witten or oral,
bi ndi ng or non-bindi ng, between * * * [MP and AIG that nodifies
the ternms of * * * [those] docunents.”

Participating partner argues that respondent’s reliance upon
the partnership antiabuse rules contained in the regulations is
m spl aced. He argues that the purpose of respondent’s reliance
upon section 1.701-2, Inconme Tax Regs., is unclear; but that, if
it is cited in support of respondent’s argunent that MP nust
reduce the basis for its assets or, alternatively, that

Countryside may not increase the basis for its assets as a result
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of the liquidating distribution, that regul ati on has no bearing
on the notion, which is addressed solely to the nonrecognition of
gain issue. Participating partner further argues that no matter
how respondent recasts the |liquidating distribution pursuant to
section 1.701-2, Incone Tax Regs. (i.e., as distributions of
interests in CLPP, MP, or of the Al G notes thensel ves),
respondent has not denonstrated an ability to overcone the facts
establ i shed by participating partner, which denonstrate that (1)
M. Wnn and M. Curtis received nonmarketabl e securities, and
(2) the net decrease in their respective shares of Countryside’s
and MP s liabilities did not exceed their respective bases in
Countryside. Participating partner also dism sses section 1.731-
2(h), Incone Tax Regs., as inapplicable on the ground that it is
applicable only to circunstances “invol ving changes in
partnership allocations with respect to marketable securities and
di stributions of nonmarketable securities by a partnership that
al so owns mar ket abl e securities,” which, in substance, constitute
a mani pul ation by a partner of “the inherent flexibility of the
partnership formto acquire an increased interest in marketable
securities froma partnership without effecting a transaction in
the formof a distribution [of marketable securities].”
Participating partner reasons that “the provision should not have
any application to a partnership [Countryside] that owns no
mar ket abl e securities at all, either directly or indirectly.”

Participating partner also argues that the cases respondent

cites involving the disallowance of deductions arising out of
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transactions that |acked busi ness purpose or econoni c substance
are inapposite. That is because none of those cases constitutes
authority for disregarding M. Wnn's and M. Curtis’s share of
MP's $3.4 mllion debt obligation to CB&T, which nust be
respected for purposes of applying sections 731(a)(1l) and 752 to
the liquidating distribution.

Lastly, participating partner argues that respondent has
failed to raise any genuine issue of material fact as to whether
(1) the AIG notes constituted nonmarketabl e securities and (2)
M. Wnn's and M. Curtis’s respective bases for their interests
in Countrysi de exceeded the anmount of noney they are deened to
have received by virtue of the net decrease in their respective
shares of Countryside’s liabilities. 1In this regard,
participating partner states that respondent’s “theories,
assertions, and argunents” (e.g., that there may have been sone
informal “arrangenent” anmong M. Wnn, M. Curtis, and AIG
whereby the AIG notes were readily convertible into, or
exchangeabl e for, noney or marketable securities) are
insufficient to defeat the notion. In support of that statenent,
participating partner cites the adnonition in Rule 121(d) that
“an adverse party may not rest upon the nere all egations or
deni al s of such party’s pleading” but, instead, “by affidavits or
as otherwi se provided in this Rule, nust set forth specific facts

showi ng that there is a genuine issue for trial.”



B. Respondent

Respondent views the liquidating distribution, Countryside' s
sal e of the Manchester property in 2001, and the redenption of
the AIG notes from M in 2003 as giving rise to a series of
“integrally related” transactions pursuant to which “Wnn and
Curtis effectively control [by neans of their continued
owner ship, through CLPP, of MP] their share of the proceeds from
the sale of * * * [the Manchester property], but have permanently
sheltered it fromtax.” Respondent seeks to deny, to M. Wnn
and M. Curtis, any deferral, beyond 2000, of their gain
attributable to the 2001 sale of the Manchester property. Thus,
he takes the position that the liquidating distribution
constituted a distribution of noney to M. Wnn and M. Curtis;
i.e., it was a distribution of noney under (1) section 731(c)
and/or (2) the antiabuse rule of section 1.731-2(h), Inconme Tax
Regs. In addition, respondent disregards MPs $3.4 nmillion
l[tability to CB&T and M. Wnn's and M. Curtis’s respective
shares of that liability as offsets, under section 752(a), to the
deened di stributions of noney to them under section 752(b) (i.e.,
as offsets to the decrease in their share of Countryside' s
liabilities arising fromthe |iquidating distribution).

Consi stently, respondent al so disregards the $3.4 nmillion of AIG
not es purchased by M.
Respondent’s position with respect to the inpact of the

liquidating distribution on M. Wnn’s and M. Curtis’s 2000
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Federal tax liabilities is summarized in paragraphs 23(h) and (q)

of his amendnent to answer as foll ows:

M. Whnn M. Curtis

Sec. 752(b) deened

di stribution of npney!? $14, 892, 855 $4,402,714
Sec. 731(c)

di stribution of noney

(cash/ securities)? 6, 345, 394 2,274,191
Total distribution of noney 21, 238, 249 6, 676, 905
Basi s3 (12,879, 151) (3,798, 080)

Total gain* 8, 359, 098 2,878, 825

! Respondent treats as a distribution of nobney to M. Wnn
and M. Curtis, under sec. 752(b), only the relief from
Countryside’s liabilities existing as of Jan. 1, 2000. He
di sregards the additional liabilities triggered by the CB&T | oans
of $8.55 million to Countryside and $3.4 mllion to MP, M.
Wnn's and M. Curtis’s relief fromthe fornmer, and the
nmodi fication of their respective shares of Countryside’s
l[tabilities resulting fromM. Wnn's transfer of a 5-percent
l[imted partnership interest in Countryside to M. Curtis, all of
whi ch are taken into account by participating partner on exhibits
attached to the notion. See apps. B and C

2 These anpbunts are apparently derived fromline 23
(Distributions of property other than noney) of M. Wnn's and
M. Curtis’s Schedules K-1, Partner’s Share of Incone, Credits,
Deductions, etc., attached to Countryside’ s 2000 return.

3 Respondent treats as M. Wnn's and M. Curtis's bases in
Countryside on the date of the liquidating distribution their
bases as of Jan. 1, 2000, thereby disregarding the basis
nodi fications resulting fromthe CB&T | oans to Countrysi de and
MP, M. Wnn's transfer of a 5-percent |imted partnership
interest in Countryside to M. Curtis, Countryside’ s cash
distributions to M. Wnn and M. Curtis during 2000, and
Countryside’s 2000 |l oss, all of which are taken into account by
participating partner. See apps. B and C

4 The total alleged gain to both M. Wnn and M. Curtis is
$11, 237,923. That armount differs fromboth the gain to M. Wnn
and M. Curtis alleged in the FPAA ($12, 055, 192), which
respondent conceded at the hearing is incorrect, and the revised
alleged gain to M. Wnn and M. Curtis, which respondent’s
counsel stated at the hearing is $11,427,993. There is no
explanation in the record for the discrepancy between the first
and third amounts of alleged gain to M. Wnn and M. Curtis.
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At the hearing, respondent’s counsel conceded that the
anounts and conputations set forth on the exhibits attached to
the notion (appendi xes B and C) are arithnetically correct, but
respondent disputes participating partner’s conputational results
on the basis of respondent’s disregard, for Federal incone tax
pur poses, of the CB&T |oans, M. Wnn's transfer of a 5-percent
interest in Countryside to M. Curtis, and the formation and
separate exi stence of CLPP and MP. Respondent views those
transactions, culmnating with the liquidating distribution, as
“designed to circunvent the provisions of Subchapter K and [as],
in substance, * * * equivalent to a distribution of cash to Wnn
and Curtis.” He further alleges that “[t]he entire series of
transactions is a sham and shoul d be di sregarded for federal
i ncone tax purposes * * * Jand] recast * * * in accordance with
its substance”, which, in respondent’s view, is a distribution of

cash or a cash equivalent to M. Wnn and M. Curtis.

4 In the FPAA, the only transaction alleged to constitute

a “shant, lacking in “econom c substance”, is the formation and
distribution of CLPP and MP, an allegation that participating
partner concedes for purposes of the notion. |In the anmended

answer, however, respondent treats as “shanf, and disregards for
| ack of “business purpose” and “econonmic effect”, not only the
distribution to M. Wnn and M. Curtis of CLPP and MP, but al so
the CB&T | oans to Countryside and MP and the |atter’s purchase of
the AIG notes, with the result that that “series of transactions”
is to be treated as “equivalent to a distribution of cash to Wnn
and Curtis.” Respondent does not, in the anended answer,
identify the source of the roughly $8.5 mllion distribution of
nmoney (“Cash/ Securities”) that he considers Countryside to have
distributed to M. Wnn and M. Curtis ($6,345,394 to M. Wnn
and $2,274,191 to M. Curtis). At the hearing, however,
respondent’s counsel acknow edged that the source of that noney
is the $8.55 million Countryside borrowed from CB&T. She woul d
not, however, acknow edge the reality for tax purposes of the
(continued. . .)
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Respondent relies upon (1) casel aw enpl oying the so-called
econom ¢ substance doctrine and (2) the subchapter K “anti-abuse”
regul ations (sections 1.701-2 and 1.731-2(h), Income Tax Regs.),
in order to deny the application of the provisions of subchapter
K and the regul ations thereunder that are relied upon by
participating partner, despite literal conpliance therewith
Respondent’ s argunent that the post January 1, 2000, transactions
| acked “econom c substance” is prem sed on the fact that, because
the interest rate on the CB&T |oans to CLPP and MP was 230 basis
poi nts higher than the rate of interest earned on the Al G notes
(the interest detrinent), those transactions made “no econom c
sense”.

