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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

THORNTON, Judge: This is a partnership-1evel proceeding
subject to the unified audit and litigation procedures of
sections 6221 through 6231.°2

In the 1970s, reacting to a global energy crisis, the
Federal Governnment reached out to private industry to help
devel op alternative energy sources, including synthetic fuels.
In response, five major energy conpanies, through their
subsidiaries, formed a partnership, Geat Plains Gasification
Associ ates (the partnership), to devel op, construct, own, and
operate a project to produce natural gas fromcoal (the project).
The partnership financed the project with about one-half billion
dollars of the partners’ equity contributions and a $1.5 billion
| oan (the loan) fromthe Federal Financing Bank (FFB). The | oan
was secured by a nortgage on the partnership’s assets and

guaranteed by the U S. Departnment of Energy (DCOE). The parent

2 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years at
issue. All Rule references are to the Tax Court Rul es of
Practice and Procedure.

The tax matters partner for Great Plains Gasification
Associ ates (the partnership) is ANR Gasification Properties Co.
(ANR). The tax matters partner for the partnership did not file
a petition for readjustnent of partnership itenms. Transco Coal
Gas Co. (Transco), a partner of the partnership other than the
tax matters partner, satisfies the requirenments of sec. 6226(Db)
and (d) and tinely filed the petition on behalf of the
partnership and Transco.
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corporation of one of the partnership’s general partners pledged
certain stock as security for DOE s | oan guarant ee.

The partnership built the coal gasification plant in Mercer
County, North Dakota, near avail able coal reserves. Upon its
conpletion in 1984, the project was the only comrerci al -scal e
operation of its type in the United States.

From an engi neering perspective, the project was successful,
enpl oyi ng i nnovative catal ytic processes to convert | ow grade,
| owvalue lignite coal into high-Btu (British thermal units)
pi peline-quality synthetic natural gas. The plant achieved
average daily production of 125,000 ncf (thousand cubic feet).

It remains in production today.

Econom cal Il y, however, the project was | ess successful. As
construction neared conpl etion, energy prices dropped.
Anticipated initial |osses fromthe project rose. Anticipated
cashflows fell. In 1985, the partnership defaulted on the DOCE-
guaranteed | oan. Pursuant to the guarantee agreenent, DOE paid
off the |oan; by subrogation, the partnership’'s debt shifted from
FFB to DOE. In a June 30, 1986, foreclosure sale, DOE bid $1
billion for the partnership’s nortgaged assets, effectively
reduci ng the partnership’ s outstanding $1.57 billion liability by

$1 billion in exchange for the nortgaged project assets.?

% In Cctober 1988, the U. S. Departnent of Energy (DOE)
rel eased the partnership’s remaining debt when it took possession
(continued. . .)
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The partnershi p unsuccessfully contested the foreclosure
proceedings in litigation which concluded in Novenber 2, 1987,
when the U S. Suprenme Court denied the petition for wit of
certiorari. For Federal income tax purposes, the partnership
reported di sposing of the project assets as of that date.

By four separate notices of final partnership adm nistrative
adj ustnments (FPAA), respondent took alternative “whi psaw’
positions, determ ning that the partnership had engaged in a sale
or exchange of the plant and rel ated assets as of various dates
in 1985, 1986, 1987, and 1988. Respondent determ ned that, as of
these various alternative dates, the partners nmust recapture
previously clainmed i nvestnent and energy tax credits, forfeit
certain deductions and | osses relating to the project, and
recogni ze gain fromdisposition of project assets.

The primary issue for decision is whether for Federal incone
tax purposes the partnership should be treated as di sposi ng of
the project assets before Novenber 2, 1987. W nust al so deci de
whet her the partnership nust take into account the full $1.57
billion debt in the year in which the partnership disposed of the

proj ect assets pursuant to the forecl osure sale.

3(...continued)
of the stock that one partner’s parent conpany had pl edged as
security for the | oan guarantee.
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FI NDI NGS OF FACT

When the petition was filed, the partnership’ s principal
pl ace of business was in Houston, Texas.*

Evol ution of the Great Pl ains Project

In the 1970s, natural gas shortages were w despread. Energy
conpani es began investigating new supply sources. One idea was
to use abundant donestic coal reserves to produce synthetic
natural gas in a process known as coal gasification.

Anmerican Natural Resources Co. (ANRC), operated two natura
gas distribution conpanies and two natural gas pipelines, in
addition to conducting oil and gas exploration. It also owned
rights in extensive coal reserves in North Dakota. ANRC had
studied the possibility of building a coal gasification plant
near these coal reserves. (This project would | ater becone known
as Geat Plains.) By the md-1970s, ANRC was wor ki ng on coal
gasification technol ogi es and di scussing the potential project
wi th Governnent officials.

Qutside the United States, sone coal gasification projects
wer e al ready operational, but existing technol ogies all owed coal
to be converted only into 500 Btu gas. United States pipelines,
by contrast, required 1,000 Btu gas. ANRC, as well as other

donesti c energy conpanies, contenplated a project that woul d be

4 The parties have stipulated that pursuant to sec. 7482(b)
venue lies in the U S. Court of Appeals for the Fifth Crcuit.
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the first of its kind, enploying new, still unproven technol ogies
to convert donmestic coal into pipeline-quality natural gas.

DOE actively supported the project, which appeared to hold
great pronmise as an alternative energy source.®> M. Jack
O Leary, who was then Deputy Secretary of Energy, encouraged
several interstate pipeline conpanies to forma consortiumto
rai se noney for the Geat Plains project. Utimtely, five
interstate pipeline conpanies agreed to forma partnership
(through their subsidiaries) to design, build, and operate the
plant. In addition to ANRC, these conpanies were Transco Energy
Co. (Transco Energy), Tenneco, Inc., Pacific Lighting Co., and
M dCon Cor p.

The Partnership

The partnership, Geat Plains Gasification Associ ates, was
formed in 1978 under North Dakota |law. The five general partners
were whol |y owned subsidiaries of the just-named pipeline
conpani es, with ownership percentages in the partnership as

foll ows:

SUtimately, DCE viewed the project as a “denpnstration
progranf within the nmeaning of sec. 207 of Title Il of the
Departnent of Energy Act of 1978--C vilian Applications, Pub. L
95-238, 92 Stat. 61, to produce alternative fuels fromcoal and
ot her donestic resources and to provide technical and
envi ronment al know edge to assess the long-termviability of
synthetic fuel production in the United States.



Owner ship

Part ner Per cent age
Tenneco SNG Inc. (Tenneco) 30
ANR Gasification Properties Co. (ANR) 25
Transco Coal Gas Co. (Transco) 20
MCN Coal Gasification Co. (M dCon) 15
Pacific Synthetic Fuel Co. (Pacific) 10

The partners executed an Anended and Restated General
Partnershi p Agreenment as of June 1, 1981 (partnership agreenent),
in which the partnership assuned responsibility for the G eat
Plains project. Pursuant to the partnership agreenent, the
partnershi p’s managenent conmttee, conposed of one
representative of each partner, had exclusive authority and ful
di scretion to manage the partnership’s business. No partner had
authority to act for, or assunme any obligation or responsibility
on behalf of, the partnership w thout the managenent commttee’s
prior approval. The managenent conm ttee was authorized to act
ei ther upon the approval, vote, or “consent” of partners hol di ng
at | east 65 percent of the total votes, which were all ocated
according to partners’ ownership percentages. The partnership
agreenent provided that it was governed by North Dakota | aw.

Pursuant to the partnership agreenent, the partnership was
not permtted to acquire assets or incur liabilities until the
date when it acquired various preexisting project assets from
i ndi vidual partners. After this date, the plant site and al
property acquired by the partnership to construct, operate, and

mai ntain the plant were to be the property of the partnership.
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Each partner was obligated to nake cash contri buti ons upon

notice fromthe nmanagenent commttee, as necessary to purchase

the preexisting project assets fromother partners, to pay

project costs, and to pay costs incurred by the partnership. The

partners were prohibited from maki ng voluntary contributions to

t he partnership.

Fundi ng for the Project

The partnership funded the Great Plains project fromtwo
sources: (1) About $550 million of equity contributions fromthe
partners; and (2) a loan of about $1.5 billion provided under a
credit agreenent with FFB (the credit agreenent) and guarant eed
by DOE

Partners’ Equity Contri butions

The partners were required to contribute to the partnership
$1 of equity for every $3 borrowed under the credit agreenent.?®
Upon the occurrence of various specified events, the partners
could termnate their participation in the project after giving
the DOE Secretary at |east 14 days’ advance notice and a chance

to discuss the matter with the partners’ representatives.’” After

6 Pursuant to an equity fundi ng agreenent, each partner’s
parent agreed to provide funds to its respective subsidiary as
necessary for the partner to nake the required equity
contri butions.

" In general, partners were entitled to term nate
participation in the project at any tine prior to the in-service
date if projected gross revenues fromthe project fell bel ow

(continued. . .)
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termnating their participation pursuant to these provisions, the
partners woul d have no obligation to continue nmaking equity
contri butions.

The partners’ equity contributions to the partnership
ultimately total ed about $550 mllion.

The Credit Agreenent

Pursuant to the credit agreenent dated January 29, 1982, FFB
conmitted to lend the partnership up to $2.02 billion for the
design, construction, and startup of the project. The credit
agreenent provided that if the partnership defaulted on the
paynment of principal or interest, FFB should demand paynent of
the partnership and provide notice of the default to DOE. If the
partnership or DOE failed to cure the default within 5 days, FFB
could termnate the credit agreenent and declare the entire
out st andi ng debt due and demand paynent by DOE pursuant to DCE s
| oan guarantee (discussed below). Pursuant to the credit
agreenent, FFB agreed that “any recovery on a cl ai magai nst

Borrower [the partnership] or any Partner which may arise under

(...continued)
certain levels; if estimted costs exceeded certain levels; if
the estimated in-service date slipped past June 1, 1986; if there
were no | onger “reasonabl e assurance” that the project would
generate sufficient cash to permt the partnership to service its
debts and repay the partners’ equity contributions; or if DOE
gave the partnership notice that DOE had determ ned that there
was no | onger reasonabl e assurance that the partnership would be
able to tinely pay principal and interest on the guaranteed
i ndebt edness.
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this Agreenent * * * shall be |limted to the assets of the
Borrower and such Partner’s interests in such assets”.

Loan Guar ant ee Agr eenent

Pursuant to a | oan guarantee agreenent, also dated January
29, 1982, DCE agreed to guarantee the entire anmount of principal
and interest on the debt incurred by the partnership under the
credit agreenent.® DOE s guarantee was based on its
determ nation that the guarantee was necessary to encourage the
partners’ financial participation in the project.

Pursuant to the |oan guarantee agreenent, FFB was to make no
di sbursenents to the partnership until DCE reviewed and
aut hori zed the proposed di sbursenents. DOE retained the right,
under specified circunstances, to term nate the Governnent’s
participation in guaranteeing additional disbursenents for the
project. Pursuant to the |oan guarantee agreenent, if the
partnership failed to pay FFB principal or interest on the
i ndebt edness when due, the Secretary was authorized to cause the
princi pal anmount of all the guaranteed indebtedness, with accrued
interest, to becone due and payable fromthe partnership. |If the
partnership failed to cure the default, the Secretary, upon

paynment of the indebtedness to FFB, was authorized to take action

8 DOE was granted authority to guarantee the partnership’s
debt pursuant to the Federal Nonnucl ear Energy Research and
Devel opnent Act of 1974, Pub. L. 93-577, 88 Stat. 1878, as
anmended by the Departnent of Energy Act of 1978, Pub. L. 95-238,
92 Stat. 47.
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to enforce the partnership s obligations under the guarantee
agr eenent .

