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SUPPLEMENTAL MEMORANDUM CPI NI ON

HAI NES, Judge: In Russell v. Conm ssioner, T.C. Menob. 2008-

246, the Court held that instrunents entitled “notes”, “REMC

1Cases of the following petitioners are consol i dated
herewith: Loren R and Dawn Kopseng, docket No. 4456-05; United
Energy Corp., docket No. 4688-05.

2Thi s opi ni on suppl ements our previ ous Menorandum Opi nion in
Russell v. Conm ssioner, T.C Meno. 2008-246, filed Oct. 30,
2008.




-2 -
| edger debt”, and “short-termdebt” did not constitute

“i ndebt edness of the S corporation to the sharehol der” for

pur poses of determ ning whether petitioners Donald Russell (M.
Russell) and Loren Kopseng (M. Kopseng) had sufficient basis
under section 1366(d)(1)(B) to claimtheir distributive shares of
the loss incurred by Mssouri River Royalty Corp (MRRC).3

However, the Court did not determ ne whether United Energy Corp.
(UEC) realized gain on the Russell |edger debt and the Kopseng

| edger debt, conceded by the parties as being indebtedness of the
S corporation to the sharehol ders pursuant to the deened
satisfaction rules of section 1.1502-13(g)(4), Income Tax Regs.,
when that debt was contributed to UEC. This matter is now before
the Court on respondent’s notion for supplenental opinion.

Backgr ound

Al though the findings of fact are set forth in Russell v.

Commi ssioner, T.C Menp. 2008-246, for conpl eteness and

conveni ence we will repeat the background here, omtting only the
passages related to the financial instrunents of the UEC group
ot her than the Russell |edger debt and the Kopseng | edger debt.

At the tine the Russells and the Kopsengs filed their petitions,

3Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rule references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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they resided in North Dakota. At the time UEC filed its
petition, its principal place of business was in North Dakot a.
On May 18, 2005, respondent sent petitioners notices of
deficiency for the years at issue. Petitioners filed tinely
petitions with this Court.

| . Menbers of the UEC Group and Predecessor Entities

A. Uni ted Ener gy Corp.

UEC was i ncorporated under the | aw of North Dakota on August
29, 1997. At all tines since its incorporation, UEC has used the
accrual nethod of accounting for tax and financial reporting
pur poses and has had a fiscal year and taxable year endi ng June
30. At all tinmes fromthe initial issuance of stock by UEC on
Septenber 1, 1997, through June 30, 1998, all of UEC s
out standi ng stock was owned by M. Russell and M. Kopseng.

UEC timely filed a Form 1120, U.S. Corporation |Incone Tax
Return, for its initial short taxable year begi nning Septenber 1,
1997, and ending June 30, 1998. UEC filed its Form 1120 as the
common parent of a consolidated group of corporations consisting
of itself, Rainbow Gas Co. (RGC), Rai nbow Energy Marketing Corp
(REMC), MRRC, and Energy Leasing Corp. (ELC).

B. Rai nbow Gas Co.

Bef ore 1997 the assets of RGC were owned by a North Dakota
[imted partnership (RGC Partnership). As of August 29, 1997,

all of the general and limted partnership interests in RGC
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Partnership were owned by M. Russell and M. Kopseng. On August
29, 1997, in a transaction qualifying as a tax-free exchange
under section 351(a), all the assets of RGC Partnership were
transferred to RGC, a newy fornmed North Dakota corporation, in
exchange for the issuance of 375 shares of RGC stock to M.
Russel |l and 625 shares of RGC stock to M. Kopseng. The RGC
shares issued to M. Russell and M. Kopseng constituted all of
t he outstandi ng shares of RGC

C. Rai nbow Ener qy Marketing Corp

REMC is a North Dakota corporation. As of Septenber 1,
1997, REMC had 4,512, 205 shares outstandi ng, of which 1,108, 056
were owned by M. Russell and 2,701, 149 were owned by M.
Kopseng.