Respondent al so opposes the notion on the ground that there
are material issues of fact regarding the true nature of the
econom ¢ arrangenent anong the partners in Countryside and the
ci rcunst ances surroundi ng the sale of the Manchester property to
Stone Ends. He also alleges that there are material issues of
fact regarding the marketability of the AIG notes, i.e., whether
there existed an “arrangenent” wth Al G whereby the notes were
“readily convertible” into cash, see sec. 731(c)(2)(B)(ii), and

whet her CLPP and MP shoul d be di sregarded for Federal incone tax

¥4(...continued)
$3.4 million MP borrowed from CB&T because, as she expl ai ned,
that part of the transaction is “nore abusive”. She stated:
“Well, the 3.4 is worse than the 8.5 because the 3.4 is down in
Manchester, [it is] associated with a note that is pledged to the
bank * * * the interest differential is * * * [against the
partnership], and that’s basically all that is in that
partnership.”
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purposes. The latter inquiry is relevant solely to the basis
i ssues!® because, as noted supra, participating partner concedes
that both CLPP and MP may be di sregarded for purposes of the
notion; i.e., for purposes of the nonrecognition of gain issue.?®

Lastly, respondent asserts that, because issues of (1)
econom ¢ substance and (2) tax avoi dance notives on the part of
the partners in Countryside in structuring the |iquidating
distribution are relevant to our decision on the notion, sunmary

judgnent is precluded until we have resol ved respondent’s notion

15 For exanple, if both CLPP and MP are disregarded, M.
Wnn and M. Curtis are deened to have received the Al G notes
directly as distributions in liquidation of their interests in
Countrysi de, and, assum ng those notes are not treated as noney
under sec. 731(c)(1)(A), each’s resulting basis in his notes is
determ ned fromhis partnership basis reduced by the anmount of
his relief fromCountryside’s liabilities on the distribution
date. See secs. 732(b) and 752(b). Stated nunerically,
according to his conputations, M. Wnn's basis for his share of
the Al G notes woul d be $280, 828 ($19, 937,590 - $19, 656, 762) and
M. Curtis’s basis for his share of those notes woul d be $287, 705
($7,760,895 - $7,473,190). See apps. Band C Alternatively, if
only CLPP is disregarded, then M s failure to nake a sec. 754
el ection negates any basis step-up to Countryside for the
Manchester property. See sec. 734(b) (last sentence).

16 Respondent asks that, in this case, we address the
validity for Federal inconme tax purposes of CLPP and MP because,
assum ng we decide that M. Curtis and M. Wnn are not required
to recogni ze gain in 2000, thereby forcing respondent to attenpt
to attribute taxable gain to them upon the redenption of the AIG
notes in 2003, his success in that effort may depend upon whet her
M. Wnn and M. Curtis are deened, for Federal incone tax
pur poses, to have received (1) nenbership interests in CLPP or M
or (2) the AIG notes thenselves in 2000. Respondent fears that,
if he first raises the L.L.C. validity issue in litigation
limted to the 2003 taxabl e year, he nay be whi psawed by a claim
t hat 2000 was the proper year for which to raise that issue. In
the light of participating partner’s concession, there is no need
to address the L.L.C. validity issue in deciding the notion, and
we wll be able to address respondent’s fear of being whipsawed
when we resolve any renmaining issues in this case.
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to conpel production. Respondent reasons that the docunents
sought may be relevant to those issues and that it would be
“unfair” to grant the notion without first deciding respondent’s
notion to conpel production.

I11. Analysis
A. | npact of Respondent’s Mdtion To Conpel Production

We first address respondent’s argunent that we are precluded
fromgranting partial summary judgnment to participating partner
until we have decided respondent’s notion to conpel production.

As noted supra, petitioner’s revised privilege | og describes
all of the docunents listed therein and sought by respondent as
“advice regarding the tax law.” Respondent does not object to
t hat description of the docunents, and he is willing to assune
arguendo that the only reason for the notion to conpel production
“Is to secure discovery regarding a tax avoi dance notive”

Partici pating partner concedes, however, that the |iquidating

di stribution was structured to defer tax by distributing to M.
Wnn and M. Curtis property rather than cash. Indeed, he
concedes that tax avoi dance (or, as participating partner’s
counsel would prefer to describe it, “tax planning”) was the sole
notivation for the formation of CLPP and MP, the CB&T | oans, and
t he purchase of the AIG notes, all steps taken to ensure that, in
redenption of their partnership interests, M. Wnn and M.
Curtis received only property, and no cash. 1In the |ight of

t hose concessions, we cannot see how respondent can continue to
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argue that there exists an issue as to the existence of a
predom nant tax avoi dance noti ve.

I n support of that argunent, respondent notes that, in two
conplaints filed in the Court of Federal C ainms on behalf of CLPP
and MP, respectively, it is alleged that both CLPP and MP and the
transactions in which they engaged “had econom ¢ substance and
busi ness purpose and did not have a principal purpose to reduce
substantially the present value of * * * [Countryside’ s]
partners’ aggregate tax liabilities in a manner inconsistent with
the intent of subchapter K "1 W also note that, in a case in

this Court involving Countryside’s 2001 taxable year, Countryside

Ltd. Pship. v. Comm ssioner, docket No. 22023-05 (docket No.

22023-05), respondent denies Countryside s $11, 450, 498 basi s
step-up for the Manchester property, pursuant to section
734(b) (1) (B), which results in his increasing Countryside’s gain
on its 2001 sale of that property by |ike anbunt. Respondent’s
position in docket No. 22023-05 is premsed, in part, upon his
di sregard, for Federal incone tax purposes, of CLPP, which had
made a section 754 election, and the failure of MP to make such
an election. See sec. 734(b) (last sentence). |In defending the
basis step-up and resulting smaller gain on the sale of the
Manchester property, petitioner in docket No. 22023-05 all eges

that the FPAA “arbitrarily and erroneously determ nes that the

17 Both of those conplaints involve challenges to
respondent’s adjustnents to (1) the bases of the nenbers in CLPP
for their menbership interests therein and (2) MP s bases for its
asset s.
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formati on of CLP Prom see was a sham and | acked econom ¢
substance * * * [and] that CLP Prom see shoul d be di sregarded and
all transactions engaged in by CLP Prom see treated as engaged in
directly by Countryside”.

In both the Court of Federal C ains actions and in docket
No. 22023-05, the issue of whether CLPP and/or MP shoul d be
di sregarded for |ack of econom c substance and/or business
purpose relates solely to the basis issues, not to the issue
involved in the notion; i.e., whether the |iquidating
distribution resulted in the receipt by M. Wnn and M. Curtis
of noney, thereby causing taxable gain to be recognized to them
Participating partner has, for purposes of that issue,
unequi vocal |y conceded both that CLPP and MP may be di sregarded
and that their formation and utilization to borrow noney and
purchase the Al G notes were tax-notivated steps undertaken as
part of a plan to defer tax by distributing property rather than
cash. In the light of those concessions, we reject respondent’s
argunent that we are precluded fromgranting partial summary
judgnent to participating partner before deciding respondent’s
notion to conpel production.

B. Econom ¢ Subst ance

1. | nt roducti on

W view the statenent in respondent’s anendnent to answer
that, pursuant to the liquidating distribution, M. Wnn and M.
Curtis each received an “I.R C. 8 731(c) distribution of noney

(Cash/ Securities)” as respondent’s allegation that the Al G notes
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constituted marketabl e securities as defined in section 731(c)(2)
or, alternatively, that, even if they were nonmarketable, the
| ack of econom c substance surrounding their purchase and
di stribution negates the ability of M. Wnn and M. Curtis to
achi eve nonrecognition of gain under sections 731(a)(1l) and
752(a) and (b).!® That alternative argunment (lack of economc
substance) is reiterated by respondent in opposing the notion.
W will first address what we consider to be respondent’s
alternative argunent that, even if the Al G notes constituted
nonmar ket abl e securities, the liquidating distribution nust be
consi dered, in substance, a distribution of cash to M. Wnn and
M. Curtis resulting in their recognition of gain.

2. Application of Goldstein v. Conmmi Ssi oner

Respondent seeks to disregard the CB&T | oans and the
purchase and (because CLPP and MP are to be disregarded for
pur poses of the notion) deenmed distribution of the Al G notes
directly to M. Wnn and M. Curtis. In support of that
position, respondent points to the interest detrinent, which,
conbined with transaction costs, necessarily resulted in an
arrangenment that could not generate a profit to Countrysi de, and
whi ch, therefore, was w thout business purpose. The principal

aut hority upon which respondent relies is Goldstein v.

8 At this point, we use the term “econonic substance”
W thout attaching to it a precise nmeaning but only to enconpass
t he various grounds advanced by respondent for disregarding the
tax results clainmed by participating partner, e.g., |ack of
“busi ness purpose or economc effect”, a “series of transactions
* * * Tanpunting to] a shanf, a “transaction * * * [that] makes
no econom c sense”.
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Comm ssioner, 364 F.2d 734 (2d Cr. 1966), affg. 44 T.C 284

(1965).

In the Goldstein case, the taxpayer (Ms. CGoldstein, the
wife in ajoint return filing) won over $140,000 in the Irish
Sweepstakes. In an effort to mtigate the tax inpact of having
to report all her wnnings in the year of receipt, her advisers
constructed a plan pursuant to which, before the end of that
year, she borrowed $945, 000 fromtwo banks, purchased $1 nmillion
face anount Treasury 1.5-percent notes, and prepaid 4 percent
interest for 1.5 years on one bank | oan and for approximtely
2.75 years on the other. The total interest prepaynent was over
$81, 000, which the CGoldsteins clained as a deduction in the year
of paynent under section 163(a). W denied the deduction on the
ground that “there was no genui ne i ndebtedness established
between * * * [Ms. Goldstein] and * * * [the banks].” Goldstein

v. Comm ssioner, 44 T.C. at 298. The Court of Appeals for the

Second Circuit affirnmed, but on a different basis. It agreed
with the dissenting opinion in this Court that the bank | oans
were “‘indistinguishable fromany other legitinmte |oan
transaction contracted for the purchase of Governnent

securities’”, Goldstein v. Conm ssioner, 364 F.2d at 737 (quoting

&ol dstein v. Comm ssioner, 44 T.C. at 301 (Fay, J., dissenting)),

and it found that we were in error in concluding that those | oans
“were ‘shans’ which created no genui ne i ndebtedness”, id. at 738.
It agreed, however, with our finding that Ms. Goldstein entered

into the two bank | oans “w thout any realistic expectation of
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economc profit and ‘solely’ in order to secure a |large interest
deduction * * * [to offset her sweepstakes winnings].” [d. at
740. The court found that Congress intended to limt interest
deducti ons under section 163(a) to interest on debt incurred for
“purposive activity”, and it held that that section did not
permt a deduction for the interest paid by Ms. CGol dstein where
the sol e purpose of her borrowi ngs was to generate tax deductible
interest. |d. at 740-742.