Pursuant to the |oan guarantee agreenent, DOE agreed that
its recovery on any claimagainst the partnership or any partner
woul d generally be limted to the partnership’s assets and to the
partners’ interests in those assets. The partnership agreed, “To
the full extent permitted by applicable law,” to waive the
benefit of any redenption | aw that m ght otherw se have been
applicable to any right under this agreenent. The | oan guarantee
agreenent states that it “shall be governed by and construed and
interpreted in accordance with the federal |laws of the United
States. It is the intent of the United States to preenpt any
state law conflicting with the provisions of this Agreenment”.

Pursuant to the | oan guarantee agreenent, the partnership
was prohibited fromengaging i n any busi ness other than the
project. Al proceeds fromthe guaranteed debt were required to
be pronmptly applied to fund costs that were necessary,
reasonabl e, and directly related to the design, construction, and
startup of the project facilities.

| ndenture of Mortgage

The credit agreenent and the | oan guarantee agreenent were
secured by an Indenture of Mdrtgage and Security Agreenent dated
January 15, 1982, between the partnership, as debtor and

nortgagor, and Citibank, N A (trustee), as trustee and
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nortgagee, acting in a fiduciary capacity for the benefit of the
United States and FFB. Property subject to the nortgage included
real estate owned by the partnership; plants, facilities, and
bui | di ngs owned by the partnership or |eased by the partnership;
the partnership’s rights to and under certain contracts

(1 ncludi ng gas purchase agreenents, the project adm nistration
agreenent, and the coal purchase agreenent, all of which are

di scussed infra); and all other real or personal property “now
owned or hereafter acquired by Borrower”.

Pursuant to the nortgage, an “event of default” woul d
include termnation in the project by any two or nore partners
and the partnership’s failure to make tinmely principal or
interest paynents. In the event of a default, the trustee was
entitled to take possession of the nortgaged property w thout
| egal process, operate the nortgaged property, receive all incone
fromthe operation, pay all expenses, and proceed to sell the
nort gaged property in foreclosure proceedings. The United States
was aut horized to bid on and purchase the nortgaged property.
Sal e proceeds were to be applied first to paying any interest and
princi pal then due on the note and then to repaying all anmounts
paid by the United States pursuant to the guarantee. The
nort gage provided that the partnership agreed, “To the ful
extent it my legally do so”, to waive “any and all rights of

redenption from sal e under order or decree of foreclosure of this
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Mortgage”. The nortgage stated that it “shall be governed by and
construed and interpreted in accordance with” Federal |aw.

Pl edge of ANG St ock

ANRC s whol | y owned subsi diary, ANG Coal Gasification Co.
(ANG, was fornmed in the early stages of the project to design
and manage construction of the project and to operate the project
after its conpletion. ANG held certain contractual and ot her
rights and permts relating to the project. As a precondition
for the | oan guarantee agreenent, DOE required ANRC to pledge its
ANG stock as additional security for the partnership’s
obligations under the | oan guarantee agreenent. Pursuant to the
ANG st ock pl edge agreenent, dated January 29, 1982, if the
partnership defaulted on its debt, the DOE secretary was
authorized to take possession of the ANG stock certificates and
sell the ANG stock to such persons, including hinself, as he
deened expedi ent, applying the sale proceeds against the
partnership’ s debt.

ANG Operates the Pl ant

Under the project adm nistration agreenent, dated January
29, 1982, the partnership appointed ANG as the partnership’s
agent to adm nister the project’s construction, startup, and
operation. As project adm nistrator, ANG was responsible for the
desi gn, construction, and operation of the gasification plant and

coal mne on behalf of the partnership. Pursuant to an agreenent
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bet ween ANG and DCE, dated January 29, 1982 (the project
adm ni stration agreenent), if the partnership defaulted on its
obl i gati ons under the |oan docunments, ANG woul d, at the DCE
Secretary’s option, continue to act as admnistrator of the G eat
Pl ai ns project.

In connection with the project adm nistration agreenent, ANG
and the partnership entered into a coal purchase agreenent to
provide a source of lignite coal for the project. The agreenent
was based upon coal rights previously obtained by ANG to buy and
receive froma third party sufficient coal to satisfy the
project’s requirenments. ANG agreed to deliver for the
partnership’s account sufficient coal to support the plant’s
oper ati on.

ANG served as the project’s sole operator until Cctober
1988. After production commenced at Geat Plains in 1984, ANG
had 800 to 1,200 full-time workers on site at the project.

Part nership Enters Gas Purchase Agreenents Wth Pipeline
Affiliates

On January 29, 1982, the partnership entered into 25-year
gas purchase agreenents with pipeline conpanies affiliated with
four of the partners (the pipeline affiliates). The gas purchase
agreenents provided that, after the project’s in-service date,
the partnership was obligated to tender to the pipeline
affiliates all synthetic natural gas produced by the project, and

the pipeline affiliates were collectively obligated to purchase
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all this gas at specified prices or else to pay for gas tendered
but not taken.?®

Plant Is Built and Beqgi ns Operation

Construction of the project began in 1981. The project was
pl aced in service for tax purposes in 1984. On July 28, 1984,
the plant delivered its first synthetic natural gas to the
i nterconnecting gas pipeline. Since then, the plant has
continuously produced and delivered synthetic natural gas.

Initial Eligibility for I nvestnent and Enerqy Tax Credits

A substantial part of the project’s assets constituted new
section 38 property, qualifying for general business credits
(sonetines referred to as investnent credits). In addition, a
substantial part of the project’s assets constituted alternative
energy property within the neaning of section 48(1)(3) and
constituted energy property eligible for the energy percentage
under section 46(b)(2)(A). The partners and DOE relied on the

availability of the investnent and energy tax credits as a key

® These contracts obligated the pipeline affiliates to a
paynment rate substantially above the nmarket price for the gas
produced; the price was to be reduced in periodic increnents over
a 25-year period. Econom c analyses indicated to the partnership
that the gas purchase agreenments would result in an assured
mar ket for the synthetic natural gas produced during the
project’s life and that revenues woul d be adequate to service the
debt and al so contribute toward the return of invested equity.

By separate agreenment, in the event a default by the partnership
led to the termnation of the gas purchase agreenents, those
agreenents could be reinstated between the pipeline affiliates
and DOE on the sane terns.
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consideration in structuring the financial ternms of the project
and in deciding to pursue the project.

In 1982, the partnership requested an IRS ruling that the
partnership’s DOE-guaranteed | oan from FFB woul d not be
consi dered “subsidi zed energy financing” under section
48(1)(11) (O . In a private letter ruling dated May 8, 1984, the
| RS rul ed that, because the partnership was required to obtain
financing through FFB as a condition to obtaining a | oan
guarantee fromthe DOE, the funds that the partnership borrowed
fromFFB did not constitute subsidized energy financing under
section 48(1)(11)(C .1

Fi nancial Difficulties Wth the Project

In the m d-1980s, as construction of the Geat Plains
proj ect neared conpletion, energy prices declined unexpectedly
and precipitously. As a result, projected initial short-term
| osses fromthe project spiked; there was no | onger reasonabl e
assurance that the project would generate sufficient cash for the

partnership to repay its debt to FFB on tine. Nevertheless, the

10 1'n response to a subsequent ruling request by the
partnership, the IRS ruled in a private letter ruling dated July
25, 1984 (supplenented by letter rulings dated Feb. 12 and Mar.
11, 1985), that the partnership net the requirenents for the
credit for fuel production from nonconventional sources under
sec. 29 (fornmerly sec. 44D). Because energy tax credits offset
the sec. 29 credits in full, however, the partnership and its
partners realized no tax benefit fromthe sec. 29 tax credits.
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project remained an inportant part of the partners’ business
pl ans.

On March 25, 1983, the partnership advised DCE t hat changi ng
econom ¢ conditions required changes in the project’s financial
structure. The sane day, each partner notified DOE that it
believed that conditions existed that would permt it to vote to
termnate participation in the project pursuant to the partners
consent and agreenent, but that it did not presently intend to
exercise this right.

Debt Restructuring Negotiations

In 1983, the partnership’ s representatives began neeting
with officials of DOE and the Synthetic Fuels Corp. (SFC) to
negoti ate additional financial assistance for the project. On
Septenber 13, 1983, the partnership applied to SFC for interim
price supports for the synthetic natural gas to be produced by
the project. The partnership advised SFC that interimprice
supports woul d nmake possi ble the plant’s conpletion and
operation. Plant construction was then 72 percent conplete and
on schedule. Approximately $1.2 billion had been invested in the
project: $383 million represented the partners’ equity capital;

t he bal ance was FFB debt guaranteed by DCE

Negoti ati ons between the partnership and SFC over price

supports dragged on until July 1985. In the neantinme, DOE--which

was nonitoring the SFC negoti ations--began contingency plans with
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respect to the | oan guarantee arrangenent. DOCE was especially
concerned about how the project would be funded if the partners
termnated participation. DCE |acked appropriated funds to
conplete the project on its own. In October 1983, DOE Assi stant
Secretary Jan Mares gave congressional testinony in which he
expressed DOE' s support for the price-support negotiations

bet ween the partnership and SFC as part of a |loan restructuring
to ensure the partners’ continued participation in the project.

Di scussi ons Concerning Term nating Participation in the Project

On the heels of this congressional testinony, SFCissued a
statenent deferring any decision on price support assistance for
the project, citing concerns that additional |egislation mght be
required for that purpose. The partners then advised DCE that,
because the partnership | acked assurance that SFC woul d negoti ate
expeditiously for price guarantees, the partnership felt
conpelled to initiate procedures under the | oan guarantee
agreenent to termnate the partners’ participation in the
proj ect.

Consequent |y, on Novenber 18, 1983, the partnership notified
DCE t hat the managenent conm ttee was considering a determ nation
by the partners to termnate participation in the project. Each
partner provided witten notice to DOE, pursuant to the |oan
docunents, that it believed conditions existed permtting the

partner to vote to termnate participation in the project because



- 19 -
the project, as it was then structured, would generate
insufficient cash to neet the partnership s obligations under the
credit agreenent and to enable the partners to recoup their
equity contributions. Upon receiving these notices, DCE publicly
expressed optimsmthat the project would represent a “val uabl e
national asset for the long-termenergy security of this
country”. DCE al so expressed willingness to continue disbursing
guaranteed funds so |l ong as the partners continued financing
their portion of the project.

Partners and SFC Sign Letter of |ntent

On April 26, 1984, SFC and the partnership reached a
tentative agreenent, nenorialized by a letter of intent. SFC
proposed to provide the partnership up to $790 mllion of
financi al assistance under a price guarantee agreenent. In
return, pursuant to a profit-sharing arrangenent, the partnership
woul d eventually pay SFC $1.58 billion out of the project’s
operating profits, after first paying the entire anmount of the
DCE- guaranteed debt. In addition, under the tentative agreenent,
the partners would reinvest in the project the dollar equival ent
of all tax benefits and profits obtained by the partnership for
the next 3-1/2 years; this provision wiuld have anounted to an

additional equity contribution by the partners of about $690
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mllion.* The parties agreed to recommend that SFC s board and
t he partnershi p’s managenent commttee approve this tentative
price guarantee agreenent.

In July 1984, while negotiations continued between the
partners and SFC, the gasification plant began producing
synt hetic natural gas.

In January 1985, the partnership received from SFC a draft
price agreenent; a draft |oan agreenment was expected soon
thereafter. To enable the partnership to neet its obligations
under the | oan guarantee obligation, the managenment committee
called, at nonthly intervals, for additional equity contributions
of $4 mllion in February 1985, of $6 million in March 1985, of
$3 mllion in April 1985, and of $1 million in May and June 1985.
These additional equity contributions were based on the partners’
expectation that support for the project wuld be forthcom ng and
their belief that the arrangenent woul d be supported by DOCE

Bol stering that belief, in April 1985 DOCE Assi st ant
Secretary Mares appeared before SFC s board of directors on
behal f of newy nanmed DOE Secretary John Herrington. M. Mares

endorsed t he understandi ngs reached by SFC and the partnership.

