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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: In a notice of deficiency dated August 29,
1996, respondent determned the followng deficiencies in, and

additions to, petitioners’ Federal incone taxes:



Penal ti es
Year Def i ci ency Sec. 6662(a)? Sec. 6663(a)
1989 $522, 221 $104, 444 $391, 666
1990 334, 663 66, 933 250, 997
1991 109, 047 21, 809 81, 785
1992 103, 224 20, 645 77,418

1 The sec. 6662(a) accuracy-related penalties were determ ned
as an alternative to the sec. 6663(a) fraud penalties.

Subsequently, by an anmendnent to answer, respondent asserted

i ncreased deficiencies and penalties for 1989 and 1991, as foll ows:

Penal ti es
Year Defi ci ency Sec. 6662(a) Sec. 6663(a)
1989 $877, 054 L $657, 791
1991 153, 214 1 114, 911

1 20 percent of the underpaynment to which this section applies.
After concessions by each party, the issues renmaining for

deci sion are: (1) The value of shares of stock of WIIliansburg
Vacations, Inc. (WI), awarded to Kay F. Gow (800 shares on
February 16, 1989, and 400 shares on February 15, 1990) as bonuses;
(2) whether W/I's paynents of travel and entertai nnent expenditures
for certain trips taken by petitioners constitute constructive
dividends to them (3) whether W/I's paynents of expenditures for
the procurenent of an animal trophy «collection constitute
constructive dividends to petitioners; and (4) whether petitioners
are liable for fraud penalties pursuant to section 6663(a), or in
the alternative, accuracy-related penalties pursuant to section

6662(a) .
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Al'l section references are to the Internal Revenue Code as in
effect for the years in issue. Al Rule references are to the Tax
Court Rules of Practice and Procedure. Al dollar amunts are
rounded.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. The
stipul ations of facts, stipulations of settled issues, and attached
exhibits are incorporated herein by this reference.

Backgr ound

Petitioners, husband and wife, resided in Norfolk, Virginia,
at the time they filed their petition.

Kay F. Gow (Dr. Gow) earned a doctor of education (Ed.D.)
degree fromVirginia Tech., specializing in business education. As
part of her curriculum she took courses in accounting. Bef ore
1983, she taught and supervised a busi ness educati on program at a
public high school in Virginia. At the time of trial, Robert T.
Gow (M. Gow) was a retired civil service enpl oyee.

WIlliamsburg Vacations, Inc. (WI)

W/I was incorporated under the laws of Virginia on July 21,
1983. I n Novenber of 1986, W/I becane a partner in a joint venture
known as Powhat an Associates. (The other two nenbers of the joint
venture were O fsite International (Ofsite) and Bush Construction
Co. (Bush). None of the joint venturers were rel ated; each held a
one-third interest in Powhatan Associates.) During the years in

issue, WI’'s sole incone-producing property was its indirect
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interest in Powhatan Plantation, a tine-share resort project of
Powhat an Associ at es.

W/I was authorized to issue 50,000 shares of common stock.
Initially, 650 shares of its stock were issued to Dr. Gow and 350
shares to Horace E. Henderson (M. Henderson). Dr. Gow exchanged
previously acquired land located in North Carolina for her stock.
M. Henderson exchanged his note with a face value of $192,230.1

The initial officers of WI were: M. Henderson, president;
M. Gow, executive vice president; Robert E. Lee, secretary; and E.
Corbell Jones (M. Jones), treasurer. During the years in issue,
Dr. Gow was president and chairman of the board of directors; M.
Gow was the secretary and a director of the conpany.

On Septenber 30, 1983, Dr. Gow sold 200 shares of her W
stock to M. Jones and received i n exchange M. Jones’ agreenent to
cancel M. Gow s note in the anpunt of $119,000. As a condition of
sale, M. Jones agreed that if during his lifetinme he desired to
di spose of all or any part of his 200 shares of W/I stock, Dr. Gow
woul d have the right to repurchase the 200 shares, and upon M.
Jones’ death, his estate or successor in interest would sell Dr.

Gow the 200 shares for $119, 000, or $595 per share.