Because Countryside, |like Ms. CGoldstein, could not
realistically profit frominvesting in the AIG notes at a | ower
rate of return than it was required to pay on the |loans used to
make that investnent, respondent considers the facts in the
&ol dstein case “anal ogous” and the result controlling of the
result herein. Participating partner responds: *“&oldstein,
properly understood, stands for the limted proposition that,
when a taxpayer * * * [borrows] for the sole purpose of claimng
a tax deduction for the interest expense, the interest is not
deductible.” He notes that the Court of Appeals for the Second
Crcuit respected the debt as bona fide, while disallow ng the
i nterest deduction for |lack of any “purposive activity” in
incurring the debt. He concludes: “There is no basis for
contending that a simlar ‘purposive activity’ concept is present
in Code section 752, and there is thus no basis for attenpting to
extrapolate from Goldstein to the present case.” W interpret
participating partner’s argunent to be that, because neither

busi ness purpose nor econom ¢ substance considerations affect the
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validity of Countryside’ s debt to CB&T (which, pursuant to
participating partner’s concession that CLPP and MP may be
di sregarded, includes MPs $3.4 nillion debt to CB&T), that debt
nmust be accepted as bona fide for purposes of sections 731(a)(1)
and 752.

Respondent’ s reliance on Goldstein founders on the fact that
Countryside, rather than M. Wnn and M. Curtis, occupies Ms.
Gol dstein’s position (paying nore interest on the borrow ngs than
was received on the investnent purchased with those borrow ngs).
The conparable issue in this case would be whether Countryside is
entitled to deduct the interest paid on the | oans from CB&T.
Respondent has not raised an interest deductibility issue in this
case, and there is nothing, on that score, for us to resolve.

The &ol dstein case, however, does support respondent’s
argunent that literal conpliance with the conditions for the
application of a particular Code section (in the Goldstein case,
section 163(a); in this case, sections 731(a)(1l) and 752) does
not mandate application of the section where the transaction
giving rise to that application fails to conport with Congress’s
purpose in enacting the section. The question before the Court
of Appeals in Goldstein was, at heart, one of statutory
construction, i.e., determ ning whether, despite the broad scope
of section 163(a), Congress intended to allow an interest
deduction for interest paid on funds borrowed “for no purposive
reason * * * other than * * * securing * * * [a tax] deduction”.

&ol dstein v. Conmm ssioner, 364 F.2d at 742. Courts commonly
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consi der | egislative purpose in construing tax (and other)
statutes. See 2A Singer, Sutherland Statutory Construction, sec.
48: 3, at 549 (7th ed. 2007). Wile the precise | anguage of both
sections 731(a) and 752 suggests that there is little uncertainty
in their application, we cannot |ose sight of the fact that both
sections are part of a |large and conpl ex systemof rules for
taxi ng partners and partnerships; viz, subchapter K The purpose
of subchapter K, as set forth in the inconme tax regulations, is
“to permt taxpayers to conduct joint business (including
investnent) activities through a flexible econom c arrangenent
W thout incurring an entity-level tax.” Sec. 1.701-2(a), |ncone
Tax Regs. Undoubtedly, sections 731(a) and 752 nust be construed
in the light of the purpose of subchapter K In the anal ogous
situation of determ ning whether a transaction fits within the
corporate reorgani zati on provisions of the inconme tax, the

Suprene Court, in Gegory v. Helvering, 293 U S. 465, 469 (1935),

fanously sai d:
The legal right of a taxpayer to decrease the anobunt of
what ot herwi se woul d be his taxes, or altogether avoid
them by nmeans which the aw permts, cannot be
doubted. * * * But the question for determnation is
whet her what was done, apart fromthe tax notive, was
the thing which the statute intended. * * *
Participating partner has failed to convince us that, in
considering the application of sections 731(a) and 752 to the
facts before us, an inquiry is not warranted i nto whet her
Countryside, M. Wnn, and/or M. Curtis engaged in any
“pur posive activity” other than tax avoi dance. |ndeed, we have

held that there are circunstances in which the |lack of *purposive
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activity” or econom c substance will defeat the application of

t he provisions of subchapter K See, e.g., WIKkinson v.

Comm ssioner, 49 T.C. 4, 10-13 (1967) (in which we (1)

di sregarded, as w thout “econom c significance”, the assignnment
of an installnent sale obligation to a partnership owned by the
obl i gees just before the obligees’ liquidation of the corporate
obligor, in which they were majority sharehol ders, (2) deened
section 721, which would have protected the obligees fromtax on
the deferred gain upon a bona fide assignnent of the obligation
to the partnership, to be inapplicable, and (3) held that the
obl i gees were taxable on the deferred gain upon their |iquidation

of the corporate obligor); Santa Mnica Pictures, L.L.C v.

Comm ssioner, T.C Menp. 2005-104 (special allocation rules of

section 704(c) and carryover basis rules of section 723 deened

i napplicable to shift built-in |osses to the taxpayer in a
transaction | acki ng econom ¢ substance). The question is whether
there are circunstances present in this case that negate the
application of sections 731(a)(1) and 752(a) and (b) to provide
nonrecognition of gain to M. Wnn and M. Curtis on the

i quidating distribution.

3. Did the Transactions in Question Lack Econonic
Subst ance?

a. | nt roducti on

As noted supra, participating partner concedes that the
liquidating distribution was structured to defer tax by
distributing to M. Wnn and M. Curtis property rather than cash

and that tax avoi dance was the sole notivation for the formati on
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of CLPP and MP, the CB&T | oans, and the purchase of the AIG
notes, all in furtherance of that plan. Because participating
partner al so concedes that the L.L.C. s nmay be di sregarded for
pur poses of the notion, the question before us is whether the
CB&T | oans and the deened purchase and distribution of the AIG
notes by Countryside al so nust be disregarded for |ack of
econom ¢ substance with the result that the |iquidating
distribution nust be treated as equivalent to a cash distribution
to M. Wnn and M. Curtis (despite its literal qualification for
nonrecogni ti on of gain under section 731(a)(1)).

b. The Casel aw

In section Il1.B.2., supra we set forth the sem nal |anguage

fromGegory v. Helvering, supra at 469, requiring an inquiry

into what is now generally is referred to as “econom ¢ substance”
in order to determ ne whether to give effect to the

reorgani zation provisions of the incone tax. W shall make a
like inquiry into the econom c substance of the |iquidating
distribution in order to determ ne whether to give effect to the
provi si ons of subchapter K here in issue; viz, sections 731(a)
and 752. That the so-called econom c substance doctrine enbodi es

the foregoing principle of Gegory v. Helvering, supra, was

recently made clear by the Court of Appeals for the Federal

Circuit in Coltec Indus. Inc. v. United States, 454 F.3d 1340,

1353-1354 (Fed. G r. 2006), which states:

The econom ¢ substance doctrine represents a
judicial effort to enforce the statutory purpose of the
tax code. Fromits inception, the econom c substance
doctrine has been used to prevent taxpayers from
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subverting the |l egislative purpose of the tax code by

engaging in transactions that are fictitious or |ack

economc reality sinply to reap a tax benefit. In this

regard, the econom c substance doctrine is not unlike

ot her canons of construction that are enployed in

ci rcunstances where the literal terns of a statute can

underm ne the ultimte purpose of the statute. * * *
The Court al so observed that cases applying the economc
subst ance doctrine “recognize that there is a material difference
between structuring a real transaction in a particular way to
provide a tax benefit (which is legitimate), and creating a
transaction, w thout a business purpose, in order to create a tax
benefit (which is illegitimate).” 1d. at 1357.

The Court of Appeals for the District of Colunbia Crcuit,
the court to which an appeal of this case nost likely would

lie,'® al so recogni zed the foregoing distinction in Boca

| nvesterings Pship. v. United States, 314 F. 3d 625, 631 (D.C
Cir. 2003), phrasing it in ternms of the need for a legitimte
busi ness pur pose:

The busi ness purpose doctrine * * * establishes
that while taxpayers are allowed to structure their
busi ness transactions in such a way as to mnimze
their tax, these transactions nmust have a legiti mte
non-tax avoi dance busi ness purpose to be recogni zed as
legitimate for tax purposes. * * *

See al so ASA Investerings Pship. v. Conmm ssioner, 201 F.3d 505,

512 (D.C. Cr. 2000) (in “shamtransaction” cases, “the existence

of formal business activity is a given but the inquiry turns on

19 Because petitioner states in its petition that
Countrysi de had no principal place of business when the petition
was filed, barring stipulation to the contrary, the venue for
appeal woul d appear to be the Court of Appeals for the D strict
of Columbia Circuit. See sec. 7482(b)(1) (flush | anguage) and

(2).
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t he exi stence of a nontax business notive”), affg. T.C Meno.

1998- 305. But cf. ACM Pship. v. Conm ssioner, 157 F.3d 231, 248

n.31 (3d Cir. 1998) (“where a transaction objectively affects the
t axpayer’s net economc position * * * it will not be disregarded
nmerely because it was notivated by tax considerations”), affg. in

part and revg. in part T.C. Menp. 1997-115; N._ Ind. Pub. Serv.