1A Conptroller General’s report to Congress on the status
of the Great Plains project as of Dec. 31, 1984, noted that over
the project’s life, the partners would realize a | ower rate of
return on their equity investnments even with the $790 nillion
price support arrangenent because of the partners’ additional
equity contributions, accelerated debt repaynent, and the profit-
sharing arrangenent.
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He urged the SFC board to nove quickly to conclude the price
assi stance agreenent with the partnership. Simlarly, in a My
21, 1985, letter to SFC, DOE Secretary Herrington al so supported
an SFC assi stance agreenent; he urged that any support agreenent
shoul d ensure the | ong-termoperation of the plant. By letter
dated May 22, 1985, SFC Chairman Edward Nobl e responded that to
ensure the long-termoperation of the plant, DCE should
restructure the debt repaynment schedule. M. Noble requested
further response from DOE before conmtting to final negotiations
wi th the partnership.

Al so on May 22, 1985, DCE Assistant Secretary Mares gave
congressional testinony, describing the need for the price
guar ant ee assi stance agreenent. He testified that DOCE believed
that, if SFC provided the intended financial assistance for the
project, the sponsors would be able to continue operating the
proj ect beyond the year 2000. He testified that, in the event of
forecl osure on the project assets, the partnership would be
entitled by North Dakota law to a 1-year redenption period and
woul d be entitled to possession of the property and to its rents
and profits during that tine. He testified that under North
Dakota | aw, al though the partnership may have voluntarily waived
those rights in the | oan docunents, contracts in restraint of the

right of redenption are void and unenforceabl e.



The Standstill Agreenent

As of June 24, 1985, the partnership’ s outstandi ng bal ance
on its FFB | oans was approximately $1.446 billion. An interest
paynent of over $70 million and a principal paynment of $328.5
mllion were payable to FFB on July 1, 1985. A guarantee fee of
$7.684 mllion was al so payable to DOE on July 31, 1985.

To finalize the price support agreenent, SFC required
approval fromthe Treasury Departnent, the Ofice of Managenent
and Budget, and DOE. Because SFC needed tine to obtain these
approval s, and the partners were approaching a date when they
woul d have to make substantial paynents under the | oan docunents,
the parties negotiated a “standstill agreenment”. Under the
standstill agreenent, dated June 24, 1985, the partnership’ s due
date for interest, principal, and the guarantee fee paynents was
ext ended to August 1, 1985.12

The standstill agreenent also required the partners to
wi t hdraw t heir Novenber 18, 1983, notices of consideration of
term nation of participation and to continue diligently to
conpl ete construction of the project, making tinely equity

investnments into the partnership. Addressing the possibility

12 Under the standstill agreement, the parties agreed that
the in-service date would occur at the close of business on Aug.
1, 1985. The determ nation of the in-service date was of key
i nportance to the Governnment, because the pipelines’ obligation
to take or pay for all gas produced fromthe plant becane fixed
upon the in-service date.
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that the partners could still termnate participation under the
partners consent and agreenent, the standstill agreenent provided
that the partners could furnish notice of term nation of
participation prior to noon on August 1, 1985, in which event
term nation woul d be effective as of that date. A notice of
term nation pursuant to this provision would relieve the partners
of the obligation to make further equity contributions to the
part nershi p.

Part nership and SFC Reach Price Support Agreenment

On July 16, 1985, the partnership reached a final agreenent
with SFC for a $720 mllion price guarantee.® The agreenent
required the DOE Secretary’s approval. It was not forthcom ng.

DOE' s Rejection of Price Support Agreenent

Not wi t hst andi ng DOE's prior public support for the G eat
Plains project and a price guarantee agreenent, DOE rejected the
final agreenent between SFC and the partnership in a 2-page

letter, dated July 30, 1985, and signed by DOE Secretary

13 Pursuant to this price guarantee assi stance agreenent, on
Aug. 1, 1985, the partnership would “default” on the paynents due
FFB under the standstill agreenent, and DOE woul d use an existing
$673 mllion reserve to “cure” that default on behalf of the
partnership; repaynent of the remaining FFB i ndebt edness woul d be
reschedul ed so that no significant burden for mandatory princi pal
paynments woul d be incurred earlier than 1996; price guarantees
woul d be avail able. Under this agreenent, 80 percent of the
cashfl ow woul d be used to repay the DCE-guaranteed debt, and
after that debt was repaid, SFC would be paid. Partners were to
make an additional equity investrment of $190 million in the
proj ect .
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Herrington. Acknow edging that this action was not the fault of
the project sponsors or SFC, this letter stated sunmarily that
t he package “would not be in the best interests of the Nation as
a whol e” and that DOE woul d not support the agreenent “as
currently constituted”.

Partners Term nate Participation in the Project

On August 1, 1985, the partners |learned of DOE's rejection
of the financial assistance arrangenent. The partners were
surprised and di sappointed; they felt that DOE had doubl ecrossed
them by | eading themon in negotiations before summarily
rejecting the agreenent on the very day that the project was
decl ared in-service. The partners inmmediately exercised their
contractual rights under the partners consent and agreenent to
decline to make further capital contributions to the partnership
t hat otherw se woul d have been required under the standstill
agreenent and the | oan guarantee agreenent. The witten notices
to termnate participation, dated August 1, 1985, were based on
the determ nation of the partnership’s managenent conmttee that,
after Secretary Herrington’s action, there was no | onger
reasonabl e assurance that the project would generate sufficient
cash to permt the partnership to nake tinely principal and
i nterest paynents on its outstanding debt and to nmake
di stributions over a 10-year period followi ng the in-service date

that were at least equal to the contributed equity. As
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previously indicated, these were the contractual prem ses for
term nation of participation.

Al though the partners termnated participation in the
project, the partnership continued its | egal existence. No
partner withdrew fromthe partnership. The partnership’s
ltabilities were unaffected. It was understood, however, that
the partners’ termnation of participation would | ead to an event
of default by the partnership under the | oan guarantee agreenent,
allowing DOE to assune control over the project.

The Partnership Defaults on the FFB Loan

After the partners declined to contribute further equity to
the partnership with respect to the DOE-guaranteed financing, the
partnership was unable to nmake the deferred principal, interest,
and guarantee fee paynents due on August 1, 1985, under the
standstill agreement. The partnership’s failure to nake these
paynments constituted an event of default under the | oan guarantee
agreenent and the nortgage.

I n August and Sept enber 1985, pursuant to the |oan
guar ant ee agreenent, DCE nade paynents to FFB totaling
approximately $1.57 billion. This sumrepresented the entire
anmount of principal and interest that the partnership owed FFB
under the credit agreenent and that correspondi ngly becanme due
from DOE under the | oan guarantee agreenent. Upon paying these

anounts due under the | oan guarantee obligations, DCE becane
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subrogated to FFB's clains. By letter dated October 9, 1985, DCE
made witten demand upon the partnership for paynent of al
guar ant eed i ndebt edness, together with accrued interest from

Sept enber 30, 1985.

DOE Takes Control of the Project

After the partnership’'s default, DOE assuned control of the
Great Plains project. Legal title to the project and its assets,
however, remained with the partnership. |In public statenents,
DCE acknow edged that it was not the | egal owner of the G eat
Pl ains project and that it would not acquire | egal ownership of
the facility until there was a foreclosure sale.

By letter dated August 1, 1985, DOCE invoked its option to
cause ANG as project admnistrator, to continue operating the
project in substantially the sane nmanner as had been done for the
partnership. DCE advised the pipeline affiliates that it was
substituting the Secretary of Energy for the partnership as the
seller in the gas purchase agreenents.

By letter to DCE dated August 2, 1985, the partnership
acknow edged receiving a copy of DOE's prior-day letter to ANG
The partnership advised DCE that, in order to permt the project
adm nistrator to carry out its duties as instructed by DOE, the
partnership woul d exercise no responsibility or control over the
project as of August 1, 1985. Also on August 2, 1985, the

partnership advi sed vendors and suppliers working for the project
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that control over the Geat Plains project had reverted to DOCE
and that ANG was now acting solely at the direction and under the
control of DCE. The partnership advised the vendors and
suppliers that DOE had halted all capital inprovenents at the
project and was unwilling to fund such expenses; accordingly, the
partnership instructed the vendors and suppliers to cease
provi ding services, materials, or |abor, or otherwi se incurring
expenses for capital projects until further notice from DOE

On or about August 13, 1985, DCE stated publicly that it
woul d allow the Great Plains project to continue operating
tenporarily while DOE and officials for the State of North Dakota
di scussed ways to neet DOE s conditions for |ong-term plant
operation. Shortly thereafter, ANG and the United States reached
a revised project admnistration agreenent. Under this
agreenent, ANG was formally reappointed project adm nistrator,
with conplete authority, subject to the DOE Secretary’s
directions, to do all things necessary for the operation and
mai nt enance of the Great Plains gasification plant and rel ated
facilities. Under this agreenent, ANG was to be paid a
performance fee of approximately $3 mllion per year.

Accordi ngly, ANG enpl oyees (nunbering at |east 800)
continued to operate the project as they had before the partners
termnated their participation. Liaison between DOE and the

proj ect adm ni strator was conducted through desi gnated enpl oyees
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of the project admnistrator and DOE' s regional office in
Chicago, Illinois. DCE was not, however, directly involved in
the plant’s day-to-day operations.

The Partnership’'s Continued Activity

After DOE assuned control of the project, there were
continui ng di sputes between the partnership and DOE, i ncluding
di sputes over the partnership’s and the partners’ liability for
proj ect expenses incurred under the standstill agreenent.!* In
Sept enber and Cct ober 1985, ANG and DCE requested the
partnership’'s permssion to sell certain “excess” project assets,
i ncluding parcels of real property, portable living quarters, and
sone itens of equipnent. The partnership declined to approve the
sale. 1’

Al though the partnership did not direct or control the G eat

Pl ai ns project after DOE assunmed of control of it on August 1,

14 After several nonths of negotiations, the parties agreed
that the partnership owed DOE $13.4 million. In July 1987, the
managenent conmttee nmet to approve this agreenent and to cal
for further equity contributions of $12.5 mllion fromthe
partners to the partnership. The partnership also nade an
additional cash call to satisfy a settlenent wwth the State of
North Dakota for sales and use tax liabilities.

% 1n an Cct. 14, 1985, letter to the project adm nistrator,
C. W Rackl ey, chairman of the partnership’s managenent
commttee, advised that authority to approve the sale no |onger
rested with the Managenent Comm ttee and suggested that the
request be directed to DOE. In a Nov. 1, 1985, letter to DCE
M. Rackley indicated that in view of the pending foreclosure
action, the partnership had been advised that it would not be
appropriate for the managenent commttee to approve the sale.
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1985, representatives of the partners and the partnership
continued to nmeet on matters concerning the partnership and the
project. There were nunmerous neetings of the partnership’s
managenent, tax, and finance conmttees. ANG continued to
mai ntai n i nsurance on the project, paying the insurance prem uns
out of project revenues. The partnership continued to be naned
as the insured party on these insurance policies.

The Project’s I nproving Financial Situation

During August 1985, DCE advanced approxi mately $1,597,000 to
cover project expenses. The advance was repaid to DCE in
Decenber 1985 out of project revenues. After August 1985, DOE
provi ded no other funds for the project.

