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BASSLER, SENIOR DISTRICT JUDGE:

On April 12, 2004, Debtors G-I Holdings Inc. and ACI Inc.

(collectively “Debtors”) served their responses to the
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Government’s thirteenth set of interrogatories.  Debtors’

responses included an answer to Interrogatory No. 41, which asks

Debtors to explain why they contend the step transaction doctrine

does not apply to any aspect of the 1990 Transaction and

subsequent events.  The Government claims that the Debtors failed

to fully disclose and explain the reasons why they contend the

step transaction doctrine does not apply.  

In an Order dated October 29, 2004, Magistrate Judge

Madeline Cox Arleo denied the request of the Government to compel

Debtors to amend their response to Interrogatory No. 41.  The

Government now appeals Judge Arleo’s Order, asking the Court to

compel Debtors to amend their response or, alternatively, to

limit Debtors’ evidence and argument at trial to the transaction

documents and contentions identified in their response to

Interrogatory No. 41.  

The Court properly exercises jurisdiction over this matter

pursuant to 28 U.S.C. §§ 1334(b) and (e).  Venue is proper in

this district pursuant to 28 U.S.C. § 1409(a).

For the following reasons, the Court denies the Government’s

magistrate appeal.  

BACKGROUND

The underlying dispute in this action concerns the

proper characterization for tax purposes of a February 1990

transfer of property (the “1990 Transaction”) from GAF Chemicals
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Corporation (predecessor to G-I Holdings Inc.) and Alkaril

Chemicals Inc. (predecessor to ACI Inc.) to Rhone-Poulenc

Surfactants and Specialties, L.P. (“RPSSLP”).  Debtors contend

that the 1990 Transaction was a contribution of property to a

partnership in exchange for an interest therein, and

consequently, that the 1990 Transaction qualifies as a nontaxable

contribution to the capital of RPSSLP under 26 U.S.C. § 721(a).

The Government, however, asserts that the 1990 Transaction

constitutes a taxable disguised sale of property under 26 U.S.C.

§ 707(a) and seeks to collect unpaid income tax liabilities from

Debtors.

In addition, the parties differ over the characterization of

the termination of GAF’s investment in RPSSLP on February 9,

1999, where GAF received approximately $407 million of 30-year

U.S. Treasury bonds maturing August 15, 2028, as well as the

characterization of GAF’s entry into long-term repurchase

(“repo”) and interest rate swap agreements with respect to the

U.S. Treasuries (collectively, the “1999 Transaction”).  If the

Court determines that the 1999 Transaction was a nontaxable

event, then the Government contends that the 1999 Transaction was

taxable.  

Also relevant to this magistrate appeal is a group of

transactional events related to Delaware and Texas state court

litigation between GAF and Rhone-Poulenc, ending in a settlement

Case 2:02-cv-03082-WGB-MCA     Document 123-1     Filed 04/25/2005     Page 3 of 16
Case 01-30135-RG    Doc 4799    Filed 04/25/05    Entered 04/26/05 10:51:17    Desc Main
 Document      Page 3 of 16



4

on April 26, 1994 (the “1994 Settlement”). 

The Government claims the 1990 Transaction, the 1994

Settlement, and the 1999 Transaction are subject to the step

transaction doctrine, which allows the Commissioner of Internal

Revenue to amalgamate multiple transactional steps that are

seemingly independent in form into a single transaction that is

taxed according to its economic substance.  See Lerman v.

Commissioner, 939 F.2d 44, 54 (3d Cir. 1991) (“courts must

consider all steps of transaction in light of entire transaction,

so that substance of transaction will control over form of each

step”); Penrod v. Commissioner, 88 T.C. 1415, 1428 (1987) (the

doctrine “treats a series of formally separate ‘steps’ as a

single transaction if such steps are in substance integrated,

interdependent, and focused toward a particular result”).