Co. v. Comm ssioner, 115 F. 3d 506, 512 (7th Gr. 1997) (the cases

all ow ng “the Conm ssioner to disregard transactions which are
desi gned to mani pul ate the Tax Code so as to create artificial
tax deductions * * * do not allow the Comm ssioner to disregard
econom c transactions * * * which result in actual, non-tax-
rel ated changes in economc position”), affg. 105 T.C. 341
(1995). 2°
c. Analysis

In this case, the transactions that respondent seeks to
di sregard, the CB&T | oans and the deened purchase of the AIG
notes by Countryside and their distribution to its majority-in-

interest partners, M. Wnn and M. Curtis, were the neans

20 The last four cited cases illustrate that the economc
substance doctrine has two prongs, an objective prong and a
subj ective prong. The objective prong requires that the
transacti on change the taxpayer’s econom c position; the
subj ective prong requires that the taxpayer have a nontax
busi ness purpose for entering into the transaction. Although
there is apparently sone dispute as to the manner in which the
various Courts of Appeals apply the two prongs, see, e.g.,
Stratton, “Governnent, Tax Bar D sagree Over |npact of Coltec”,
2006 TNT 212-1 (Nov. 2, 2006), it appears that the Court of
Appeals for the District of Colunmbia Circuit has applied them
disjunctively; i.e., a transaction wll satisfy the economc
substance doctrine if it satisfies either the objective or
subj ective prong of the test, see Horn v. Conm ssioner, 968 F.2d
1229, 1237-1238 (D.C. Cr. 1992), revg. T.C Menop. 1988-570.
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enpl oyed by M. Wnn and M. Curtis, and agreed to by
Countryside, to allow M. Wnn and M. Curtis to withdraw from
the partnership before the anticipated sale of the Manchester
property to Stone Ends. Wile the enpl oyed neans were desi gned
to avoid recognition of gain to M. Wnn and M. Curtis, those
means served a genui ne, nontax, business purpose; viz, to convert
M. Wnn's and M. Curtis’s investnments in Countryside into 10-
year prom ssory notes, two economcally distinct fornms of
i nvest nent . #

The Court of Appeals for the Second Circuit considered an

anal ogous set of facts in Chisholmv. Conm ssioner, 79 F.2d 14

(2d Cir. 1935), revg. 29 B.T.A 1334 (1934). In Chisholm the

t axpayer and the four other shareholders of a corporation granted
a 30-day option to buy their shares in the corporation to a
third-party corporation that, during the option period, gave the
optionors its nonbinding comnmtnment to exercise the option before
it expired. The optionors were advised that, by formng a
partnership to sell the shares, they m ght postpone and,

possi bly, escape the taxes that woul d ot herw se becone due on the
exercise of the option and their sale of the shares. For that

reason, they transferred the shares to a newy forned

2L \While CLP Holdings, Inc., and M. Wl I inger,
Countryside’s remai ni ng partners, enjoyed 100 percent of the
benefits associated with Countryside’s ownership of the
Manchester property followng M. Wnn's and M. Curtis’s
w thdrawal s as partners, they also bore 100 percent of the
burdens associated with that ownership. |In other words, their
econom ¢ positions also changed as a result of the |iquidating
di stribution.
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partnership, which sold the shares to the corporate buyer upon
the latter’s exercise of the option and continued to hold and
reinvest the proceeds of sale on behalf of its partners. Witing
for the court, Judge Learned Hand noted that the case was “on al

fours” with a previous decision of the court, Helvering v.

Wal bridge, 70 F.2d 683 (2d G r. 1934) (holding that, when
partners transfer property to a partnership that then sells the
property, taxation of any pretransfer appreciation in the
property’s value nust await dissolution of the partnership)
except for the fact that, in Chisholm the partnership “was

formed confessedly to escape taxation.” Chisholmyv.

Commi ssioner, supra at 15. Cting Gegory v. Helvering, 293 U S.

465 (1935), Judge Hand observed that the Suprenme Court “was
solicitous to reaffirmthe doctrine that a man’'s notive to avoid
taxation wll not establish his liability if the transaction does
not do so without it”, and he concluded: “The question always is
whet her the transaction under scrutiny is in fact what it appears
to be in fornf. [d. He further stated that “purpose may be the
t ouchstone, but the purpose which counts is one which defeats or
contradi cts the apparent transaction, not the purpose to escape
taxation which the apparent, but not the whole, transaction would
realize.” 1d. He determned that the taxpayer’s purpose, “to
forman enduring firmwhich should continue to hold the joint
principal and * * * invest and reinvest it”, was a legitimte

busi ness purpose. [d. The court held for the taxpayer.
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I n anot her anal ogous case, Hobby v. Conm ssioner, 2 T.C 980

(1943), in order to avoid anticipated redenptions of certain
preferred shares of stock and taxation of the resulting gain at
short-termcapital gain rates, the taxpayer sold the shares to
friends before the schedul ed redenptions, and he reported | ong-
termcapital gains on the sales. The taxpayer’s friends paid for
the shares with borrowed funds. The taxpayer incurred no
l[iability for repaynent of those |oans. The Conm ssioner sought
to disregard the taxpayer’s stock sales as tax-notivated and
determ ned that the taxpayer’s gain was a short-termgain on the

redenption of the shares. Citing Chisholmv. Conm ssioner,

supra, we noted that the taxpayer’s “primary purpose to realize
the gain was a legiti mte busi ness purpose, even though it also
had a collateral favorable tax effect”, and held for the

t axpayer. Hobby v. Conmm ssioner, supra at 985. Citing Hobby, we

reached the sanme result in Beard v. Conm ssioner, 4 T.C. 756

(1945), a case involving facts virtually identical to those in

Hobby. In Beard v. Conm ssioner, supra at 758, by nmaking the

foll ow ng observation, we echoed Judge Hand's adnonition in

Chi shol mv. Comm ssioner, supra at 15, that the issue “always is

whet her the transaction under scrutiny is in fact what it appears
to be in fornf: “The Conm ssioner is * * * required to tax * * *
[the taxpayer] in accordance with what occurred, and he is not
permtted to distort the transaction by giving it an artificial
character upon which a larger tax could be inposed if it were

true.”
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In this case, what “occurred” was a distribution of
nonmar ket abl e?2 notes in redenption of limted partnership
interests. Countryside undertook the distribution in order to
elimnate M. Wnn and M. Curtis as limted partners. M. Wnn
and M. Curtis agreed to the redenption in order to convert their
interests in Countryside into interest-bearing prom ssory notes.
Al of the parties to the transaction had |egitimte business
pur poses, and the manner in which those parties acconplished
t hose purposes cannot be di sregarded and converted by respondent
into a transaction (an exchange of M. Wnn's and M. Curtis’s
interests in Countryside for cash) that never occurred sinply
because the transaction that did occur was tax notivated or, as

we stated in Hobby v. Conm ssioner, supra at 9852 “had a

22 As noted supra, we interpret respondent’s alternative
argunent (i.e., alternative to his argunent that the Al G notes
were marketable) to be that, even if the AIG notes were
nonmar ket abl e, nonrecognition of gain under secs. 731(a)(1l) and
752 is not achi evabl e because of the | ack of econom c substance.

22 \Wile we have not undertaken an exhaustive anal ysis of
all cases in which the Conm ssioner has invoked the economc
substance doctrine, we have not found any case applying that
doctrine in the manner sought by respondent herein. For exanple,
in Coltec Indus. Inc. v. United States, 454 F.3d 1340 (Fed. G
2006), Boca Investerings Pship. v. United States, 314 F. 3d 625
(D.C. Gr. 2003), and ACM Pship. v. Comm ssioner, 157 F.3d 231
(3d Gr. 1998), affg. in part and revg. in part T.C. Meno. 1997-
115, the tax-notivated transaction and/or the resulting favorable
tax inmpact on the taxpayer were sinply disregarded. |n Del
Commercial Props., Inc. v. Comm ssioner, 251 F.3d 210 (D.C. Grr.
2001), affg. T.C. Meno. 1999-411, and HJ. Heinz Co. v. United
States, 76 Fed. d. 570 (2007), the transaction that, in fact,
did occur was recast for tax purposes by disregarding only the
tax-notivated steps. In Gegory v. Helvering, 293 U S. 465
(1935), and &Goldstein v. Conm ssioner, 364 F.2d 734 (2d G
1966), affg. 44 T.C 284 (1965), the transaction that did occur

(continued. . .)
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collateral favorable tax effect.” Moreover, that transaction
changed M. Wnn's and M. Curtis’s econom c positions, thereby
satisfying both prongs of the econom c substance doctrine. See
supra note 20. Likew se, the transaction changed the econonic
positions of Countryside and its remai ning partners, CLP
Hol dings, Inc., and M. Wl linger, who, through Countryside,
i ncreased their collective percentage ownership in the Manchester
property to 100 percent.

Respondent points to the interest detrinment as his principal
justification for (1) disregarding, for |ack of economc
substance, the transactions culmnating in the |iquidating
distribution and (2) substituting a deened taxable distribution
of cash to M. Wnn and M. Curtis. But, as noted supra, the
ultimate transaction (the distribution to M. Wnn and M. Curtis
of the AIG notes) did acconplish a legitinmte econom c or
busi ness purpose and altered M. Wnn’s and M. Curtis’s econom c
positions, as well as the econom c positions of Countryside and
its remai ni ng nenbers, which gave it econom c substance. The
interest detrinment suffered by Countryside was an added, and very
m nor, cost of the transaction by which M. Wnn's and M.

Curtis’s interests in the partnership were elimnated. ?

(. ..continued)
was acknow edged to have occurred, but the sought-after tax
result was denied as contrary to legislative intent.

24 As noted supra note 14, respondent considers MP's $3.4
mllion borrowing to be “nore abusive” than Countryside’s $8.55
mllion borrowing. Although we find neither borrow ng to be
“abusive”, we surmse that, whereas the $8.55 nillion borrow ng

(continued. . .)
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Mor ever, none of respondent’s argunents that a decision on
the notion is either unwarranted or premature in the absence of
addi tional fact finding are persuasive.