For the 6 nmonths follow ng August 1, 1985, cunul ative
revenues fromthe Geat Plains project exceeded cumul ative
expenses. The project continued to operate with a positive
cashflow in 1985, 1986, and 1987, accunulating a surplus of nore
than $130 mllion. For the 11 nonths ended June 30, 1986, the
proj ect generated positive cashflow of about $57 million. For
the year ended June 30, 1987, the project generated positive
cashfl ow of about $16 million. ANG continued to use project
revenues to operate the gasification plant, with excess revenues’

bei ng segregated in separate accounts.
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The Partners’ Ongoing Efforts To Reopen Negotiati ons Wth DOE

On August 23, 1985, Transco Energy’'s CEOQ, M. Jack Bowen,
met with DOE Deputy Secretary Boggs to di scuss a possi bl e workout
of the partnership’s debt. This neeting occurred even as the
partners were enbarking on a public relations canpaign directed
at North Dakota citizens, |obbyists, the Wite House, and nenbers
of Congress, to bring DOE back to the negotiating table.

As discussed in greater detail infra, on August 29, 1985,
DOE initiated court proceedings to foreclose on the project
assets. The next day, Transco Energy submtted to DCE a
“di scussion draft” outlining key elenents for the partnership’ s
continued participation in the project. This discussion draft
contenplated that the partnership would retain title to the plant
and proposed meking interest on the DCE-guaranteed debt
contingent on project cashflow. The discussion draft included no
provision for additional capital contributions by the partners.

Bet ween August and Novenber 1985, M. Bowen had nore
nmeeti ngs and tel ephone conversations with various high-1level DCE
officials regarding a possible workout. The other partners were
kept informed of these discussions. M. Bowen offered to have
all the partners neet directly with DOE, but DCE indicated a
preference to work through only one contact until a proposal was
sufficiently developed to require input fromall the partners.

DOE agreed to prepare a proposal for the partners’ consideration.
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Each partner was represented at a Decenber 6, 1985, neeting
bet ween the partnership managenent conmttee and DOE
representatives. At this neeting, the partners discussed
restructuring the $1.57 billion outstanding debt into a
contingent-interest debt, simlar to what had been envisioned in
the price support agreenent that the partnership had reached with
SFC in July 1985.16

In a Decenber 19, 1985, tel ephone call with Transco Energy
representatives, DOE Ceneral Counsel Mke Farrell indicated that
the “discussion draft” Transco Energy had subm tted on August 30,
1985, was a “non-offer”. In particular, DOE was unwilling to
allow the partners to retain title to the plant, retain all tax
benefits fromthe project, and yet have the right to term nate
participation. Advised that title to the plant and the resulting
tax benefits were the partners’ only source of cash in the event
of a revenue shortfall, M. Farrell indicated that there was
probably sonme “w ggle roonf on the tax benefits issue.

On January 29, 1986, ANRC submitted to DOE an outline of a

restructuring proposal.! The proposal would have allowed the

® Presumably, interest continued to accrue on the debt.
The parties, however, have ignored interest accruals in referring
to the $1.57 billion debt. For sinplicity, we do the sane.

7 Under the proposal, the partnership would retain
ownership of the plant and continue to be responsible for its
operation, DCE would withdraw its forecl osure action, and the
partnership’ s debt would be restructured into a contingent-

i nterest obligation.
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partnership to retain ownership of the plant and woul d have
requi red, anong other things, that the partnership reconmence
operating the project, covering cash shortfalls through further
cash investnents in the project up to an anount equivalent to the
tax credits previously earned fromthe project. On January 30,
1986, representatives of Transco Energy and ANRC net w th DOE
Deputy Secretary Boggs and DOE CGeneral Counsel Farrell regarding
the restructuring proposal. The DOE representatives stated that
t hey found “nothing offensive” in the proposal and that DOE woul d
consider it and respond.

The partners continued to neet and di scuss these matters.
The other partners were divided over whether to join ANRC s
proposal to DOE. At an April 1, 1986, neeting, Transco and
Pacific agreed to participate in ANRC s proposal, although
Pacific indicated that it intended to “take a passive position
for the present”. Tenneco and M dcon declined to participate in
ANRC s proposal on the ground that the tax benefits they had
realized fromthe project were insufficient to justify the
addi tional capital contributions contenplated under the proposal.
Nei t her Tenneco nor M dcon sought, however, to obstruct the other
partners’ efforts to retain the partnership s future invol venent
in the project.

In the neantine, other events threatened to overtake the
negotiations wwth DCE. In February 1986, DCE had asked the

public for “expressions of interest” in acquiring or
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participating financially in the project’s operation.!® As
di scussed in greater detail infra, on April 7, 1986, a Federal
District Court directed the nortgage on the partnership’s $1.5
billion debt to be foreclosed; the court schedul ed the
forecl osure sale for May 18, 1986 (subsequently extended to June
30, 1986).

Part ners Request Letter Ruling

On May 22, 1986, ANR and Transco filed with the IRS a
request for a ruling that the partnership s default on the
i ndebt edness and rel ated events had not resulted in recapture of
i nvestnment or energy credits or given rise to gain recognition.
The partners viewed such a ruling as fundanental to pending
proposals to use prior tax benefits to fund additional capital
infusions into the project. The partners did not want to be in
t he whi psaw position of having both to recapture the tax benefits
and to use themto fund the project. ANR and Transco requested
the RS to expedite consideration of the ruling request to enable
themto submt their restructuring proposal to DOE and prevent
the i npending foreclosure sale of the project. (As discussed in
greater detail infra, in Septenber 1986 the IRS ruled that the
events as of May 22, 1986, had not resulted in recapture of

i nvestnment or energy credits or given rise to gain recognition.)

8 On Apr. 4, 1986, ANRC filed a statenent of interest,
whi ch was one of nine received by DOE
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Fi nal Debt - Restructuring Proposals

On May 28, 1986, ANRC and Transco Energy submitted to DCE a
formal restructuring proposal. This proposal contenpl ated
restructuring the DOE debt and providing $210 million of capital
i nfusions to fund continued project operations, contingent upon
recei pt of a favorable IRS ruling that no recapture of taxable
credits or recognition of taxable gain had yet occurred.

Al though Pacific did not join this formal subm ssion, it was
aware of it and contenpl ated continuing participation in the
project if a restructuring agreenent could be reached and the IRS
provi ded a favorable ruling.

By |letter dated June 9, 1986, DOE rejected the May 28, 1986,
proposal. DCE insisted that any proposal mnust include a
“substantial cash paynent” to DOE toward partial retirenent of
the $1.57 billion debt, “such that the paynent outwei ghs the tax
benefits subject to recapture if the Project is acquired by an
out si de party”.

An internal Transco nenorandum dated June 20, 1986, froma
| awyer in Transco's |egal office, reported comruni cations that
day with M. S. Kinnie Smth, Jr., ANR s vice chairman and | ega
counsel, advising M. Smth that Transco did not see a
“significant reason” to pursue an appeal of the foreclosure order
and did not wwsh to “dilute” Transco’s appeal on gas contract

i ssues by “interjecting rather weak argunents relating to
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forecl osure procedures”. The nmeno indicated that M. Smth had
al ready spoken with Tenneco and Pacific “both of whom did not
want to participate in an appeal, and therefore did not want to
have the partnership itself file an appeal”

By this time, the foreclosure sale of the project assets,
previ ously schedul ed for June 30, 1986, was immnent. In a June
24, 1986, neeting with DCE General Counsel Farrell, ANRC nmade a
final proposal. An introductory page of bullet points regarding
t he proposal bore the caption “THE PLANT UNDER PRESENT
Cl RCUMSTANCES | S WORTHLESS”. The proposal included an i mredi ate
$100 mllion paynment to DOE, additional cash infusions of $40
mllion fromcurrent partners, and a $90 million letter of credit
for project working capital. The proposal also contenplated that
a significant part of the project’s cashflows would be applied to
pay down the DOE debt. The proposal identified ANRC, Transco
Energy, and Pacific as the “participating partners”. 1In a letter
dated June 25, 1986, DCE General Counsel Farrell summarily
rejected this final proposal.

A June 26, 1986, Transco interoffice nmenorandum i ndi cated
that, on the basis of conversations with ANR personnel, ANR “does
not plan to submt a revised proposal because in their viewit
woul d be futile - unless a favorabl e signal and change in
direction cones fromthe DOE within the next two working days.

P.S. - In short, it sounds like the gig is up”.
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As di scussed at greater |ength below, on June 30, 1986, the
forecl osure sal e was held as schedul ed, DOE purchased the
project’s nortgaged assets, and ANR filed an appeal of the
forecl osure proceedi ng.

The Forecl osure Proceedi ngs

DOE | niti ates Forecl osure Proceedi ngs

As previously noted, on August 29, 1985, DOE had initiated
proceedings in the United States District Court for the District
of North Dakota (the District Court) seeking foreclosure of the
nortgage and sale of the nortgaged property. The Gover nnment
moved for summary judgnent. The partnership resisted, contending
that the foreclosure should be conducted in accordance with North
Dakota |l aw, which it contended gave the partnership redenption
rights for up to 1 year after the forecl osure sale.

District Court Decision

On January 14, 1986, the District Court granted the
Governnent’s notion for summary judgnent, hol ding that Federal
| aw applied and gave the partnership no redenption rights. In
its nmenorandum and order, however, the District Court observed
that there was no precedent involving this particul ar |oan
guarantee program that a determ nation under the bal ancing test

of United States v. Kinbell Foods, Inc., 440 U. S. 715 (1979), was

a “close question”, and that of the various options presented to

the Court by the parties, “All have nerit”.
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On April 7, 1986, the District Court entered an Order and
Decree of Foreclosure and Sale that: (1) Directed the nortgage
be foreclosed and the nortgaged assets sold by public auction on
May 28, 1986; and (2) held that the partnership and the partners
were not entitled to redenption rights.

On April 18, 1986, the partnership filed a notion to anend
the District Court’s April 7, 1986, Order and Decree so as to:
(1) Aarify that recovery was limted to the partnership s assets
and the interests of the partners therein; (2) correct the
property descriptions; and (3) defer the foreclosure sale for at
| east 6 nonths to enabl e pendi ng workout negotiations to continue
between certain partners and DOE. Wth regard to this latter
point, the notion stated that the partnership had clai med and
passed through to its partners investnent tax credits of
approximately $250 million and deductions of approximtely $390
mllion and that a substantial part of these credits and
deducti ons woul d be subject to recapture if the plant were
di sposed of in less than 5 years. The notion indicated that
pendi ng proposals by sone of the partners to continue operating
the plant and to restructure the DOE-guaranteed indebt edness
depended upon the continued availability of the econom c val ue of
these tax benefits. The partnership requested a period for
“equi tabl e redenption” and contended that the forecl osure sale

shoul d be deferred pending the partners’ ongoing efforts to
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restructure the debt. The State of North Dakota intervened,
urging delay of the foreclosure sale and citing adverse econom c
i npacts fromclosing the plant.

By order dated May 8, 1986, the District Court denied the
partnership’s notion for a period of equitable redenption,
concluding that it |lacked authority to grant such relief where
the order of foreclosure had already been entered. The District
Court also noted that the partnership and the partners “tal k of
‘redenption’, but it is apparent that ‘re-negotiation’ would be a
nore accurate description”. Nevertheless, the District Court
post poned the foreclosure sale date from May 28 to June 30, 1986,
to permt the notice of sale to be republished with corrected
property descriptions.

The June 30, 1986, Foreclosure Sale

On June 30, 1986, the foreclosure sale was held. The | one
bi dder was DOE, which bid $1 billion for the partnership’s
nort gaged assets.!® The U S. Marshal filed with the District

Court a Marshal’s Return and Report of Sale and a Certificate

19 As discussed in nore detail infra, certain assets
necessary for operating the project were not anong the
partnership’ s nortgaged assets but were instead owned by ANG (the
subsidiary of ANRC, which also owned ANR, a general partner in
the partnership). As a precondition for the | oan guarantee
agreenent, DOE had required ANRC to pledge as security all its
ANG stock. Petitioner asserts, and respondent does not dispute,

t hat DOE purposefully bid less than the full amount of the $1.57
billion debt, intending subsequently to use the bal ance of the
debt to obtain the ANG st ock.
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of Sale stating that DOE had purchased the nortgaged assets of
the project for $1 billion at the public forecl osure sale.?