Debtors assert that the step transaction applies to this

case.  As a result, the Government posed Interrogatory No. 41,

asking Debtors to state their defense to this assertion:

If you contend the step-transaction doctrine does not
apply in any respect to any aspect of the 1990
Transaction and Subsequent Events, state the basis for
each contention.  Your response should identify with
all available particularity and specificity exactly why
you contend the step-transaction doctrine does not
apply in this case, including but not limited to an
identification of each and every event that you contend
should be treated as [a] separate and independent
“transaction,” an identification by Bates-number of
each contract or other document implementing each such
“transaction,” the date(s), in chronological order, on
which you contend each such “transaction” occurred, and
the reasons why you contend any such “transactions”
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should be characterized in accordance with their form,
rather than being amalgamated and treated as a single
transaction.

(4/9/04 Debtors’ First Am. Responses to United States’ Thirteenth

Set of Interrogs. (“First Am. Responses”) at 2.)

Debtors served their responses to the Government’s

thirteenth set of interrogatories on April 12, 2004.  (See id.)  

Unsatisfied with Debtors’ answer to Interrogatory No. 41, the

Government corresponded with Debtors asking that they amend their

allegedly inadequate response; Debtors refused.  (See Letters

from Jacobus to Turkus, Christensen, Anwyll, and Stark of 4/12/04

and 4/23/04; Letters from Turkus to Jacobus and Flesch of 4/15/04

and 4/30/04.)  When the parties could not amicably resolve this

dispute, the Government filed a motion to compel with the

Magistrate on September 3, 2004.  (Letter from Jacobus to Arleo,

M.J. of 9/30/04.)  

On September 30, 2004, Debtors served a supplemental

response to Interrogatory No. 41.  (9/27/04 Debtors’ Suppl.

Response to United States’ Interrog. No. 41 (“Suppl. Response”).) 

By letter dated October 12, 2004, the Government notified Judge

Arleo that the Debtors’ supplemental response was still

unsatisfactory.  (Letter from Jacobus to Arleo, M.J. of

10/12/04.)  

On October 20, 2004, Judge Arleo held oral argument on this

matter.  Judge Arleo denied the Government’s request to compel
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Debtors to amend their response to Interrogatory No. 41, as well

as the Government’s request to limit Debtors’ evidence and

argument at trial to the matters identified in Debtors’ response. 

(10/20/04 Tr. at 24:9-22; 10/29/04 Order.)  

During oral argument, the Government attempted to clarify

what they hoped to achieve by asking Interrogatory No. 41: the

Government wants Debtors to outline their contentions regarding

the 1990 Transaction, the 1994 Settlement, and the 1999

transaction.  (10/20/04 Tr. at 16:12-17:16.)  The Magistrate

construed this as a “request to serve additional follow-up

interrogatories,” which she denied.  (Id. at 23:24-24:7.)  

Nonetheless, the Government contends that it never requested

to serve additional interrogatories; rather, “[w]hat the United

States actually asked the Magistrate Judge to do . . . is require

the debtors to supplement their incomplete interrogatory response

to address and explain the following three patent omissions.” 

(Gov’t Reply Br. at 3.)  The Government frames the following

questions as “sub-issues” that necessarily follow from the more

general Interrogatory No. 41: 

1.  As previously supplemented, the debtors’ response
to Interrogatory 41 contended the 1990 Transaction
consists of two “separate” transactions–-the formation
of RPSSLP and the Credit Suisse Loan–-that allegedly
have “independent economic significance,” but neglected
to mention, let alone explain, the put and guaranty
agreements that Rhone-Poulenc, S.A. (“RPSA”) executed
pursuant to the 1990 Transaction–-that is, whether the
debtors contend the RPSA put and guarantee agreements
relate to RPSSLP’s formation, to the Loan, to both
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trial to bar the debtors from presenting any evidence or argument on step
transaction issues that is not identified in the debtors’ response to
Interrogatory 41, including their supplemental responses dated September 27,
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RPSSLP and the Loan, or to neither RPSSLP nor the Loan,
and the reasons why they so contend. 
 
2.  As previously supplemented, the debtors’ response
to Interrogatory 41 failed to explain why the debtors
contend the 1994 Settlement and 1999 Transaction are
“separate” events for purposes of the step transaction
doctrine, in light of the debtors’ conflicting claim
that the 1994 Settlement was a “binding contract,”
within the meaning of Pub. L. No. 103-465, §
741(c)(3)(B)(i), mandating the distribution of 30-year
Treasury bonds that GAF received from RPSSLP in the
1999 Transaction.