D. M ssouri River Royalty Corp

MRRC is a North Dakota corporation which was incorporated on
Septenber 7, 1984. At all times before Septenber 1, 1997, MRRC
was an S corporation. Effective Septenber 1, 1997, MRRC
voluntarily revoked its S corporation election. MRC filed a
Form 1120S, U.S. Inconme Tax Return for an S Corporation, for the
short taxable year beginning January 1, 1997, and endi ng August
31, 1997. At all relevant tines before Septenber 1, 1997, MRRC
had 30, 000 shares outstanding, of which M. Russell and M.

Kopseng each owned 15, 000 shares.
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1. The Section 351 Transaction

On Septenber 1, 1997, M. Russell received 350 shares of UEC
stock and M. Kopseng received 650 shares of UEC stock as part of
a transaction qualifying as a tax-free exchange under section
351(a). As part of the section 351 transaction, M. Russell nmade
a contribution to UEC of 375 shares of RGC stock, 1,108,056
shares of REMC stock, and 15,000 shares of MRRC stock. M.
Kopseng made a contribution to UEC of 625 shares of RGC st ock,
2,701, 149 shares of REMC stock, and 15,000 shares of MRRC stock.

UEC s audited consolidated financial statenent for the
period endi ng June 30, 1998, contained the foll ow ng statenent
respecting the section 351 transaction:

I n August, 1997 United Energy Corporation (the
conpany) exchanged 1,000 shares of its common stock for
100% of the shares of Rai nbow Gas Conpany and M ssour
Ri ver Royalty and 85% of the outstanding shares of
Rai nbow Energy Marketing Corporation. This transaction
was accounted for under the requirenents of
interpretation 39 of Accounting Standards Board Opinion
#16, whereby the acquisitions were treated as a
transfer of shares between conpanies with conmon
control in a manner simlar to a pooling of interest.
Accordingly, all assets and liabilities of the nerged
conpani es were recogni zed at historical cost and the
hi storical financial statenents of Rai nbow Gas Conpany,
M ssouri River Royalty Corporation and Rai nbow Ener gy
Mar keti ng Cor poration becane a conponent of the
hi storical financial statements of the conpany.

The audited financial statenment nade no reference to any
assunption or contribution of liabilities being part of the

section 351 transacti on.
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In their capacities as the incorporators and directors

of UEC, M. Russell and M. Kopseng executed a Consent to Action

Taken in Lieu of Organizational Meeting dated Septenber 3, 1997

(consent). Wth respect to the section 351 transaction, the

consent stated as foll ows:

The directors were authorized to issue stock
pursuant to the attached Resolution in the anmount of
650 shares to Loren R Kopseng in return for his
contribution of shares from Rai nbow Gas Conpany,

M ssouri River Royalty Corporation, and Rai nbow Ener gy

Mar ket i ng Cor poration, and has [sic] been authorized to
i ssue 350 shares to Donald L. Russell in return for his
contribution of shares from Rai nbow Gas Conpany,

M ssouri River Royalty Corporation, and Rai nbow Ener gy

Mar keti ng Cor porati on.

The consent made no reference to any assunption or contribution
of liabilities being part of the section 351 transaction.

In their capacities as the directors and officers of UEC,
M. Russell and M. Kopseng executed a resolution dated Septenber
3, 1997. The resolution stated:

Loren R Kopseng has transferred 625 shares of
Rai nbow Gas Conpany stock, 2,701, 149 shares of Rai nbow
Energy Marketing Corporation stock, and all shares of
M ssouri River Royalty Corporation stock to United
Energy Corporation. |In return for the transfer of
t hese shares, United Energy Corporation is hereby
aut hori zed to issue 650 shares of United Energy
Corporation’s stock to Loren R Kopseng.

Donald L. Russell has transferred 375 shares of
Rai nbow Gas Conpany stock, 1,108,056 shares of Rai nbow
Energy Marketing Corporation stock, and all shares of
M ssouri River Royalty Corporation stock to United
Energy Corporation. |In return for the transfer of
t hese shares, United Energy Corporation is hereby
aut hori zed to issue 350 shares of United Energy
Corporation’s stock to Donald L. Russell.
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The resol ution made no reference to any assunption or
contribution of liabilities being part of the section 351
transacti on.