Ohj ections to the Forecl osure Sale

On July 7, 1986, ANR filed with the District Court
objections to the foreclosure sale. The prem se of the
obj ections was that the sale had been inproperly conducted
wi t hout providing the partnership redenption rights under
applicable North Dakota foreclosure statutes or equitable rights
of redenption under Federal comon law. On July 14, 1986, the
District Court overruled ANR s objections and confirnmed the
forecl osure sale. The court noted that “the legal entity
forecl osed upon, the partnership, has not objected to the sale”
and questioned whet her ANR had standing to object.

On July 16, 1986, the Marshal issued the Marshal’s Deed to
DCE, and the deed was recorded in the |ocal property records.

Appeal of the Forecl osure Proceedi ngs

On June 30, 1986, ANR, as a general partner of the

partnership, filed a notice of appeal in the foreclosure

20 The $1 billion was applied to pay principal of about $891
mllion and accrued interest of about $109 million. Although the
record is silent on this point, it seens unlikely that any funds
actual ly changed hands in this transaction. Pursuant to the
i ndenture of nortgage, DOE was authorized to bid for and purchase
the nortgaged assets, and the trustee was directed to apply the
proceeds to repay DCE the anobunts DOE had previously paid FFB
pursuant to the guarantee agreenent. The net result of these
transacti ons woul d have been sinply to reduce the partnership’s
obligation to DOE by $1 billion.
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l[itigation to the U S. Court of Appeals for the Eighth Crcuit.
The notice of appeal, which was served on all the partners,
identified the appellants as the five individual naned partners
of the partnership and the partnership itself. The four partners
other than ANR did not actively participate in the appeal, but
they also did not actively oppose it, provided that ANR bore the
associ ated | egal expenses. ANR viewed a successful appeal of the
forecl osure order as a way to force DOE back to the negotiating
table. In addition, if the appeal had been successful, it would
have benefited all the partners inasmuch as North Dakota law, if
appl i cabl e, woul d have given the partnership rights to redeemthe
plant for 1 year after the foreclosure sale, while possessing and
operating the plant during that 1-year period and retaining the
cashfl ows gener at ed.

On Cctober 17, 1986, the United States filed its brief in
the U S. Court of Appeals for the Eighth Crcuit, contending that
the District Court properly ruled that North Dakota | aw shoul d
not apply. In its brief, the Governnent did not challenge ANR s
authority or standing to file the appeal. The Governnment’s brief
asserted, however, that the real nmotive for ANR s filing the
appeal was to postpone the foreclosure sale so as to “save the
Great Plains partners as nuch as $347 million in tax recapture

liability”.
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On March 11, 1987, the Eighth Grcuit issued its opinion in

United States v. Geat Plains Gasification Associates, 813 F. 2d

193 (8th Cir. 1987). The Court of Appeals affirned the judgnent
of the District Court, though on different grounds, hol ding that
the North Dakota redenption statute did not apply to the

forecl osure of a |oan, such as the FFB | oan, that was guaranteed
pursuant to the Federal Nonnucl ear Research and Devel opnment Act

of 1974.2! |In so doing, however, the Court of Appeals confirned

the nature of the redenption rights that North Dakota | aw woul d

otherw se afford, stating:

Were we to reverse the district court and |look to
North Dakota |aw for our rule of decision Geat Plains
woul d have the right to redeemat any tinme up to one
year after judicial sale. N D. Cent. Code § 32-19-18
(1976). During this period Geat Plains would be
entitled to the possession, rents, use, and benefit of
the plant. N D. Cent. Code 8§ 28-24-11 (1974). * * *
[United States v. Great Plains Gasification Associ ates,

supra at 195.]

The Court of Appeals did not question ANR s standing to pursue
the litigation as a partner of the partnership.

Petition for Wit of Certiorari

On July 15, 1987, ANR, as a general partner of Geat Plains
Gasification Associates, filed a tinely petition for a wit of
certiorari wth the U S. Suprene Court, seeking review of the

judgment of the Eighth Grcuit. The petition, filed by a | egal

21 The Court of Appeals for the Eighth Crcuit held further
that the District Court did not err in refusing to grant the
partnership an equitable right of redenption.
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t eam headed up by forner Solicitor General Rex E. Lee, contended
that there was a recurring conflict anong the circuits as to
whet her Federal or State |aw should apply to proceedi ngs under
federally guaranteed private | oans such as the partnership’'s FFB
loan. In its brief in opposition to the petition for wit of
certiorari, the United States did not suggest that ANR | acked
authority or standing to pursue that litigation. On Novenber 2,
1987, the Suprenme Court denied the petition for wit of
certiorari, and the foreclosure litigation cane to an end.

The Partnership’s Ratification of ANR s Appeal

The partners had nonitored the appeal and petition for wit
of certiorari. On Septenber 3, 1987, the partnership’s
managenent conm ttee had adopted resol utions that expressly
ratified ANR s actions relating to the foreclosure litigation.
By its terns, the ratification was effective retroactive to the
date these actions were taken by ANR, as if ANR “had obtained the
prior authorization of the Managenent Conmttee”. The
resol utions al so authorized the partnership’s |legal commttee to
determ ne the manner in which the litigation would be conducted
on the partnership’s behalf in the event the Suprene Court
granted the petition for wit of certiorari.

Di scharge of Renmi ni ng Debt

As previously noted, ANRC owned t he outstandi ng stock of

ANG, which was the project admnistrator. ANRC had pledged this
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stock as additional security for the partnership’ s obligation to
DCE under the | oan guarantee agreenent. ANG held deeds,
easenents, and contract rights (the ANG project assets) that were
needed to operate the project but that had not been titled in the
partnership’s nane. Consequently, DCE had not acquired the ANG
project assets in the foreclosure sale that was conducted on June
30, 1986. At the foreclosure sale, the Governnent had applied
only $1 billion of the approximately $1.57 billion debt to
acquire the partnership s assets that were subject to the
nortgage. The Governnent had intentionally kept the remaining
bal ance of the indebtedness in reserve for subsequent use in
acquiring the ANG st ock.

I n Novenber 1987, DOE consi dered forecl osing on the ANG
stock. In a settlenent agreenent entered into on Cctober 13,
1988, ANRC assigned its ANG stock to DOE, which then rel eased the
partnership’s outstandi ng i ndebtedness. In the settl enent
agreenent, ANRC acknow edged that the fair market value of the
ANG stock and all remaining collateral securing the partnership’s
obl i gations under the guarantee agreenent was |ess than the
partnership’s outstandi ng i ndebtedness to DOE. The settl enent
agreenent recites that ANRC was entering into the settl enent
agreenent partly “to avoid the expense of litigation to
foreclose” DOE's |lien on the ANG stock pursuant to the pledge

agr eenment .



DOE Sells the Project Assets

Once the Suprene Court denied ANR s petition for wit of
certiorari in the foreclosure litigation, DOE began maki ng pl ans
to sell the project assets. In a press rel ease dated Decenber 9,
1987, DOE identified 15 potential buyers of the project. One of
t hese potential buyers was the Coastal Corp. (Coastal), which had
acquired ANRC in March 1985. U timately, however, DCE sel ected
Basin Electric, a North Dakota cooperative, as the successful
bi dder. On Cctober 31, 1988, the United States sold the project
assets to two subsidiaries of Basin Electric--Dakota Gasification
Co. and Dakota Coal Co.

The Partnership Conti nues To Operate

Thr oughout 1988 and 1989, the partnership’s nanagenent,
| egal, finance, and tax comm ttees continued to neet and report
to the partners on open issues, including tax issues related to
the project. The partnership’s tax commttee concluded that the
partnership ceased to own the project for tax purposes on
Novenber 2, 1987, the date that the Suprenme Court denied the
petition for wit of certiorari in the forecl osure proceedi ngs.

Respondent’s Septenber 1986 Letter Ruling

As previously noted, on May 22, 1986, while negotiations
about a possible debt workout were ongoing with DOE, ANR, and
Transco had filed wwth the IRS a request for a private ruling

regardi ng potential tax consequences fromthe partnership’s
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default on the project indebtedness. On Septenber 10, 1986, the
| RS i ssued Private Letter Ruling 8649051 (the Septenber 1986
letter ruling). In this 28-page ruling, the IRS concl uded that,
as of May 22, 1986 (the date of the ruling request), the
partnershi p had not abandoned the project or nmade ot her

di sposition of the project. The ruling stated:

There are two facts involved here that negate the
argunent that * * * [the partnershi p] has abandoned the
Project. First, * * * [JANR] and * * * [Transco] are
continuing to seek a solution to the financi al
difficulties facing the Project by negotiating an
agreenent with * * * [DOE] that would permt * * * [the
partnership’s] continued participation in the Project.
Second, by refusing to grant approval for * * * |
to sell excess assets of the Project, * * * [the
partnershi p] has shown that it has not abandoned al
rights or involvenent in the Project or control over
the Project’s assets.

Approxi mately 10 years after the IRS National Ofice issued
this letter ruling, the Houston IRS District Ofice submtted to
the IRS National Ofice factual and | egal objections to the
ruling, contending that the partners’ original ruling request had
omtted or msstated material facts that resulted in an incorrect
ruling. On Cctober 17, 1997, the IRS National Ofice issued
Techni cal Advi ce Menorandum 9811002, which rejected the
obj ections of the IRS Houston District Ofice, stating:

al t hough the ruling request omtted certain information

that bore sonme rel evance to the underlying tax issues

and characterized other information differently than

the District, these additional facts and alternate

characterizations, when taken together, were not

material. Therefore, the * * * [ruling] is to be
applied by the district director in the determ nation
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of the tax liability of * * * [Transco] and * * *
[ ANR] .

Part nership’s Return Position and Respondent’s Determ nations

On its 1987 Form 1065, U. S. Partnership Return of I|ncone,
the partnership reported that the “partial foreclosure sale” of
the coal gasification plant becane final on Novenber 2, 1987, the
date the Suprene Court denied the petition for a wit of
certiorari. On its 1987 return, the partnership reflected
i ncone, deductions, losses, and tax credits fromthe project on
the basis that its ownership of the plant ended Novenber 2, 1987
reported gains and |l osses resulting fromthe “partial foreclosure
sale”, and reported basis of forecl osed assets to enable the

partners to determ ne recapture of tax credits. The partnership

reported $1 billion as the proceeds fromthe “partial foreclosure
sale”. In a disclosure statement, the partnership stated that it
was treating the $1 billion foreclosure sale price as “the amount

of the taxpayer’s nonrecourse indebtedness that was di scharged as
a result of the disposition of certain assets by the foreclosure
sale”. The partnership asserted that DOE was continuing to
assert a claimagainst the partnership for approxi mtely $681
mllion. 22

By four separate notices of final partnership adm nistrative

adj ustnents (FPAA) issued May 24, 2001, respondent took

22 \WWe infer that this amount included interest on the debt.
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alternative, whipsaw positions, determning that the partnership
had engaged in a sale or exchange of the plant as of various
dates in 1985, 1986, 1987, and 1988, requiring recapture of tax
credits, recognition of gain resulting fromthe discharge of the
i ndebt edness, and ot her tax consequences as of these various
alternative dates. 1In the FPAA for the partnership’'s 1985 tax
year, respondent asserted that the partnership engaged in a sale
or exchange of the project and rel ated assets on or before August
1, 1985. In the FPAA for the partnership’' s 1986 tax year,
respondent asserted that the partnership engaged in a sale or
exchange of the plant and rel ated assets on June 30, 1986, or in
the alternative, on July 14, 1986. In the FPAA for the
partnership’ s 1987 tax year, respondent asserted that the
partnership engaged in a sale or exchange of the plant and
related assets on January 1, 1987, or in the alternative, on
Novenber 2, 1987. |In the FPAA for the partnership’ s 1988 tax
year, respondent asserted that the partnership engaged in a sale
or exchange of the project and rel ated assets on January 1, 1988.
In each of these FPAAs, respondent asserted identically: “The
full anmpbunt of the outstandi ng nonrecourse nortgage, including
all accrued interest, is included in the amount realized on

di sposition of the plant.”
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OPI NI ON

Date of the Partnership’'s Disposition of Project Assets

We nust decide the date as of which the partnership should be
treated for Federal tax purposes as having disposed of its
interest in the Geat Plains project. The parties have
stipul ated, consistent with respondent’s Septenber 1986 |etter
ruling, that “no sal e, exchange or other disposition of the G eat
Plains gasification plant or any assets related thereto by G eat
Pl ai ns Gasification Associates occurred on or before May 22,

1986".