3.  As previously supplemented, the debtors’ response
to Interrogatory 41 failed to explain why they contend
the $407 million of 30-year U.S. Treasury bonds they
received from RPSSLP on February 9, 1999, coupled with
the debtors’ entry into offsetting repo and swap
transactions that same day with Salomon Smith Barney,
is not subject to amalgamation under the step
transaction doctrine, in light of the debtors’ failure
to disclose the Treasuries as an asset of the Chapter
11 estate in their filings with the Bankruptcy Court,
on the premise the “economic residual value” of the
debtors’ combined interest in the Treasuries, repo, and
swap “is deemed to be zero.”  

(Id. at 4-5; see also Gov’t Moving Br. at 23-24.)  

“[I]n a good faith effort to end this discovery dispute

quickly so that the parties can refocus their efforts to the

resolution of this case on the merits,” Debtors submitted as an

exhibit to their opposition brief responses to each of the three

sub-issues.  (Debtors’ Opp. Br. at 5 & Ex. C.)  In reply, the

Government withdrew its appeal insofar as it relates to sub-

issues one and two.   (Gov’t Reply Br. at 7.)  The Government,1
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however, is still dissatisfied with Debtors’ response to sub-

issue three.  

  DISCUSSION

I. Legal Standard

The standard of review of a magistrate judge's order is set

forth at 28 U.S.C. § 636(b)(1)(A), Fed. R. Civ. P. 72(a), and

Rule 72.1(c)(1)(A) of the Local Rules of the United States

District Court for the District of New Jersey.  In reviewing a

magistrate's decision, the Court shall "set aside any portion of

the Magistrate Judge's order found to be clearly erroneous or

contrary to law."  L. Civ. R. 72.1(c)(1)(A); see 28 U.S.C. §

636(b)(1)(A); Fed. R. Civ. P. 72(a); see also Haines v. Liggett

Group, Inc., 975 F.2d 81, 92 (3d Cir. 1992).

A magistrate’s determination is entitled to great deference.

Andrews v. Goodyear Tire & Rubber Co., 191 F.R.D. 59, 68 (D.N.J.

2000).  It will not be reversed simply because the district court

disagrees with the magistrate judge’s findings.  Id.  As

interpreted by the Supreme Court, the clearly erroneous standard

is met "when although there is evidence to support [a decision],

the reviewing court on the entire evidence is left with a

definite and firm conviction that a mistake has been committed." 

United States v. Gypsum Co., 333 U.S. 364, 395 (1948); accord

Haines, 975 F.2d at 92.  A ruling is contrary to law
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if the magistrate judge has misinterpreted or misapplied the

applicable law.  Gunter v. Ridgewood Energy Corp., 32 F. Supp. 2d

162, 164 (D.N.J. 1998).

II. Compelling a Response to Interrogatory No. 41

Interrogatory No. 41 is a contention interrogatory, which

the Government employed to discover Debtors’ defenses to the step

transaction doctrine.  Federal Rule of Civil Procedure Rule

26(b)(1) provides that “[p]arties may obtain discovery regarding

any matter, not privileged, that is relevant to the claim or

defense of any party.”  Rule 33(c) authorizes contention

interrogatories that relate to another party’s defenses: “[a]n

interrogatory otherwise proper [i.e. relating to any matters

which can be inquired into under Rule 26(b)(1)] is not

necessarily objectionable merely because an answer to the

interrogatory involves an opinion or contention that relates to

fact or the application of law to fact.”  

As stated above, with Interrogatory No. 41 the Government

seeks to discover Debtors’ contentions and defenses to the step

transaction doctrine.  Although wholly unclear from the language

of the interrogatory, the Government claims that it “does not

seek the debtors’ contentions regarding each and every event that

took place in 1990 through 1999, but only those events,

relatively few in number, that are relevant to the

interrelationship between the events that took place in the 1990
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Transaction, 1994 Settlement, and 1999 Transaction.”  (Gov’t

Moving Br. at 23.)  This claim contradicts the broad language

used in the interrogatory, where the Government asked Debtors to

identify “each and every event that you contend should be treated

as separate and independent.”  (First Am. Responses at 2

(emphasis added).)  