I[11. The Russell and the Kopseng Ledger Debts

MRRC required capital to purchase and rework oil wells.
MRRC acquired capital through a variety of transactions discussed

in Russell v. Conm ssioner, T.C. Meno. 2008-246. The only

instrunments relevant to the current proceedi ngs are the Russel
| edger debt and the Kopseng | edger debt.

Before April 5, 1996, M. Russell nmade a series of cash
advances to MRRC which MRRC used for working capital (the Russel
| edger debt). As of April 5, 1996, the principal balance of
t hese advances total ed $562, 705. In MRRC s books the Russel
| edger debt was recorded as a liability in a | edger account
entitled “Notes Payable Russell” (the notes payabl e Russel
account).

On April 5, 1996, MRRC issued a $562, 705 note to M. Russel
for the Russell |edger debt (the Russell |edger debt note). As
of Septenber 1, 1997, the principal bal ance of the Russell | edger
debt was $65, 527.

Before April 5, 1996, M. Kopseng made a series of cash
advances to MRRC which MRRC used for working capital (the Kopseng
| edger debt). As of April 5, 1996, the principal balance of

t hese advances total ed $611,144. 1In MRRC s books the Kopseng
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| edger debt was recorded as a liability in a | edger account
entitled “Notes Payabl e Kopseng” (the notes payabl e Kopseng
account).

On April 5, 1996, MRRC issued a $611, 144 note to M. Kopseng
for the Kopseng | edger debt (the Kopseng | edger debt note). As
of Septenber 1, 1997, the principal balance of the Kopseng | edger
debt was $117, 438.

The Russell | edger debt and the Kopseng | edger debt were
demand obligations. |Interest on the Russell |edger debt and the
Kopseng | edger debt was cal cul ated using nont hly conpoundi ng.
There was no requirenment that interest accruing on the Russel
| edger debt and the Kopseng | edger debt be paid at | east
annual | y.

As of Septenber 1, 1997, the fair market value of the
Russel | | edger debt was equal to the Russell |edger debt’s
princi pal bal ance of $65,527. Likew se, the fair market val ue of
t he Kopseng | edger debt was equal to the Kopseng | edger debt’s
princi pal bal ance of $117, 438.

Respondent concedes that the Russell |edger debt and the
Kopseng | edger debt constituted i ndebtedness of MRRC to M.

Russell and M. Kopseng for purposes of section 1366(d)(1)(B)
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| V. M. Russell’s and M. Kopsenqg's Bases in |Indebtedness and
MRRC St ock

As of the beginning of MRRC s short taxable year ending
August 31, 1997, M. Russell’s basis in his MRRC stock was
$150, 151, and M. Kopseng’'s basis in his MRRC stock was zero.

The MRRC 1997 Form 1120S reported an ordinary | oss of
$1, 117,540, interest inconme of $250, and dividend i ncome of $208.
Consistent with the MRRC 1997 Form 1120S, the followng itens
from VMRRC s taxabl e year ended August 31, 1997, were reported on

M. Russell’s 1997 return and on M. Kopseng’ s 1997 return.

ltem Anpbunt
O dinary | oss $558, 770
| nterest i ncone 125
Di vi dend i ncone 104

As of the end of MRRC s taxable year ended August 31, 1997:
(1) M. Russell’s basis in the Russell |edger debt was $65, 527
| ess the amount by which his basis in the Russell |edger debt was
properly reduced under section 1367(b)(2) on account of itens of
MRRC for its taxable year ending August 31, 1997, and (2) M.
Kopseng’ s basis in the Kopseng | edger debt was $117,438 |less the
anount by which his basis in the Kopseng | edger debt was properly
reduced under section 1367(b)(2) on account of itenms of MRRC for
its taxabl e year endi ng August 31, 1997.