On brief, respondent argues that the partnership disposed of
the project assets on June 30, 1986, the date of the foreclosure
sal e. 22 Respondent argues primarily that the forecl osure sale
itself constituted the disposition. Alternatively, respondent
argues that the partnership abandoned its interests in the project
on or by June 30, 1986.

Petitioner contends there was no di sposition or abandonment
of the project assets until the foreclosure litigation term nated

on Novenber 2, 1987

2 I n one sentence, respondent’s opening brief posits
alternatively that the disposition occurred on July 14, 1986,
“the date the sale was confirned by the District Court”. Apart
fromthis fleeting reference, however, respondent’s brief makes
no separate argunent for July 14, 1986, as the disposition date.
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A. Did the June 30, 1986, Foreclosure Sale Constitute
Di sposition by the Partnership?

A “transfer upon the foreclosure of a security interest”
constitutes a disposition of nortgaged property so as to trigger
recapture of a portion of investnent tax credits and business
energy credits previously claimed with respect to the property.
Sec. 1.47-2(a)(1), Incone Tax Regs. Simlarly, a foreclosure
sale constitutes a disposition of property pursuant to section

1001(a).?* See Helvering v. Hammel, 311 U S. 504 (1941); A zawa

v. Comm ssioner, 99 T.C 197, 198 (1992), affd. 29 F.3d 630 (9th

Cr. 1994); Ryan v. Conm ssioner, T.C Meno. 1988-12, affd. sub

nom Lammyv. Conm ssioner, 873 F.2d 194 (8th Cr. 1989).
I f local |aw provides the nortgagor a right to redeemthe
property, the foreclosure sale generally is not final for tax

purposes until the right of redenption expires. Derby Realty

Corp. v. Conm ssioner, 35 B.T.A 335, 338 (1937); Hawkins v.

Commi ssioner, 34 B.T. A 918, 922-923 (1936), affd. 91 F.2d 354

24 | n general, a taxpayer nust recapture a portion of
previously allowed investnent tax credits or business energy
credits if the underlying property is disposed of before the
cl ose of the useful life taken into account in conputing the
credits. See Jacobson v. Comm ssioner, 96 T.C. 577, 593 (1991),
affd. 963 F.2d 218 (8th Cr. 1992).

25> Tax consequences may vary dependi ng upon whet her the debt
IS recourse or nonrecourse, particularly in determ ning whet her
any anount realized fromthe foreclosure sale represents incone
from di scharge of indebtedness. See Aizawa v. Conm ssioner, 99
T.C. 197, 200-201 (1992), affd. 29 F.3d 630 (9th Cr. 1994).
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(5th Gr. 1937). As this Court explained in Ryan v.

Conmi ssi oner, supra:

This is because the foreclosure action is the amal gam
of two separate events. First, there is an

extingui shnment of the underlying indebtedness, giving
rise to incone. Cf. secs. 108, 61(a)(12), |I.R C 1954.
Second, there is a disposition of the property securing
the debt, a sale or exchange. The all events test
requires both of these events to occur before incone is
realized.

A foreclosure action that is being appealed is not
‘“final’ in the nornmal sense of that word.

Pending foreclosure litigation has “the sane effect as would
the fact that there was a period in which the right of redenption
under a foreclosure sale could be exercised.” Myrton v.

Conmm ssi oner, 104 F.2d 534, 536 (4th Cr. 1939), revg. 38 B.T. A

534 (1938). The year in which l[itigation termnates is the year
in which the clainmed itemis to be taken into account for Federal

tax purposes. See Found. Co. v. Comm ssioner, 14 T.C 1333, 1354

(1950).

Cting Morton v. Conm ssioner, supra, and Rev. Rul. 70-63,

1970-1 C. B. 36, respondent acknow edges on brief: “a bona fide
contest as to the existence of redenption rights nmay postpone a
di sposition, even if such rights are ultimately held not to

exi st.” Respondent contends, however, that the foreclosure
l[itigation was not bona fide. Respondent contends that “the
redenption rights were worthl ess and woul d not have been

exercised even if the courts had awarded thenf because fi nanci al
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considerations made it inprobable that the partnership would have
redeened t he property.

Respondent focuses too narrowWy, we believe, on the question
of whether the partnership would have exerci sed the redenption
rights, had they been awarded, to repurchase the project assets
fromDOE outright. Such an inquiry would inproperly |ead us
“into endl ess specul ation on petitioner’s financial situation and

financial hopes”. Derby Realty Corp. v. Conm ssioner, supra at

341 (rejecting any “supposed principle of probability of

redenption”); cf. Abelson v. Conm ssioner, 44 B.T.A 98 (1941)

(concluding that redenption rights were wholly w thout val ue and
abandoned by the taxpayer who took no further action after the
forecl osure sale to pursue redenption rights). Moreover
respondent fails to appreciate that the public policy served by
redenption rights is not nerely in providing the nortgagor an
opportunity to repurchase property sold in forecl osure but also
in ““allowng tine for the nortgagor to refinance and save his
property, [and] permtting additional use of the property by the
hard- pressed nortgagor’”. Nelson & Wiitman, “Reform ng

Forecl osure: The Uniform Nonjudicial Foreclosure Act”, 53 Duke
L.J. 1399, 1404 (2004) (quoting Hart, “The Statutory R ght of
Redenption in California”, 52 Cal. L. Rev. 846, 848 (1964)).
North Dakota |law refl ected this broader purpose of redenption

rights, as the Court of Appeals for the Eighth Crcuit expressly
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acknow edged in ruling upon the partnership’s suit for rights of
redenpti on:

Were we to reverse the district court and look to
North Dakota |aw for our rule of decision Geat Plains
woul d have the right to redeemat any tine up to one
year after judicial sale. N D. Cent. Code § 32-19-18
(1976). During this period Geat Plains would be
entitled to the possession, rents, use, and benefit of
the plant. N D. Cent. Code 8§ 28-24-11 (1974). * * *
[United States v. Great Plains Gasification Associ ates,
813 F.2d at 195.]

Clearly, the 1l-year redenption period, wth attendant rights
to possess the plant and receive its profits, would have had
substantial value to the partnership. The project had generated
significant cashflow both before and after the forecl osure sale.?
According to credible testinony, the partners intended to use the
1-year redenption period to pursue further negotiations with DOE
to restructure the debt; the cashfl ow generated during the 1-year
redenpti on period would have all owed the partnership to sweeten
the pot in negotiating with DCE

Respondent specul ates that, in the light of DOE s
unreceptiveness to the debt restructuring proposals put forward
i mredi ately before the forecl osure sale, DOE woul d have al so been
unreceptive to any further efforts to restructure the debt during
any redenption period. There is sinply no way of know ng,

however, how DOE m ght have responded if the partnership had been

26 For the 11 nonths prior to the foreclosure sale, the
proj ect had generated positive cashflow of about $57 m|lion.
During the year after the foreclosure sale, the project generated
positive cashflow of about $16 mlli on.
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awar ded the redenption rights, especially in the |ight of DOE s
Il ong track record of m xed signals and reversals over the history
of the Geat Plains project. But even if we were to assune, for
sake of argunent, that respondent’s specul ations are sound, the
fact remains that the partnership woul d have benefited materially
fromthe cashfl ows generated by the project during the redenption
peri od.

In support of his position that the litigation over the
di sputed redenption rights should not postpone the finality of

the foreclosure sale, respondent relies on L& Springs Associ ates

v. Comm ssioner, T.C Meno. 1997-469, affd. 188 F.3d 866 (7th

Cr. 1999). Respondent’s reliance on that case is m spl aced.

L&C Springs Associates held that a realization event with respect
to nortgaged real estate occurred in the year before the
forecl osure sale, when the taxpayer effectively abandoned the

nort gaged property.?” L&C Springs Associates, unlike the instant

case, did not involve the effect of ongoing foreclosure
l[itigation on the finality of the forecl osure sale.

Respondent does not appear to dispute that the foreclosure
litigation presented genuine |egal issues as to whether the

partnership retained redenption rights under North Dakota | aw. 28

2T As discussed infra, we conclude that the partnership did
not abandon the project prior to the conclusion of the
foreclosure litigation.

2 Simlarly, respondent does not expressly advance any
(continued. . .)
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Respondent contends, however, that “this is largely beside the
point”. Respondent states on brief: “The question is not

whet her the | egal issues were bona fide, but whether the
[itigation was brought by Petitioner to achieve the stated
purpose.” Respondent contends that ANR, and not the partnership
or Transco, undertook the foreclosure litigation “as a desperate
attenpt to delay the adverse tax consequences, not to redeemthe

property”. Respondent cites Lutz v. Conm ssioner, 396 F.2d 412

(9th Cr. 1968), revg. 45 T.C. 615 (1966) for the proposition
that litigation postpones tax consequences of a disposition only
when the taxpayer is the party actually litigating the dispute.

Respondent’s bottomline seens to be that even if the foreclosure

28(. .. continued)
argunment that the possibility of the foreclosure litigation's
succeedi ng was too speculative to justify deferring tax
consequences of the foreclosure sale. Cf. Boehmyv. Conm ssioner,
146 F.2d 553 (2d Cr. 1945) (loss for worthless stock was not
deferred pendi ng out cone of sharehol ders’ derivative action of
unproven value), affd. 326 U S. 287 (1945); Found. Co. V.
Comm ssioner, 14 T.C. 1333, 1354 (1950) (loss on construction
contract wwth a foreign Governnent was properly deferred unti
conclusion of litigation over breach of contract, where the
taxpayer held a “reasonable view that it could prevail on its
claim. W note, however, that in the forecl osure proceeding,
wherein the partnership contended that the foreclosure should be
conducted in accordance with North Dakota |law allowi ng for a 1-
year redenption period, the District Court characterized the
partnership’ s position as having “nerit” even though it
ultimately resolved this “cl ose question” against the
partnership. Indeed, in May 1985, DOE Assistant Secretary Mares
had testified before Congress that the partnership would be
entitled under North Dakota |aw to a 1l-year redenption period,
during which it would be entitled to possession of the property
and to its rents and profits. M. Mares testified that any
wai ver of those rights by the partnership would be void and
unenf or ceabl e under North Dakota | aw.
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litigation presented bona fide legal issues, the litigation
itself was not bona fide. W are not persuaded by respondent’s
argunents.