Despite the poor draftsmanship of Interrogatory No. 41,

Debtors answered by citing to specific documents from the 1990

Transaction, the 1994 Settlement, and the 1999 Transaction.  (Id.

at 4.)  Debtors claimed that because “Debtors, both in substance

and in form, held a real and valid partnership interest in RPSLLP

and assumed a real and valid indebtedness to Credit Suisse,”

these two events should not be amalgamated for tax purposes. 

(Id.)  Debtors made similar allegations with respect to the

comparison of the 1990 Transaction with the 1999 Transaction. 

(Id. at 5.)  These allegations demonstrate Debtors’ contentions

that the step transaction doctrine does not apply to this case.  

Nonetheless, the Government was not satisfied with Debtors’

response.  Although not clearly articulated in the original

interrogatory, the Government wanted an answer, “in plain

English,” explaining why Debtors believe the step transaction

doctrine does not apply to the 1990 Transaction, the 1994

Settlement, and the 1999 Transaction.  (Letter from Jacobus to

Arleo, M.J. of 9/3/04 at 8,9.)  In their supplemental response,
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Debtors in narrative form addressed each of these three disputed

transactions.  (See Suppl. Response at 4-9.)  In each case,

Debtors contended that the substance of the transactions was the

same as their form; thus, the transactions are separate and

independent and should not be amalgamated under the step

transaction doctrine.  (See id.)  

Based on the Debtors’ responses, the Court agrees with the

Magistrate’s final conclusion that “[t]hey’ve answered the

interrogatories.  The Government is going to be arguing that the

step transaction doctrine applies, and the debtors have

appropriately . . . answered the contention as to why they don’t

think it applies.”  (10/20/04 Tr. at 24:18-22.)  

On appeal, the Government now submits three “sub-issues”

that it would like answered by Debtors.  The Government claims

that it is merely “[a]sking the debtors to clarify their response

to Interrogatory 41 to address three narrow sub-issues.”  (Gov’t

Reply Br. at 5.)  These sub-issues are belated attempts to

clarify the original interrogatory, which was poorly drafted and

overreaching.  Rule 33 does not contemplate a party repeatedly

submitting narrowed questions on sub-issues when it does not

receive an answer it perceives to be satisfactory.  

Nonetheless, Debtors submitted a sworn and verified answer

to these questions along with their opposition brief.  (Debtors’

Opp. Br., Ex. C.)  This submission prompted the Government to
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value is deemed to be zero.”  (2/10/04 Yoss Dep. At 192:24-25.)  
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withdraw its appeal with respect to sub-issues one and two.  The

only question remaining is whether Debtors have adequately

answered sub-issue three.  

The third sub-issue asks Debtors to explain why the

distribution of $407 million of 30-year U.S. Treasury bonds from

RPSSLP on February 9, 1999 should not be amalgamated with the

repo and interest rate swap transactions that Debtors entered

into with Salomon Smith Barney on that same date.  In response,

Debtors make the following argument: 

The 1999 repo and swap transactions arose out of
negotiations conducted in late 1998 with Salomon Smith
Barney, a party with no prior involvement in the
Partnership [RPSSLP].  Nothing in the Partnership
Agreement or prior transaction documents contemplated
such repo and swap transactions (as demonstrated by the
parties [sic] discussions and negotiations over the
assets that Debtors would receive), and there is thus
no basis for treating the repo and swap transactions as
if they were a “step” in the 1990 Transaction.  

(Id. at 9.)  

Furthermore, Debtors assume that the “actual thrust of [sub-

issue three] is to ask Debtors to explain why they are not

required to report the 30-year Treasury bonds as an asset of the

bankruptcy estate in light of their position concerning the tax

treatment of the repo and swap transactions.”   (Id.)  Under this2

assumption, Debtors respond by citing to two opinion letters that
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they claim “explain the differing bankruptcy law and tax law

treatment of the 1999 Transaction.”  (Id.)  

The Government argues that this response is still

unsatisfactory because Debtors do not explain “why they contend

the step transaction doctrine does not apply to the 1999

Transaction.”  (Gov’t Reply Br. at 11.)  In other words, the

Government asks “the Court to compel the debtors to give a full

and frank response to Interrogatory 41 as it relates to their

contentions about the application of step transaction principles

to the Treasuries, repo, and swap.”  (Id.)  