Respondent argues that M. Wnn's continuing guaranties to
CB&T and to Federal Hone Loan Mortgage Corporation, issued in

connection with the CB&T | oans to Countryside and MP,2® and his

24(...continued)
was needed to provide funds for the AIG notes that were to
constitute the nontaxable distribution to M. Wnn and M. Curtis
of their equity in the Manchester property, M s $3.4 million
borrowing, and M. Wnn's and M. Curtis’s assunption of
virtually all of the obligation to repay it by virtue of their
conti nuing ownership (through CLPP) of MP, served only to work a
reduction in the anmount of noney deened distributed to them under
secs. 731(a) and 752(b) on account of the liquidating
distribution. Wthout that borrow ng, and M. Wnn's and M.
Curtis’s subsequent assunption of alnost all of the obligation to
repay it, they would have been deened on account of the
liquidating distribution (and their concomtant relief from
Countryside’s liabilities) to have received distributions of
noney from Countrysi de ($19, 805,893 for M. Wnn and $7, 526, 666
for M. Curtis) in excess of their respective bases in
Countryside ($17,600,747 for M. Wnn and $6, 923,414 for M.
Curtis). See apps. B and C. A gain would thus have been
recogni zed to each under sec. 731(a) (%$2,205,146 for M. Wnn and
$603,530 for M. Curtis). Apparently, in order to avoid that
gain, M. Wnn and M. Curtis arranged with Countryside for a
di stribution of encunbered property (in effect, alnost $3.4
mllion of equally encunbered Al G notes), which reduced the
anmount of noney deened distributed to themunder secs. 731(a) and
752(b). Wiile presumably a step taken for tax avoi dance reasons,
it was part of a transaction that resulted in a change in the
formof M. Wnn's and M. Curtis’s investnments (fromlimted
partners to interest-bearing note holders), which, for the
reasons stated herein, we view as inbued with econom c substance.
Mor eover, from Countryside’'s standpoint, the $3.4 mllion
borrowing, at least in ternms of cashflow, was not at al
“abusi ve” because the accrued interest (and, hence, the entire
interest detrinent) with respect to that borrow ng becane the
indirect obligation of M. Wnn and M. Curtis upon the
liquidating distribution. See apps. B and C.

2 In Cctober 2000, M. Wnn guaranteed Countryside's
repaynent to CB&T of a $3 million standby letter of credit with
(continued. . .)



- 47 -

and M. Curtis’s indirect interest in Stone Ends, acquired before
the closing of Stone Ends’ purchase of the Manchester property, %¢
show that they (and M. Wnn in particular) maintained a
“continuing economc interest” in the Manchester property after
it was purchased by Stone Ends, which distinguishes this case

fromboth Chisholmv. Comm ssioner, 79 F.2d 14 (2d Gr. 1935),

and Hobby v. Comm ssioner, 2 T.C. 980 (1943). Respondent al so

argues that M. Wnn “was apparently confident that the sale of
the [ Manchester] property * * * would occur” (and that,
therefore, Countryside would receive the funds needed to repay
t he CB&T | oans) when he executed the various guaranties of
Countryside’s and MP s debt to CB&T in 2000. Respondent
concludes: *“Further discovery on whether there was an agreenent
regarding the sale of * * * [the Manchester property], before the
date of the purchase agreenent, should be permtted.”

We do not agree that M. Wnn's and M. Curtis’s “continuing
econom c interest” in the Manchester property after the 2001
purchase of the property by Stone Ends in any way conprom ses the

status of Chishol mand Hobby as supporting authorities for

25(...continued)
respect to which Federal Home Loan Mortgage Corp. (FHLMC) was
made the beneficiary. FHLMC required the letter of credit in
connection with CB&T's $8.55 million loan to Countryside in order
to protect its position as party to a credit enhancenent
agreenent with Countryside.

26 |n order to provide Stone Ends with sufficient capital
to consunmate its purchase of the Manchester property from
Countryside, an L.L.C. that was 98 percent owned by M. Wnn and
M. Curtis famly trusts acquired a 24.22-percent nmenbership
interest in Stone Ends on Mar. 28, 2001, in exchange for a
capital contribution of $2,337, 703.
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participating partner’s position. That continuing interest does
not alter the controlling fact that, in 2000, M. Wnn and M.
Curtis disposed of their partnership interests in Countryside in
exchange for nonmarketable securities.? Mreover, the fact that
Stone Ends required an additional infusion of capital in 2001
before it could purchase the Manchester property from Countryside
at the agreed-upon purchase price negates the idea, suggested by
respondent, that there was a “done deal” for the sale of that
property to Stone Ends in 2000, even assum ng that the parties
had reached an i nformal agreenent regarding the terns and

conditions of sale during that year. See Chisholmv.

Commi ssi oner, supra at 15 (agreenment to exercise option “was

legally a nullity” since it did not correspond to the terns of

the option contract requiring paynent, and not nmerely a prom se
to pay, for exercise). Under the circunstances, we do not see

how respondent’ s position could be enhanced by additi onal

di scovery regarding the existence of an informal agreenent for

the sale of the Manchester property in 2000.

21 Respondent also attenpts to distingui sh Hobby v.
Comm ssioner, 2 T.C. 980 (1943), on the basis of our enphasizing
i n Hobby that the taxpayer did not cosign or guarantee the | oans
to his friends that enabled themto purchase his shares, whereas
M. Wnn did guarantee the | oans used to purchase the Al G notes.
| n Hobby, however, the taxpayer received cash for his shares, and
it was inportant to find that that cash cane fromthe purchasers,
not the redeem ng corporation, a finding that woul d have been
conprom sed if, in substance, the taxpayer had financed the

purchase of his own shares; i.e., had, in effect, used his
friends as conduits to deliver his shares to the redeem ng
corporation in exchange for cash. In this case, M. Wnn's

guaranties helped to finance Countryside’'s (and MP' s) acquisition
of nonmar ket abl e securities, his receipt of which does not
trigger taxable gain under sec. 731(a)(1).
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Nor do we agree with respondent that there is a need for
addi tional discovery of M. Wnn, M. Curtis, their associ ates,
and others “regarding the purpose and effect” of the transactions
at issue and the reason for M. Wnn's transfer of a 5-percent
interest in Countryside to M. Curtis. There is no dispute that
t he purpose of the transactions at issue was to enable M. Wnn
and M. Curtis to exchange their limted partnership interests in
Countryside for the AIG notes, and the neans selected to
acconplish that goal were concededly tax notivated. Moreover
M. Wnn's transfer of a 5-percent interest in Countryside to M.
Curtis has no bearing on the tax results to M. Wnn and M.
Curtis on the exchange of their interests in Countryside for the
Al G not es because, as participating partner points out, even if
that transfer had not taken place, their tax bases in Countryside
still would have exceeded their net liability relief under
section 752(a) and (b), resulting in no gain to either under
section 731(a)(1).

In short, respondent, in finding a | ack of economc
subst ance, has erroneously focused on the tax-notivated neans
i nstead of the business-oriented end. The transaction requiring
econom ¢ substance is Countryside’s redenption of M. Wnn's and
M. Curtis’s partnership interests therein. That the redenption
of a partnership interest in exchange for bona fide prom ssory
notes issued by an independent third party can serve a legitinmate
busi ness purpose is beyond cavil. The question is whether such a

redenpti on may be respected for tax purposes if the neans
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undertaken to acconplish it are chosen for their tax advantage.
On the facts before us, we conclude that the answer is yes.

d. Concl usi on

Respondent’ s proposed adj ustnment nmay not be sustained, and
the application of sections 731(a)(1l) and 752 may not be
rejected, on the ground that the liquidating distribution |acked
econom ¢ substance.

C. Mar ketability of the Al G Notes

1. | nt r oducti on

As noted supra, participating partner has submtted two
affidavits in support of his position that the AlG notes were not
“mar ket abl e securities” wthin the nmeaning of section 731(c)(2).
The first is the Nanberg affidavit, in which M. Nanberg, a
regi stered investnent adviser, concludes that the Al G notes “were
not listed or traded on an established financial market and no
such market existed for the * * * Notes on Decenber 26, 2000, or
at any time thereafter.” On that basis, participating partner
argues that the AlG notes do not constitute “marketable
securities” under the general definition of that termin section
731(c)(2)(A). The second affidavit is the Ross affidavit, which
was submtted in response to respondent’s argunent that an issue
of fact exists as to whether the Al G notes constituted nmarketabl e
securities under section 731(c)(2)(B)(ii). That section provides
that the term “marketabl e securities” includes any financi al
instrunment that “pursuant to its terns or any other arrangenent,

is readily convertible into, or exchangeable for, noney or
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mar ket abl e securities”. In his affidavit, M. Ross states that
all of the relevant terns of the transaction in which MP acquired
the AIG notes are contained in the notes thenselves or in related
docunentation (which is attached to the affidavit), and that no
“agreenent, understanding, or arrangenent” existed that woul d
have nodified the ternms of the referenced docunentation.

Respondent “agrees and would stipulate that the [AlG Notes
* * * were not traded on an established securities market.” W
interpret that statenent as respondent’s concession that the AIG
notes did not constitute marketable securities on the ground that
they were “actively traded (within the neaning of section
1092(d)(1)).” See sec. 731(c)(2)(A; sec. 1.1092(d)-1(a), Incone
Tax Regs. Therefore, the issue regarding the marketability of
the AIG notes is whether, pursuant to any term of those notes (or
the rel ated docunentation) or any “arrangenent” between MP and
CB&T, those notes were readily convertible into noney or
mar ket abl e securities, thereby causing the notes to be
“mar ket abl e securities” under section 731(c)(2)(B)(ii).