ANR filed the appeal of foreclosure order in its capacity as
a general partner of the partnership. |In that capacity, pursuant
to applicable provisions of North Dakota partnership | aw, ANR had
actual and apparent authority to bind the partnership with
respect to the appeal. See N.D. Cent. Code sec. 45-06-01 (1976).
The other partners were aware of the litigation and were willing
tolet ANR take the lead in the litigation and to pay for it.
The other partners gave at |east tacit approval to ANR s pursuing
t he appeal which, if successful, would have protected the rights
of the partnership and the other partners. Indeed, on Septenber
3, 1987, the partnership’ s managenent commttee formally ratified
ANR s actions in this regard. Respondent seens to suggest that
this formal ratification was invalid or ineffective but has
advanced no convincing evidentiary or legal basis for this

t heory. 2°

29 Respondent suggests that the ratifying resolutions were
i nval id, because they did not conformto various procedural steps
requi red by the partnership agreenent and because the copy of the
ratification resolution in the record is unsigned. O her
cont enpor aneous evi dence i ndi cates, however, that the
ratification resolutions were in fact adopted by the managenent
commttee. For instance, in a letter to the law firm of
Ful bri ght & Jaworski, dated Sept. 14, 1987, C. W Rackl ey,
chai rman of the partnership’s managenent conmttee, stated that
he had been “duly authorized” to make various representations
regarding the foreclosure litigation. Attached to the letter was

(continued. . .)
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Respondent notes that ANR and the partnership had a tax
incentive to delay final disposition of the project assets and
contends that ANR s pursuit of the appeal and the partnership’s
ratification of ANR s actions were sinply “w ndow dressing”.
Respondent seens to suggest that the foreclosure litigation
| acked econom ¢ substance. W disagree. Viewed in its totality,
the record convinces us that petitioner and the partnership had
legitimate and substantial business reasons, apart fromtax
considerations, to appeal the foreclosure litigation as part of
their sustained effort to restructure the debt and sal vage their

hal f-billion dollar investnents in the project. Cf. N_Ind. Pub.

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

(busi ness actions “are recogni zabl e for tax purposes, despite any
t ax- avoi dance notive, so long as the corporation engages in bona
fi de econom cal | y-based business transactions”), affg. 105 T.C
341 (1995).

In sum we conclude and hold that the transfer of the
project assets pursuant to the foreclosure sale was not finalized
until Novenber 2, 1987, when the Suprenme Court denied the

petition for wit of certiorari in the foreclosure litigation.?3°

29(. .. continued)
a copy of the ratification resolutions, which M. Rackley’'s
letter stated “were duly adopted by the Managenent Comm ttee of
t he Partnership on Septenber 3, 1987”

30 For simlar reasons, we reject respondent’s claim raised
in cursory fashion on brief, that as of June 30, 1986, the
(continued. . .)
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B. Whether the Partnership Abandoned the Property

On brief, respondent argues alternatively that even if the
June 30, 1986, foreclosure sale did not constitute a final
di sposition of the partnership’ s project assets, the partnership
had abandoned the project as of June 30, 1986, or alternatively,
as of July 14, 1986 (the date the District Court overruled ANR s
obj ections and confirned the foreclosure sale).3 Respondent has
conceded, consistent with the holding of his Septenber 1986
letter ruling, that no abandonnent had occurred as of My 22,
1986. As we understand respondent’s somewhat nercurial position
in this proceeding, events occurring between May 22 and June 30,

1986, or possibly between May 22 and July 14, 1986, or possibly

30(...continued)
project assets were owned by the United States and consequently,
pursuant to secs. 1.47-2(a)(2) and 1.48-1(k), Inconme Tax Regs.,
the project assets ceased to qualify as sec. 38 property as of
June 30, 1986. It is not the foreclosure sale itself but the
“transfer upon the foreclosure” that represents the final
di sposition of assets that would trigger tax credit recapture.
Sec. 1.47-2(a)(1), Incone Tax Regs. As respondent has conceded,
a bona fide contest as to the existence of redenption rights
post pones a di sposition pursuant to a foreclosure sale.

31 On opening brief (but not on reply brief), respondent
contends broadly that both the partnership and Transco had
abandoned their interests in the project as of June 30, 1986.
| nconsi stently, respondent’s response to petitioner’s notion in
limne, filed Jan. 31, 2005, states: “Respondent no | onger
contends that the Court should consider the issue of whether the
partners abandoned their partnership interests in GPGA.” W deem
respondent to have wai ved any claimthat Transco abandoned its
partnership interest or its interests in the project (which arose
only by virtue of Transco’s partnership interest). Consequently,
we need not address whether such a partner-level inquiry is
appropriate in this TEFRA proceedi ng.
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on June 30, 1986, or possibly on July 14, 1986, constituted an
abandonnment by the partnership of the project assets.?® W
di sagr ee.

The exi stence or timng of an abandonnent is “inherently a
factual matter that requires a practical exam nation of all the

ci rcunst ances”. L&C Springs Associ ates v. Conmni ssioner, supra at

870. The courts have applied different standards for anal yzing
the timng of abandonnent |osses and the timng of abandonnent
gains. Cenerally, a determ nation of an abandonnent | oss
requires an intention on the owner’s part to abandon the asset,

along with an “affirmative act” of abandonment. A J. Indus.,

Inc. v. United States, 503 F.2d 660, 670 (9th G r. 1974); see L&C

Springs Associates v. Comm ssioner, supra;, Mddleton v.

Comm ssioner, 77 T.C. 310, 322, affd. per curiam 693 F.2d 124

(11th Gr. 1982). On the other hand, where, as in the instant

case, abandonnent of an asset would result in income recognition

32 As previously noted, although respondent occasionally
posits July 14, 1986, as an alternative date of abandonnent,
respondent’s argunments do not otherw se direct our attention to
any circunstances or analysis supporting that date. Respondent
has been inconstant in his position as to whether he believes the
partnershi p abandoned the project before June 30, 1986, or on
that date. 1In a Jan. 5, 2005, hearing on petitioner’s notion for
summary judgnent, respondent’s counsel advised the Court that
respondent’s position “is that there was no abandonnent or ot her
di sposition of the property until June 30" (enphasis added).
| nconsi stently, on brief respondent contends that the partnership
abandoned the project “by June 30, 1986” (enphasis added).
Respondent’ s argunents on brief, focusing |argely on pre-June 30,
1986, events, suggest that this evolution of respondent’s choice
of prepositions is purposeful.
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or recapture of tax credits or deductions, an overt act of
abandonnent is unnecessary if, under the facts and circunstances,
“it is clear for all practical purposes that the taxpayer wl|

not retain the property”. L&C Springs Associates v.

Conmi ssi oner, supra at 870; see Cozzi v. Conm ssioner, 88 T.C

435, 445-446 (1987); Brountas v. Conm ssioner, 74 T.C. 1062, 1074

(1980) .

Consistent with his Septenber 1986 letter ruling, respondent
has stipulated that the partnership did not dispose of the
project before May 22, 1986 (the date of the letter ruling
request). Notw thstanding this stipulation, however, respondent
suggests that even before May 22, 1986, the partnership was in
the process of “gradually” abandoning the project. |n support of
his position, respondent points to many of the sane circunstances
that were considered in the Septenber 1986 letter ruling.
Respondent notes, anong other things, that on August 1, 1985, the
partners and partnership gave DOE witten notice that they were
termnating their participation in the project; that various
partners, with varying degrees of interest and of active
participation of other partners, attenpted unsuccessfully for
many nonths to negotiate with DOE to restructure the debt; and
that, in respondent’s view, certain of the partners had
ef fectively abandoned the project. As the Septenber 1986 letter

ruling concluded, however, and as respondent now concedes, these
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pre-May 22, 1986, circunstances did not anmount to an abandonnent
of the project by the partnership.

The gi st of respondent’s argunent, as we understand it, is
that events occurring after May 22, 1986, and no later than July
14, 1986, tipped the bal ance, transform ng what respondent views
as the partnership’ s gradual abandonnent-in-process into actual
abandonnment, sonmewhat as ever-colder water will finally nmake ice.
The post-May 22, 1986, events that respondent points to in
support of this theory are essentially these: On May 28, 1986,
ANRC and Transco Energy submitted to DOE a new proposal, which
DOE rejected on June 9, 1986; on June 20, Transco infornmed ANR
that it would not participate in appealing the District Court’s
forecl osure order; on June 24, 1986, ANRC and Transco Energy
submtted to DOE yet another proposal, which DOE rejected on June
25, 1986; and the foreclosure sale occurred on June 30, 1986,
wi t hout any bids fromthe partnership or any partner.

We are unpersuaded that there was such a change in the
partnership’s business climate i medi ately after May 22, 1986, as
to say that the partnership should be deened to have abandoned
the project assets on (or by) July 1 or 14, 1986, if, as
respondent concedes, the partnership had not abandoned them
before then. Rather, it appears to us that the post-My 22,
1986, events were mainly a continuation of the partners’ ongoing,
albeit ultimately unsuccessful, efforts to protect their

significant investnents in the project.
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Respondent suggests that the May 1986 proposal and June 1986
proposal | acked genui ne substance because they omtted certain
el ements previously denmanded by DCE and were notivated purely by
tax considerations.® W disagree. Extensive, uncontradicted
testi mony convinces us that these were reasonabl e busi ness
proposal s put forward by the partnership’s principals in good-
faith negotiations wth DOE

Utimtely, the project assets were taken fromthe
partnership involuntarily through the foreclosure process. Even
then, the partnership did not abandon the assets. To the
contrary, as previously discussed, ANR, wth at | east the tacit

approval of the partnership’s other partners and ultimately with

3 | n support of his claimthat there was no substantive
nont ax purpose for these proposals, respondent cites several
i nternal nmenoranda witten and exchanged by the partners. Anpbng
those internal nenoranda is a Tenneco interoffice comrunication
dat ed August 26, 1987 (Exhibit 314-R), which states in part:

The * * * [4 partners other than ANR] previously
refused to actively participate in the appeal because
of the desire to mnimze |egal exposure on other
matters and the | ack of optim sm associated with the
l[itigation. Transco and Pacific * * * have changed
their position and would vote to ratify * * * [ ANR s]
efforts. Mdcon is still opposed. A change in our
position would allow the opinion process to go forward.

At trial, petitioner raised evidentiary objections to this
docunent based on authenticity and conpl eteness. The Court
overrul ed the objection as to conpl eteness but reserved ruling on
the authenticity objection, inviting the parties to address the

i ssue on brief. Petitioner has not addressed this issue on
brief. Consequently, we deem petitioner to have wai ved
authenticity objections to this docunent, and we shall receive
Exhi bit 314-R into evi dence.
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their formal approval, pursued bona fide litigation over the
forecl osure order.

This case bears sone simlarity to Energy Res. Ltd. Pship.

v. Conm ssioner, T.C. Menob. 1992- 386. In that case, a

partnership constructed an oil cleansing refinery, using revenue
bonds guaranteed by the U. S. Small Business Adm nistration (SBA)
and secured by a nortgage on the facility. In 1983, shortly
after the facility becane operational, financial and technical
difficulties forced the partnership to shut the facility down.
The partnership went into bankruptcy. Eventually, SBA assuned
mai nt enance and security responsibility for the plant.
Nevert hel ess, the partnership, through its principals, continued
efforts to raise additional funds for the project, proposed
various types of arrangenents to potential purchasers, resisted
efforts by SBA to foreclose on the property, and engaged in
negotiations with SBA and the bankruptcy court. [In 1984, the
bankruptcy court granted SBA's notion to sell the plant to a
third party. 1In holding that the partnership had not abandoned
the plant when it was shut down in 1983, this Court observed that
the level of activity displayed by the partnership’s principals
showed that they considered the project to be of continuing
utility and was “sufficiently extensive, repeated, continuous, or
substantial” to negate a conclusion that they had abandoned the

proj ect .
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Simlarly, in the instant case, the efforts of the
partnership’s principals to restructure the debt and to appeal
the foreclosure order convince us that they considered the
project to be of continuing utility and had not abandoned it as
of June 30 or July 14, 1986.