Debtors, however, addressed this issue in their previous

responses.  In their first response, Debtors argued that

“Debtors’ tax treatment of the transactions that occurred on or

about February 9, 1999 was consistent with the substance of those

transactions, and therefore the step-transaction doctrine does

not require amalgamation of any of these transactions to

recharacterize Debtors’ tax treatment of them.”  (First Am.

Responses at 5.)  

In their supplemental response, Debtors elaborated on their

initial answer.  They explained that the U.S. Treasury bonds were

received as a retirement distribution from RPSSLP; Treasury bonds

were distributed because Debtors and the partnership could not

agree to distribute business assets.  (Suppl. Response at 6.) 

Debtors had a bank loan from Credit Suisse that came due when
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Debtors retired from RPSSLP.  (Id.)  Debtors refinanced the loan

by means of a repo and swap agreement with Salomon Smith Barney. 

(Id.)  Debtors then repaid the loan with the cash proceeds of the

repo agreement with Salomon Smith Barney.  (Id.)  “Debtors

contend that these transactions’ substance was the same as their

form, i.e., the Debtors retired as a partner of RPSSLP and repaid

the Credit Suisse bank loan with the proceeds of the Repurchase

Agreement.”  (Id. at 6-7.)

As their responses indicate, Debtors believe that the

Treasuries, repo, and swap agreements were separate and

independent transactions.  The Government refuses to relinquish

the point.  Although at this stage in the litigation “the United

States is not asking the Court to hold that the step transaction

doctrine applies to the 1999 Transaction,” Gov’t Reply Br. at 11,

the Government continually turns to a discussion on the merits. 

The Government’s arguments indicate a fundamental difference of

opinion regarding the substance of the 1999 Transaction:

obviously, the Government believes that the 1999 events were not

independent and therefore should be amalgamated under the step

transaction doctrine.  Regardless of the Government’s opinion of

the importance of the step transaction to this case, however,

Debtors’ contention that the events were independent will not

change.  Therefore, the Court sees no reason to compel Debtors–-

having already submitted three separate responses to
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Interrogatory No. 41–-to address this topic one more time.  

In light of the three responses by Debtors to Interrogatory

No. 41, the Court is not “left with a definite and firm

conviction that a mistake has been committed" by the Magistrate

in denying the Government’s request to compel Debtors to amend

their response yet again.  United States v. Gypsum Co., 333 U.S.

364, 395 (1948).  

III. Exclusion of Evidence

In the alternative, the Government argues that Judge Arleo

erred in refusing to limit Debtors’ evidence and argument at

trial regarding the step transaction doctrine to the matters

identified in their responses to Interrogatory No. 41.  

There is no need to limit Debtors’ evidence and argument at

trial to their responses to Interrogatory No. 41.  Evidence may

be excluded based on a party’s failure to comply with discovery

obligations.  See Lentz v. Mason, 32 F. Supp. 2d 733, 739 (D.N.J.

1999).  "[T]he exclusion of critical evidence is an ‘extreme’

sanction, not normally to be imposed absent a showing of willful

deception or ‘flagrant disregard’ of a court order by the

proponent of the evidence."  Id. (quoting Meyers v. Pennypack

Woods Home Ownership Ass'n, 559 F.2d 894, 904-05 (3d Cir. 1977)). 

Based on the Court’s conclusions above, Debtors have complied

with their discovery obligations and have not disregarded any

court orders.  The Court will not exclude evidence in this
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circumstance. 

The Government nonetheless argues that Debtors’ reliance on

Lentz “necessarily implies the debtors have ‘critical’ evidence

and arguments on the step transaction issue they intend to

conceal until trial.”  (Gov’t Reply Br. at 11.)  This argument

manipulates the standard applied in Lentz.  It would be illogical

to limit Debtors’ arguments and evidence at trial when they fully

complied with their discovery obligations.  Therefore, the Court

denies the Government’s appeal for alternative relief.   

CONCLUSION

For the foregoing reasons, the Court denies the Government’s

appeal and affirms the Magistrate’s Order dated October 25, 2004. 

An appropriate order follows.

Dated: April 25, 2005

   /s/ William G. Bassler     
WILLIAM G. BASSLER, U.S.S.D.J.
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