2. Witten Terns and Conditions of the Al G Notes

During the hearing, respondent’s counsel argued that there
is a factual issue regarding the marketability of the Al G notes
because (1) under paragraph 11(a) and (b) of the “further
provi sions”, the notes are renegoti abl e upon the agreenent of al
hol ders and (2) there is only one holder (MP or, for purposes of
the notion, Countryside), so unani nous agreenent “shouldn’t be

too much of a probleni. Respondent’s counsel was referring
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specifically to paragraph 11(b), which provides that the due date
for paynment of principal or interest may be changed only upon
“the affirmative vote of holders of 100 percent in aggregate
princi pal anmobunt Qutstanding of the Notes”. Under paragraph
11(b), that vote by the holders would nerely enable the parties
(the debtor, the issuer, and the guarantor) to renegotiate
(“rmodi fy, amend or supplenent”) the paynent due date. During the
heari ng, respondent’s counsel acknow edged that, if the nere
right to renegotiate the terns of a note renders it marketable,
all prom ssory notes that did not specifically prohibit
renegotiati on woul d have to be consi dered marketable. Morever,
respondent’ s posthearing nenorandum of | aw does not reiterate his
reliance on paragraph 11(b) as grounds for treating the Al G notes
as mar ket abl e securities. Rather, he stresses the |ikelihood
that AIG would, in fact, acconmpdate any request by participating
partner to nodify or restructure the terns of the AIG notes. On
the basis of his posthearing subm ssions, we interpret
respondent’s position to be that the right to seek to renegotiate
the terns of the AlIG notes does not, in and of itself, render the
Al G not es mar ket abl e under section 731(c)(2)(B)(ii) but, rather,
i ndi cates the presence (or, at |east the possibility, requiring
further factual inquiry) of an “arrangenent” to nodify the notes
in accordance with participating partner’s desires, including the

desire to “readily exchange the AIG* * * notes for cash.”
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3. Exi stence of an Arrangenent To Convert the AIG
Notes to Cash at the Hol der’'s Request

During the hearing, the Court, citing Rule 121(d),
adnoni shed respondent’s counsel that her objection to the notion
was not acconpani ed by affidavits, nor had she noved for
addi ti onal discovery regarding the existence of a prohibited
“arrangenent”. Subsequently, respondent’s counsel attenpted to
obtain an affidavit fromKurt Nelson (M. Nelson), a vice
presi dent at AIG during 2000-2002, who was personally involved in
t he transactions pursuant to which MP purchased the Al G notes and
a rel ated conpany, AMALHC Bostonian Prom see L.L.C. (BP)
purchased $19 nmillion in prom ssory notes fromAIG (the BP-AIG
notes). The affidavit sought by respondent’s counsel was to
state that, if requested by a client, “it would be AIG s
practice” to (1) renegotiate the terns of its notes, “provided it
was in AIGs own economc or client-relationship interest”, and
(2) “provide a bid to * * * [purchase its notes] provided the
purchase did not affect AIG s own cash managenent needs.” M.
Nel son refused to sign the requested affidavit and, instead,
executed an essentially identical affidavit wth the inportant
exception that he would represent only that AIG “woul d consi der”
renegotiating or nodifying the terns of the AIG notes or
providing a bid to repurchase the notes.

As evidence of an “arrangenent” to permt the AIG notes to
be “readily convertible” into cash, respondent cites
correspondence anong representatives and enpl oyees of Al G and

associates of M. Wnn establishing that AIGwas wlling to
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structure the BP-AI G notes in accordance with instructions
received fromthe prospective client’s representative, and that,
after issuance, AIGwas wlling to nodify those notes in
accordance with the purchaser’s w shes, even at a possible
financial | oss.

We do not agree that any of the docunents respondent refers
to constitute evidence of an “arrangenent” that would render the
Al G notes mar ket abl e under section 731(c)(2)(B)(ii).

AlGs willingness to “consider” a nodification or repurchase
of the Al G notes does not constitute evidence of an “arrangenent”
to convert the AIG notes into cash or marketable securities at
MP's request, as it would be no nore than standard busi ness
practice for a bank or financial institution to at |east consider
a custoner’s request to nodify the terns of its notes. Morever,
respondent’s counsel has nade no representations to the Court
that she is able to get M. Nelson or anyone el se on behal f of
AlGto testify that it was AIG s “practice” to renegotiate the
terms of or to repurchase its notes.

Nor did AIGs willingness to structure and, subsequently,
restructure the BP-AI G notes in accordance with the custonmer’s
W shes at a probable overall |oss (on account of transaction
costs) indicate that the parties were not operating at arms
Il ength then or later in connection with the AIG notes. An e-nail
from M. Nelson nmakes clear that that willingness (and, in

particular, the willingness to nodify the note terns) was a
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busi ness decision in that he hoped it would assure the custoner’s
purchase of a second note fromAIG 28

Lastly, respondent suggests that a factual issue as to the
mar ketability of the AIG notes is indicated by AIGs wllingness
to allow the BP-AI G notes (and, therefore, by inplication, the
Al G notes) to secure a collateralized bank line of credit. Here
again, the line of credit and the collateral therefor, including
the pl edge of the BP-AI G notes, were all transactions negoti ated
bet ween parties operating at armis length. There is no evidence
of any prior arrangenent between BP and AIG that the BP-Al G notes
woul d be used to secure the line of credit, and, even if there
had been, we do not agree that such an arrangenent woul d have
justified treating the BP-AI G notes (and, by inplication, the AIG
notes) as marketable securities. It is common to use property,
i ncluding a personal residence, to secure a bank |oan or line of
credit, but that fact does not lead to the conclusion that such
property “is readily convertible into, or exchangeable for, noney
or marketable securities” within the neaning of section
731(c)(2)(B)(ii).

4. Concl usion

Respondent has failed to satisfy the conditions of Rule
121(d) by submtting affidavits or otherw se setting forth facts
to show there is a genuine issue of material fact that woul d cast

doubt upon the status of Al G notes as nonnarket abl e.

28 The e-mail states: “I realize that they could go
el sewhere for the 2nd note, but | think Al G should get sone
points for accommobdating the revisions to the previous note.”
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D. Applicability of Rule 121(e)

On Cctober 31, 2006, we filed respondent’s notion, pursuant
to Rule 121(d), to submt supplenental affidavits. In paragraph
5 of her declaration submtted in support of that notion,
respondent’s counsel states that “because the facts are in
control of Petitioner, Participating Partner and third parties,
Respondent is unable to present additional facts to support its
opposition to * * * [the notion].” 1In the body of that notion,
respondent argues that the foregoing “Paragraph 5 * * * || ke
Paragraph 38 of * * * [a prior declaration submtted by
respondent’ s counsel] sets forth reasons supporting why
Participating Partner’s Motion for Partial Summary Judgnent
shoul d be denied”. |In support of his argunment, respondent cites
Rul e 121(e), which provides as foll ows:

(e) When Affidavits Are Unavailable: If it

appears fromthe affidavits of a party opposing the

nmotion that such party cannot for reasons stated

present by affidavit facts essential to justify such

party’s opposition, then the Court may deny the notion

or may order a continuance to permt affidavits to be

obtained or other steps to be taken or may nmake such

other order as is just. |If it appears fromthe

affidavits of a party opposing the notion that such

party’s only legally avail abl e nethod of contravening

the facts set forth in the supporting affidavits of the

nmoving party i s through cross-exam nation of such

affiants or the testinony of third parties from whom

af fidavits cannot be secured, then such a show ng may

be deened sufficient to establish that the facts set

forth in such supporting affidavits are genuinely

di sput ed.

By order dated April 18, 2007, we denied respondent’s notion
to file supplenental affidavits because of (1) respondent’s

inability (both past and prospective) to obtain the affidavit
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requested of M. Nelson and (2) the fact that counsel’s
declaration did “not contain any relevant facts and is
essentially an untinely presentation of additional argunent in
opposition to Participating Partner’s Mtion for Partial Summary
Judgnent.” W now address respondent’s suggestion, in connection
with that notion, that Rule 121(e) provides grounds for the
deni al of the instant notion.

In her prior declaration, respondent’s counsel alleges the
exi stence of “discoverable facts sufficient to raise or further
support the existence of * * * material issues of fact”. She
argues that “[d]iscovery fromand cross exam nation of” M. Wnn,
his partners and enpl oyees, AIG and Stone Ends are “necessary to
secure conplete informati on regardi ng the purpose and effect of
the transaction * * * the reason for the 5-percent transfer
between Wnn and Curtis * * * [and] whether there was an
agreenent regarding the sale of * * * [the Manchester property]
prior to the date of the purchase agreenent and at the tine of
the transaction in dispute.”

As di scussed supra, (1) participating partner concedes that
the “purpose” of the transactions at issue was tax mnim zation,
a concession that does not result in a denial of the notion; (2)
the 5-percent transfer fromM. Wnn to M. Curtis does not
affect the tax results of the transactions at issue and is,
therefore, not material; and (3) there would be no adverse i npact
upon participating partner’s position were we to find that there

was an informal (unwitten) agreenent, in 2000, regarding the
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terms of the 2001 sale of the Manchester property to Stone Ends.
Moreover, regarding the “effect of the transaction”, we note that
respondent has al ready undertaken extensive discovery, and it is
sheer specul ation on the part of respondent’s counsel that, by
addi tional discovery or (in a Perry Mason nonent) by cross-
exam nation, she will be able to elicit an adm ssion from any of
the potential witnesses that there was a binding “arrangenment” to
allow the holder readily to convert the AIG notes into cash or
mar ket abl e securities. Indeed, both the Ross affidavit and the
fact that the AIG notes were held for 2-1/2 years before
redenption on the fifth interest paynent date, in accordance with
their ternms, clearly indicate that that was not the case. Under
the circunstances, respondent has not persuaded us that he w |
be able to raise, through additional discovery, cross-
exam nation, or otherw se, a genuine issue of material fact
regarding the marketability of the AIG notes. Therefore, we find
no basis for denying the notion or ordering a continuance
pursuant to Rule 121(e).