Consequently, we hold that for Federal tax purposes the
there was no sal e, exchange, abandonnent, or other disposition of
the project assets until Novenber 2, 1987, when the foreclosure
[itigation ended.

1. When WAs the Partnership’ s | ndebtedness Di scharged?

I n August 1985, the partnership defaulted on its $1.57
billion debt to FFB under the credit agreenent. Shortly
thereafter, pursuant to the | oan guarantee agreenent, DCE paid
off the debt. The partnership’ s obligation to FFB then shifted
to DOE, not as a new debt, but by subrogation, with DCE stepping

into FFB's shoes as creditor. See Putnamv. Conm ssioner, 352

US 82, 85 (1956); Lair v. Conm ssioner, 95 T.C. 484, 490

(1990).

In July 1986, pursuant to the indenture of nortgage, the
partnership’s assets were “sold” to DOE at foreclosure for $1
billion; this amount was applied against the partnership s debt
to DCE. Petitioner asserts, and respondent does not dispute,
that DOE purposefully bid less than the full anmount of the
partnership’s $1.57 billion debt so as to have avail abl e the

remai ni ng debt to acquire the ANG stock, which ANRC had pl edged
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as additional security for the partnership’s debt to DOE. In
Cct ober 1988, pursuant to a settlenent agreenent between ANRC and
DOE, ANRC assigned its ANG stock to DOE, which then rel eased the
remai ning $570 mllion indebt edness.

The parties disagree as to when this $570 mllion debt
bal ance shoul d be treated as having been discharged. Petitioner
asserts that only $1 billion of the debt was discharged by the
foreclosure sale and that the remaining $570 mllion of the debt
was not discharged until Cctober 1988, when ANRC assigned its ANG
stock to DOE pursuant to the settlenent agreenent. Respondent
contends that because the debt was nonrecourse, pursuant to

Comm ssioner v. Tufts, 461 U S. 300 (1983), the partnership nust

take into account the entire amount of the $1.57 billion
i ndebt edness in the year in which the foreclosure sal e becane
final (1987, pursuant to our analysis supra).

A foreclosure sale constitutes a sale for tax purposes.

Hel vering v. Hammel, 311 U S. 504 (1941). The anount realized

froma foreclosure sale includes the anmbunt of liabilities “from
which the transferor is discharged as a result of the sale”.

Sec. 1.1001-2(a)(1), Incone Tax Regs.; see Crane v. Conm Ssioner,

331 U.S. 1, 14 (1947); Aizawa v. Comm ssioner, 99 T.C at 200-

201. \When debt is discharged in a foreclosure sale, tax
consequences nmay vary dependi ng upon whet her the di scharged debt
IS recourse or nonrecourse. In the case of nonrecourse debt, the

anmount realized on the foreclosure sale includes the entire
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anount of debt discharged. See, e.g., Conm ssioner v. Tufts,

supra. In the case of recourse debt, on the other hand, the
anount realized generally equals the net proceeds received from
the foreclosure sale rather than the entire recourse liability. 3

Al zawa v. Commi ssioner, supra; cf. Chilingirian v. Conmn Ssioner,

918 F.2d 1251 (6th G r. 1990) (anpunt realized fromforecl osure
sal e i ncluded anmount of recourse debt discharged, where the
di scharge was closely related to the foreclosure sale), affg.
T.C. Menp. 1986-463 .

Whet her the partnership’ s debt was nonrecourse is properly
determ ned at the partnership level in this TEFRA proceedi ng.

See Hanbrose Leasing 1984-5 Ltd. Pship. v. Conmni ssioner, 99 T.C

298, 308 (1992); sec. 301.6231(a)(3)-1(a)(1)(v), Proced. & Adm n.
Regs. [Indebtedness is generally characterized as “nonrecourse”
if the creditor’s renedies are limted to particular collateral
for the debt and as “recourse” if the creditor’s renedi es extend

to all the debtor’'s assets. Raphan v. United States, 759 F.2d

879, 885 (Fed. Cir. 1985). For indebtedness incurred by a
partnership, Treasury regulations that were in effect at rel evant

times defined a nonrecourse liability as one with respect to

34 Thus, the characterization of discharged debt as recourse
or nonrecourse may affect the character of any gain or |oss on
the transaction. In this proceeding, the parties have presented
no i ssue as to the character of any gains realized by the
part nershi p.
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whi ch “none of the partners have any personal liability”.3® Sec.
1.752-1(e), Inconme Tax Regs.; see 1 McKee et al., Federal
Taxation of Partnerships and Partners, par. 8.02, at 8-6 (3d ed.
1997).

Pursuant to the ternms of the | oan guarantee agreenent, DCE s
recovery on any claimwas limted to the partnership’ s assets and
to the partners’ interests in those assets. Pursuant to the
i ndenture of nortgage for the |oan guarantee agreenent, the
collateral for the debt included all project assets, including
all real or personal property “now owned or hereafter acquired
by” the partnership. |Insofar as the record reveals, the
partnership had no significant assets apart fromthe project
assets that were forecl osed upon. |Indeed, pursuant to the
partnership agreenent and | oan guarantee agreenent, the
partnership was not authorized to acquire nonproject assets or to
engage in any business other than the project. After DCE took

control of the project and acquired the project assets, there was

3% | n support of his argunment that the debt was nonrecourse,
respondent cites, wthout elaboration, current Incone Tax Reg.
sec. 1.752-1(a)(2). This regulation provides that, for purposes
of allocating a partnership’s liabilities anong its partners, “A
partnership liability is a nonrecourse liability to the extent
that no partner or related person bears the economc risk of |oss
for that liability”. These regulations are generally effective
for liabilities incurred after Dec. 28, 1991. Sec. 1.752-5(a),
| nconme Tax Regs. The predecessor tenporary regul ati ons, which
were simlar to the final regulations in this regard, were
generally effective for liabilities incurred on or after Jan. 30,
1989. T.D. 8274, 1989-2 C.B. 101. Accordingly, the regul ations
cited by respondent were not in effect at any tinme relevant to
this case.
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no realistic possibility that the partnership was going to
acquire additional assets.® |In these circunstances, the
partnership’'s liability on the debt was effectively limted to
the project assets that collateralized the indebtedness, and the
partners’ liabilities were effectively limted to their interests
in those project assets. |In these circunstances, the debt was in
subst ance nonrecourse agai nst the partnership and the partners.
We do not believe that the partners should be considered to have
had any personal liability for the partnership’'s debt wthin the
neani ng of the then-applicable regul ations.?

This conclusion is consistent with the manner in which the
partnership treated the debt on its 1987 Form 1065. The
partnership reported di sposing of the project assets in a
“partial foreclosure sale” on Novenber 2, 1987. The partnership
treated the $1 billion foreclosure sale price as “the amount of

t he taxpayer’s nonrecourse indebtedness that was di scharged as a

result of the disposition of certain assets by the forecl osure

3¢ Under the partnership agreenent, partners were required
to make capital contributions to the partnership only as directed
by the managenment conmttee for the purpose of purchasing project
assets and paying project costs and other costs incurred by the
partnership. The partners were prohibited from nmaking voluntary
contributions to the partnership. The record does not suggest
the partnership ever acquired additional assets after the project
assets were transferred to DOE

37 Petitioner has not raised, and accordingly we do not
consi der, any argunent that the partnership s debt should be
consi dered recourse by virtue of ANRC s pledge of its ANG stock.
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sal e” (enphasis added).®* Petitioner has offered no reason why
this characterization by the partnership of its indebtedness as
nonr ecour se shoul d be di sregarded here.

I nstead, petitioner contends that it is inmmterial whether
the debt is considered to be recourse or nonrecourse, because
even if it were nonrecourse, only $1 billion of the debt was
extinguished in the foreclosure sale.® Petitioner notes that the
debt was directly secured by the ANG stock whi ch ANRC had pl edged
and that DCE did not acquire the pledged stock and rel ease the
remai ni ng debt until October 1988. Consequently, petitioner
contends, whether the debt is considered to be recourse or
nonr ecourse, the anount realized on the foreclosure sale should
not exceed the $1 billion of the partnership’s debt actually

di scharged at the tine of the foreclosure sale.

3% An opinion letter, dated Dec. 16, 1986, provided to
Coastal Corp. (which had purchased ANRC) by the law firm of
Ful bright & Jaworksi, stated that the anmount realized by the
partnership upon the foreclosure sale “would include the
out st andi ng anount of the Partnership s indebtedness to the DOE
Comm ssioner v. Tufts, 461 U S. 300 (1983).~

3 At various places in its 202-page opening brief and 102-
page reply brief, with little analysis and no citation of
authority and wit hout acknow edging that the partnership treated
t he debt as nonrecourse, petitioner asserts that the liability
was recourse. That assertion, however, does not appear in the 2-
page section of petitioner’s opening brief or the 3-page section
of petitioner’s reply brief specifically addressing the tim ng of
the di scharge of the partnership’s indebtedness.
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We di sagree. \Wether a debt has been discharged is
dependent on the substance of the transaction and not nere

formal i sns. Cozzi v. Commi ssioner, 88 T.C. at 445.

The nonent it beconmes clear that a debt will never
have to be paid, such debt nust be viewed as having
been di scharged. The test for determ ning such nonent
requires a practical assessnent of the facts and
circunstances relating to the |ikelihood of paynent.

* x * Any “identifiable event” which fixes the |oss
wth certainty may be taken into consideration. * * *

[1d.]
See also Friedman v. Conm ssioner, 216 F.3d 537, 546 (6th Cr

2000), affg. T.C. Meno. 1998-196; Brountas v. Conm ssioner, 74

T.C. 1062, 1073 (1980). The conclusion of the foreclosure
l[itigation was the identifiable event whereby it becane clear
that the partnership s debt would never be repaid by the
partnership. Indeed, according to petitioner’s own
representation, DOE bid only $1 billion in the forecl osure sale,
rather than the entire amount of the debt, “precisely so that it
woul d retain the ability separately to acquire the remaining
collateral”, the ANG stock, from ANRC. Petitioner thereby
inplicitly acknowl edges that DOE had no intention of attenpting
to recover any part of the remaining debt fromthe partnership.
Subsequent events bear out that conclusion. Insofar as the
record reveal s, DCE never nmade any other clains against the
partnership for the debt. In Cctober 1988, when DCE reached the
settlement agreenment with ANRC, it discharged all the remaining

debt in exchange for the ANG stock even though, as stated in the
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settlenment agreenent, the value of the ANG stock was | ess than
t he debt bal ance.

Petitioner’s reliance upon Aizawa v. Conm ssioner, 99 T.C

197 (1992), is msplaced. Aizawa held that where an unpaid
deficiency judgnment on a recourse debt survived the foreclosure
sale, and there was a “cl ear separation” between the forecl osure
sale and the unpaid recourse liability which survived the

forecl osure sale, the anount realized under section 1001(a)
equal ed the foreclosure sale price rather than the full unpaid
nortgage principal. By contrast, in the instant case, as
previously discussed, the partnership’s and the partners’
liabilities were effectively limted to the partnership’ s project
assets that collateralized the indebtedness. Consequently, then,
these liabilities did not survive the foreclosure sale, since DOE
acquired all the partnership’s project assets in the forecl osure
sale. Insofar as the record reveals, DCE neither sought nor
obt ai ned any deficiency judgnent against the partnership or any
partner for the debt balance remaining after the forecl osure

sal e.

In sum we conclude and hold that the partnership nust take
into account the full anpbunt of the $1.57 billion debt as the
anount the partnership realized upon disposition of the project
assets upon the conclusion of the foreclosure litigation on

Novenber 2, 1987. See Conmi ssioner v. Tufts, 461 U S. 300

(1983) .
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In Iight of the foregoing,

Deci sion will be entered

pursuant to Rule 155.