Di scussi on

At issue is whether the Russell |edger debt and the Kopseng

| edger debt were contributed to UEC as part of the section 351
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transacti on and whet her section 1.1502-13(g)(3) or (4), Incone
Tax Regs., applies to govern the transaction. Petitioners argue
that UEC realized no gain fromthe Russell |edger debt and the
Kopseng | edger debt by virtue of section 1.1502-13(9g)(5), Exanple
(2), Proposed Incone Tax Regs., 63 Fed. Reg. 70356 (Dec. 21,
1998). Respondent argues that the transaction is instead
governed by section 1.1502-13(g)(4), Incone Tax Regs., which
woul d cause UEC to recogni ze gain upon the contribution of the
Russel |l | edger debt and the Kopseng | edger debt to the extent
that the val ue of each debt exceeds its basis. See sec. 1.1502-
13(g)(5), Exanple (4), Incone Tax Regs. W agree with
respondent. We need not deci de whether the burden of proof
shifts to respondent under section 7491(a) because we decide this
case on the basis of the preponderance of the evidence.

M. Russell and M. Kopseng were entitled to deduct
additional loss from MRRC after the section 351 transaction
because MRRC s Russell |edger debt and Kopseng | edger debt each
constituted an “indebtedness of the S corporation to the
sharehol der”. Sec. 1366(d)(1)(B). However, their respective
bases in the Russell |edger debt and the Kopseng | edger debt were
each reduced by an anobunt equal to the additional |oss all owed.
Sec. 1367(b)(2)(A). As a result, UEC s bases in the indebtedness
transferred to it by M. Russell and M. Kopseng under section

362(a) were |ess than the indebtedness’ principal bal ance,
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creating the potential for the recognition of built-in gain.*

The outconme depends on which provision of the consolidated return
regul ati ons governs the transaction.

The consolidated return regul ati ons provide special rules
that apply to interconpany obligations. For purposes of these
rules, an “interconpany obligation” is defined as “an obligation
bet ween nmenbers, but only for the period during which both
parties are nmenbers.” Sec. 1.1502-13(g)(2)(ii), Inconme Tax Regs.

I n cases where a noninterconpany obligati on becones an
i nt erconpany obligation, such as through a section 351
transaction, there is a deenmed satisfaction and rei ssuance of the
obligation imedi ately after the transaction. Sec. 1.1502-
13(g)(4), Income Tax Regs. If the obligation is debt, the debt
is treated as satisfied and a new debt issued to the holder with
a new hol ding period in an anmount determ ned under the principles
of section 1.108-2(f), Inconme Tax Regs. Sec. 1.1502-13(9g)(5),
Exanple (4), Inconme Tax Regs. Were, as here, the debt was not
acquired by purchase less than 6 nonths before the acquisition
date, the deened satisfaction will result in the realization of
i ncone by the holder to the extent that the fair narket val ue of

t he i ndebt edness on the acquisition date is greater than the

“See the discussion of sec. 1.108-2(f)(2), Inconme Tax Regs.,
infra.
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transferred basis of the indebtedness. Sec. 1.108-2(f)(2),
| ncome Tax Regs.

By contrast, in certain cases where an interconpany
obligation remains an interconpany obligation or becones a
noni nt er conpany obligation through a transaction, the obligation,
if it is debt, is treated as satisfied imedi ately before the
transaction. Sec. 1.1502-13(9g)(3), Incone Tax Regs.

The MRRC debts becane interconpany obligations when they
were transferred to UEC along with MRRC stock in the section 351
transaction on Septenber 1, 1997. See sec. 1.1502-13(g)(2)(ii),
| ncone Tax Regs. Before this transaction, the MRRC debts were
obl i gati ons between a nonnenber (MRRC) and ot her nonnenbers (M.
Russell and M. Kopseng). Thus, the transaction is governed by
section 1.1502-13(g)(4), Income Tax Regs. Accordingly, the
Russel | | edger debt and the Kopseng | edger debt were contri buted
by MRRC to UEC on Septenber 1, 1997, and UEC realized gain on its
deened satisfaction after the debts becane an interconpany
obligation. UEC realized an anount on the deened satisfaction of
the debt equal to the debts’ fair market value over its
transferred basis. Sec. 1.1502-13(9g)(4)(ii)(B), Incone Tax Regs.

I n reaching our holdings herein, we have consi dered al
argunents made, and, to the extent not nentioned above, we

conclude they are noot, irrelevant, or without nerit.



To reflect the foregoing,

Decisions will be entered

under Rul e 155.