E. Applicability of the Anti abuse Requl ati ons

1. Section 1.701-2, Incone Tax Regs.

The first of the three requirenents “[i]nplicit in the
i ntent of subchapter K’ is that “[t]he partnership nmust be bona
fide” and the transactions in question “nust be entered into for
a substantial business purpose.” Sec. 1.701-2(a), Inconme Tax
Regs. Respondent does not dispute that Countryside is a bona

fide partnership, and we have found herein that the transactions
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in question were undertaken for a “substantial business purpose”;
i.e., to enable M. Wnn and M. Curtis to wthdraw their
investnments in Countryside by exchanging their limted
partnership interests for the AIG notes. W have al so found that
the transactions in question satisfied the second requirenent;
i.e., that they not violate substance over formprinciples. I|d.
Both in formand in substance, M. Wnn and M. Curtis are deened
to have exchanged interests in a real estate partnership for
prom ssory notes. Therefore, the remaining issue is whether the
transactions in question satisfy the third requirenent; i.e.,
that the tax consequences under subchapter K clearly reflect
incone and, if not, that the departure fromthat standard be
“clearly contenpl ated” by the applicable provisions of subchapter
K (in this case, sections 731(a)(1) and 752). 1d.

Respondent, by attributing gain to M. Wnn and M. Curtis
on the deened receipt of the AIG notes in exchange for their
interests in Countryside, takes the position that their reporting
of no gain on that transaction did not clearly reflect their
i ncone. Under section 1.701-2(b), Inconme Tax Regs., in cases in
which there is not a clear reflection of income, the Comm ssioner
may “recast the transaction for federal tax purposes” if the
partnership has been “forned or availed of in * * * a transaction
a principal purpose of which is to reduce substantially the
present value of the partners’ aggregate federal tax liability in
a manner that is inconsistent with the intent of subchapter K’

Because we find that the transaction (1) was i nbued with econom c
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substance and (2) did, in fact, result in M. Wnn's and M.
Curtis’s recei pt of nonmarketable securities, we find that their
reporting of no gain on the receipt of the AlG notes, pursuant to
section 731(a)(1), clearly reflected their income fromthat
transaction. Therefore, petitioner’s reporting of the
liquidating distribution as a distribution of property other than
nmoney may not be “adjusted or nodified” pursuant to section
1.701-2(b)(5), Incone Tax Regs.?°

2. Section 1.731-2(h), Incone Tax Regs.

Participating partner argues, on the basis of the
illustrative exanples contained in section 1.731-2(h), Incone Tax
Regs., that “the provision should not have any application to a
partnership that owns no marketable securities at all, either
directly or indirectly”. Respondent describes that argunent as
expressing “the untenable position” that section 1.731-2(h),
| ncone Tax Regs., does not apply “to situations where

partnershi ps create purportedly nonmarketable securities to

2 |t may be that the totality of the actions taken by
Countryside, including the formation of CLPP and MP, the sec. 754
el ections by Countryside and CLPP, and the absence of a sec. 754
el ection by MP, present grounds for concluding that there was not
a proper reflection of income thereby invoking the application of
sec. 1.701-2, Incone Tax Regs. (and/or the econom c substance
doctrine), in order to determ ne whether to deny a basis step-up
for Countryside s assets (i.e., the Manchester property) and/or
ei ther disregard CLPP and MP as shamentities or require a basis
step-down for the AIG notes held by MP. See sec. 1.701-2(d),
Exanple (8), Inconme Tax Regs. But the issues concerning
Countryside’s basis in the Manchester property or the holder’s
(or deened holder’s) basis in the AlG notes pursuant to the
i nteracti on anong secs. 734(b), 743(b), and 754 are not germane
to the notion. Therefore, we do not address those issues.
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distribute in lieu of marketable securities, or cash, to avoid
section 731(c).”

We interpret respondent’s statenent as expressing tacit
agreenent with participating partner that if, in fact, the AIG
notes were not marketable securities, as defined in section
731(c)(2), then section 1.731-2(h), Incone Tax Regs., is
i napplicable to Countryside’s deenmed distribution of the AIG
notes to M. Wnn and M. Curtis. Because we have concl uded that
the AIG notes did not constitute marketable securities, we assune
t hat respondent woul d concede that section 1.731-2(h), |Incone Tax
Regs., is inapplicable to the distribution of those notes.

In any event, we agree with participating partner that each
of the three exanples contained in section 1.731-2(h), Incone Tax
Regs., the first of which involves a change in partnership
all ocations or distribution rights wth respect to marketable
securities, the second, a distribution of substantially all of
the partnership assets other than marketable securities, and the
third, a distribution of multiple properties to one or nore
partners at different times, involves circunstances that are not
present in this case. W also note that, in the preanble to the
final regulations under section 731(c), the Comm ssioner, in
response to a taxpayer request that there be “exanples
illustrating abusive transactions intended to be covered by * * *
8§ 1.731-2(h)”, stated that “the text of the regulations
adequat el y describes several situations that would be consi dered

abusive * * * and * * * additional exanples are unnecessary.”
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T.D. 8707, 1997-1 C.B. 128, 130. Thus, the exanples contained in
the regul ation, which are the only portion of the text of the
regul ati on describing “situations that would be considered
abusive”, presumably illustrate the universe of circunstances
consi dered abusive for purposes of section 731(c).*

Countryside’s deened distribution of the AIG notes to M.
Wnn and M. Curtis was not part of an abusive transaction as
described in section 1.731-2(h), Incone Tax Regs.

| V. Concl usi on

We conclude that the liquidating distribution, conceded by
participating partner (for purposes of the notion) to be a
distribution of the AIG notes, constituted a distribution of

nonmar ket abl e securities resulting in nonrecognition of gain to

% 1n arecent article, Gall & Franklin, “Partnership
Di stributions of Marketable Securities”, 117 Tax Notes 687, 710
(Nov. 12, 2007), the authors conclude that neither the exanples
inthe legislative history of sec. 731(c)(7) (which authorizes
regul ati ons “necessary or appropriate to carry out the purposes
of * * * [sec. 731(c)], including regulations to prevent the
avoi dance of such purposes”) nor the exanples in the antiabuse
regul ation itself “involve the extension of the rules of section
731(c) to treat an asset that is not a nmarketable security as a
mar ket abl e security.”
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the recipients, M. Wnn and M. Curtis, pursuant to sections

731(a) (1) and 752. Therefore, we shall grant the notion.?3!

An order granting participating

partner’s notion for partial sunmary

judgnent will be issued.

38 I'f all of respondent’s argunents in this case, docket
No. 22023-05, and the Court of Federal C ains actions instituted
by CLPP and MP were to be sustained, the overall effect would be
to tax the gain realized on the sale of the Manchester property
three tines: First, in 2000, to M. Wnn and M. Curtis on the
liquidating distribution, a second tinme, in 2001, to Countryside
on the sale of the Manchester property, and a third tine, in
2003, on AIG s redenption of the AIG notes from MP. W suspect
that respondent’s position in these actions is intended to
conpletely offset what respondent considers to be participating
partner’s and petitioner’s goal of deferring indefinitely any tax
on that gain and to avoid any possibility of being whipsawed. In
addressing the notion, we decide only that the gain is not
recognized to M. Wnn and M. Curtis in 2000 upon their receipt
of a 99-percent limted partnership interest in CLPP or,
alternatively, upon their deened receipt of the Al G notes.
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APPENDI X A

Columbus Bank & Trust
$8.55M loan (10/00)

Winn
74.2% (1/1/00)
69.2% (6/29/00)

Curtis

19.3% (1/1/00)
24.8% (6/29/00)

CLP Holdings, Inc. (guaranteed by Winn)
1% ] ¢
Countryside LP LP
i S
CUI'tIS (Real Estate Devpt)
5% (to 6/29/00) Mass LP
(formed 9/10/93)
- A
Wollinger |
5% (to 6/29/00)
99% Interest $8.55M (10/30/00)
Y
$86k
—>
V(Yangm%Z?’l’sy Corp. CLP Promisee LLC
10/27/00
1% Int.
Formed 9/18/00
A
99% Interest $8.5M (10/31/00)
Y
$86k
AMW Realty Corp.— > .
o Realty Corp Manchester Promisee LLC
10/27/00 <
1% Int.

Wollinger

4.5% (1/1/00)
5% (6/29/00)

4 privately issued notes

Due 10/31/2010
$3.4M loan (10/00) 2 AIG/MFC notes - $2.6M + 800k as collateral
(guaranteed by Winn) $11.9M

Columbus Bank & Trust

AIG/MFC
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APPENDI X B

Conputation of Wnn's Share of Countryside LP (Countryside) Liabilities
and Wnn's Basis in His Countryside Interest Imediately Before the 12/26/00 Distribution

I. Conputation of Wnn's share of Countryside liabilities and Wnn's basis in his Countryside interest as of 1/1/00
A, As of 1/1/00, Wnn's share of Countryside liabilities was $14,892,855. See (1) bel ow
B. As of 1/1/00, Wnn's basis in his Countryside interest was $12,879,151. See (2) bel ow

Basis at start Contri butions/(distributions) Taxabl e i ncone/ (| oss) I ncrease/ (decrease) in share Basis at end
Year of period of noney during period for period! of liabilities for period of period
1993 -0- $742 (%34, 939) $13, 044, 133 $13, 009, 936
1994 $13, 009, 936 -0- (427, 037) 2,956, 835 15, 539, 734
1995 15, 539, 734 -0- (366, 595) 27,937 15, 201, 076
1996 15, 201, 076 -0- (156, 275) (326, 417) 14,718, 384
1997 14, 718, 384 (122, 509) (234, 813) (70, 092) 14, 290, 970
1998 14, 290, 970 (37, 500) (32, 357) (231, 673) 13, 989, 440
1999 13, 989, 440 (111, 469) (490, 952) (507, 868) 12,879, 151 (2)
Tot al 14, 892, 855 (1)

1 For 1993 through 2000, there was no partnership tax-exenpt inconme and no nondeductibl e partnership expenditures as
described in sec. 705(a)(1)(B) and (2)(B).

Il. Events from1/1/00 until inmediately before the 12/26/00 distribution affecting Wnn's share of Countryside
liabilities and Wnn's basis in his Countryside interest

A. Wnn's share of Countryside liabilities inmediately before the 12/26/00 distribution

$14, 892, 855 Wnn's share of liabilities as of 1/1/00
(1,003, 562) Decrease in share of liabilities attributable to transfer of a 5-percent interest. See (1)
bel ow.
5, 916, 600 Wnn's share of the Countrysi de- CB&T $8,550,000 liability. See (2) bel ow.
2,336,843 Wnn's share of MPs $3,445,506 of liabilities. See (3) bel ow
22,142,736 Wnn's share of Countryside liabilities inmediately before the 12/26/00 distribution

(1) On 6/29/00, Wnn transferred a 5-percent interest in Countryside to Countryside
partner Curtis. This transfer decreased Wnn's percentage Interest
in Countryside from74.2 percent to 69.2 percent. The transfer resulted in a
$1, 003,562 decrease in Wnn's share of Countryside liabilities, computed as Wnn's
$14, 892, 855 share of Countryside liabilities as of Jan. 1, 2000, multiplied by 5/74.2

(2) In Cctober 2000, Countryside borrowed $8, 550,000 from Col unbus Bank & Trust Co. (CB&T).
Wnn's 69.2-percent share of this liability was $5, 916, 600.

(3) In Cctober 2000, Manchester Promisee L.L.C. (MP) borrowed $3,400,000 from CB&T. In addition,
on 12/26/00, MP had accrued $45,506 of unpaid interest expense. Inmmediately before
the 12/26/00 distribution, Countryside owned 99 percent of CLP Promisee L.L.C. (CLPP)
which, in turn, owned 99 percent of MP. Therefore, Countryside's share of MP's
liabilities was $3,376,940. Wnn's share of Countryside's share of this liability
was $2, 336, 843, conputed as $3, 445,506 x 99% x 99% x 69. 2%
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B. Wnn's basis in his interest in Countryside inmedi ately before the 12/26/00 distribution

$12, 879, 151 Wnn's basis as of 1/1/00

7,249, 881 Net increase in Wnn's share of liabilities. See (1) bel ow
(59, 942) Money distributed to Wnn. See (2) bel ow
(131, 500) Wnn's share of Countryside’ s loss. See (3) bel ow
19, 937, 590 Wnn's basis in his Countryside interest inmediately before the 12/26/00 distribution

(1) As calculated inII.A, Wnn's share of Countryside liabilities increased
from $14, 892,855 as of 1/1/00 to $22,142,736 i nmedi ately before the 12/26/00

di stribution, a net increase of $7, 249, 881.

(2) Wnn received a distribution during that period of $59,942 in noney per Schedule K-1.

(3) Wnn's share of taxable incone/(loss) for that period was ($131, 500) per Schedule K-1.

o H + + H o> + el
nmr o TTIULTT TOl i Courm myor utc

o H + HE Y + AL H . P £
urotrroutrurir tu veinr Tt T CTuUcirpgt T urr Ul

£ £ + £
| I I o v Ul

A.  The 12/26/00 distribution to Wnn in redenption of his interest
liabilities as follows:

in Countryside reduced Wnn's share of

liabilities before the 12/26/ 00 redenption

$22, 142, 736 Wnn's total share of
(2,485,974) Wnn's continued liability. See (1) and (2) bel ow
19, 656, 762 Net decrease in Wnn's share of liabilities
(1) Under sec. 1.752-1(f), Incone Tax Regs., only the net decrease in a partner’s share

liabilities is treated as a distribution of noney to the partner.

(2) Countryside distributed a 72.88-percent interest in CLPP to Wnn in redenption of
his interest in Countryside. As a result, Wnn was relieved of his $22,142, 736
share of Countryside liabilities, but Wnn retained a liability representing his
share of CLPP's share of MP s liabilities. Wnn's share of these liabilities was
$2, 485, 974, conputed as $3, 445,506 x 99% x 72.88% Thus, the net decrease in Wnn's

share of liabilities was $19, 656, 762

Because the $19, 656, 762 decrease in liabilities was | ess than Wnn's $19, 937,590 basis in his interest
Countrysi de, Wnn recognized no gain on the distribution in redenption. See (1) bel ow.

(1) Under sec. 731(a), no gain is recognized upon a distribution to a partner except
to the extent that any noney distributed exceeds the adjusted basis of such partner’s

interest in the partnership immediately before the distribution

of

B

in
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APPENDI X C
Conputation of Curtis’'s Share of Countryside LP (Countryside) Liabilities
and Curtis’s Basis in His Countryside Interest Inmediately Before the 12/26/00 Distribution

I. Conputation of Curtis’s share of Countryside liabilities and Curtis’s basis in his Countryside interest as of 1/1/00
A, As of 1/1/00, Curtis's share of Countryside liabilities was $4,402,714. See (1) bel ow
B. As of 1/1/00, Curtis’s basis in his Countryside interest was $3, 798, 080. See (2) bel ow.

Basis at start Contri butions/(distributions) Taxabl e i ncone/ (I oss) I ncrease/ (decrease) in share Basis at end
Vear of period of noney during period for period! of liabilities for period of period
1993 -0- $198 (%9, 325) $3, 546, 894 $3, 537, 767
1994 $3, 537, 767 -0- (113, 954) 869, 828 4,293, 641
1995 4,293, 641 -0- (97, 825) 13, 449 4,209, 265
1996 4,209, 265 -0- (41, 702) (115, 511) 4,052, 052
1997 4, 052, 052 (60, 000) (62, 658) (71, 564) 3, 857, 830
1998 3, 857, 830 (30, 000) (8,634) (30, 695) 3, 788, 501
1999 3, 788, 501 (49, 725) (131, 009) 190, 313 3,798,080 (2)
Tot al 4,402,714 (1)

1 For 1993 through 2000, there was no partnership tax-exenpt incone and no nondeducti bl e partnership expenditures as
described in sec. 705(a)(1)(B) and (2)(B).

Il. Events from1/1/00 until imediately before the 12/26/00 distribution affecting Curtis’s share of Countryside
liabilities and Curtis’s basis in his Countryside interest

A. Curtis’s share of Countryside liabilities imediately before the 12/26/00 distribution

$4, 402, 714 Curtis’'s share of liabilities as of 1/1/00
1, 003, 562 Increase in share of liabilities attributable to transfer of a 5-percent interest. See (1) bel ow
2,120, 400 Curtis’s share of the Countrysi de-CB&T $8,550,000 liability. See (2) bel ow
837,481 Curtis’s share of the MP s $3,445,506 of liabilities. See (3) bel ow
8, 364, 157 Curtis’s share of Countryside liabilities inmediately before the 12/26/00 distribution

(1) On 6/29/00, Curtis acquired a 5-percent interest in Countryside from Countryside
partner Wnn. This transfer increased Curtis’s percentage interest
in Countryside from19.8 percent to 24.8 percent. The transfer resulted in a
$1, 003,562, increase in Curtis’'s share of Countryside liabilities, conputed as Wnn’s
$14, 892, 855 share of Countryside liabilities as of Jan. 1, 2000, multiplied by 5/74.2

(2) In Cctober 2000, Countryside borrowed $8, 550,000 from Col unbus Bank & Trust Co. (CB&T).
Curtis’s 24.8-percent share of this liability was $2, 120, 400.

(3) In Cctober 2000, Manchester Promisee L.L.C. (MP) borrowed $3,400,000 from CB&T. In addition,
on 12/26/00, MP had accrued $45,506 of unpaid interest expense. Inmmediately before
the 12/26/00 distribution, Countryside owned 99 percent of CLP Promisee L.L.C. (CLPP)
which, in turn, owned 99 percent of MP. Therefore, Countryside's share of MP's
liabilities was $3,376,940. Curtis’s share of Countryside’s share of this liability
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was $837, 481, conputed as $3, 445,506 x 99% x 99% x 24.8%
B. Curtis’'s basis in his interest in Countryside i nmediately before the 12/26/00 distribution

$3, 798, 080 Curtis’s basis as of 1/1/00
3,961, 443 Net increase in Curtis’s share of liabilities. See (1) bel ow
(21, 482) Money distributed to Curtis. See (2) bel ow
22,854 Curtis’s share of Countryside's incone. See (3) bel ow
7, 760, 895 Curtis’s basis in his Countryside interest inmediately before the 12/26/00 distribution
(1) As calculated in IlI.A , Curtis’'s share of Countryside liabilities increased

from $4, 402,714 as of 1/1/00 to $8, 364,157 imedi ately before the 12/26/00 distribution,
a net increase of $3,961, 443

(2) Curtis received a distribution during that period of $21,482 in noney per Schedul e K-1.
(3) Curtis's share of taxable incone/(loss) for that period was ($22,854) per Schedul e K-1.

I11. Effect of distribution to Curtis in redenption of his interest in Countryside

A.  The 12/26/00 distribution to Curtis in redenption of his interest in Countryside reduced Curtis’s share of
liabilities as follows:

$8, 364, 157 Curtis’s total share of liabilities, before the 12/26/00 redenption
(890, 967) Curtis’s continued liability. See (1) and (2) bel ow
7,473, 190 Net decrease in Curtis’'s share of liabilities
(1) Under sec. 1.752-1(f), Incone Tax Regs., only the net decrease in a partner’s share

of liabilities is treated as a distribution of noney to the partner.

(2) Countryside distributed a 26.12-percent interest in CLPP to Curtis in redenption of
his interest in Countryside. As a result, Curtis was relieved of his $8, 364, 157 share
of Countryside liabilities, but Curtis retained a liability representing his share of
CLPP's share of MP s liabilities. Curtis’'s share of these liabilities was $890, 967
conputed as $3, 445,506 x 99% x 26.12% Thus, the net decrease in Curtis’s share of
liabilities was $7,473, 190.

B. Because the $7,473,190 decrease in liabilities was less than Curtis’'s $7,760,895 basis in his interest in
Countryside, Curtis recognized no gain on the distribution in redenption. See (1) bel ow

(1) Under sec. 731(a), no gain is recognized upon a distribution to a partner except
to the extent that any noney distributed exceeds the adjusted basis of such partner’s
interest in the partnership imediately before the distribution