1 M . Henderson defaulted on the paynent of his note, and
as aresult, WI instituted suit against himin the Grcuit Court
of Virginia Beach on Cct. 20, 1988. M. Henderson countersued,
all eging violation of his sharehol der rights and requested the
di ssol ution of WI.
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Simul taneously with the sale of the 200 shares, Dr. Gow and
M. Jones executed a voting trust agreenent (VTA). Under the terns
of the VTA, Dr. Gow and M. Jones agreed to, and did, transfer all
of their shares in WI to M. Gow, as trustee of the voting trust.
The trust was to continue until Septenber 30, 1993. On Cctober 24,
1988, the VTA was anmended. Pursuant to this anendnent, Dr. Gow
agreed to, and did, transfer all stock issued to her since
Septenber 30, 1983 (the date the VTA was executed) to M. Gow, as
trustee. Moreover, Dr. Gow agreed to transfer to the trustee all
st ock subsequently issued to, or owned by, her.

On Cctober 19, 1983, Dr. Gow, M. Henderson, and M. Jones
signed an agreenent to purchase a 256-acre tract of land |located 1
mle west of the restored colonial area of WIIlianmsburg, Virginia,
known as Powhatan Plantation. (This property was acquired for
devel opnment as a tine-share resort. See infra.) On January 16,
1984, they assigned their rights in Powhatan Plantation to WI.

By early 1984, WI was in need of operating funds. In an
attenpt to provide working capital to WI, Dr. Gow |l ent the conpany
$120, 000. W/I was unable to repay this |oan, and on August 1,
1985, Dr. Gow accepted 50 shares of W/I's stock in satisfaction of
the conpany’s obligation to her.

On February 16, 1988, WI’'s board of directors approved a
stock bonus plan for Dr. Gow. Under the terns of the plan, Dr. Gow

was entitled to receive as a bonus up to 10,000 shares of WI
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stock, at a maxinumrate of 1,000 shares per year, for 10 years.
The nunber of shares to be issued annually as a bonus was to be
determ ned by Dr. Gow.

I n accordance with the stock bonus plan, on February 16, 1989,
W/I i ssued 800 shares of WI conmon stock to Dr. Gow. On February
15, 1990, W/I issued an additional 400 shares of its commobn stock
to her as a bonus. It is the value of these shares at the tinme of
award that is subject to dispute--the first issue.

Fi nanci nqg Hi story

W/I borrowed $100, 000 fromCentral Fidelity Bank. These funds
were used to cover startup expenses and other adm nistrative costs.
In late 1983, WI received an acquisition/devel opnment |oan from
First Anmerican Savings & Loan (First American) in the anount of
$1.75 mllion; it also received a financing commitment from
Ber kel ey Federal Savings (Berkeley) for $10 million.

I n 1984, Bush began construction of, and Ofsite marketed, the
time-share project. In early 1985 Berkeley withdrew its |oan
commtnment, making it difficult for WI to tinmely neet its
financial obligations to Bush for construction and to Ofsite for
mar keting. W/ becane delinquent in its paynents to Bush, and in
May 1985, Bush filed a nechanics |lien against the project. The
project further becane mred in financial difficulties when, in
early 1986, over its concern with Bush’s nechanics lien, First

Anerican threatened to termnate its loan to WI. Eventual | y,
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Security Pacific (a local financial institution) agreed to provide
devel opnent financing, as well as a bridge |oan, to refinance the
First American loan. Security Pacific conditioned its financing
agreenent on WI’'s ability to reduce its outstanding debt.
Consequently, in order to obtain debt forgiveness and secure
addi tional guarantors, WI proposed a joint venture with Bush and
Ofsite.

Powhat an Associ ates

On Novenber 19, 1986, W/, Bush, and Ofsite fornmed Powhatan
Associ at es. W/I contributed the developnment assets (which
consisted of the Powhatan Plantation tinme-share project, |and
unsol d i nventory, and contractual and other rights associated with
the project net of project liabilities) as well as its services and
expertise as a devel oper and adm nistrator. Bush and Ofsite each
agreed to forgi ve the debt owed themby W/ ; they further agreed to
guarantee certain liabilities of W/ to repurchase defaulting time-
share contracts under several financial agreenents. Ofsite agreed
to continue to provide marketing services to the joint venture in
exchange for an all ocation of the fees and expenses relating toits
mar keting operations. Bush agreed to <continue to provide
construction services to Powhatan Plantation so long as it was
allocated the profits and expenses associated with construction.
The parties agreed that WI woul d receive all of its adm nistration

costs (including reasonable salaries), plus 1-1/2 percent of the
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gross proceeds after a certain level of developnment had been
reached. This developnent fee was designed to equalize the
estimated profit margins anong Ofsite, Bush, and WI.

As the adm nistrative partner of Powhatan Associ ates, WI was
responsi ble for the strategi c pl anni ng and day-to-day operation of
Powhat an Pl ant ati on. WI's responsibilities included: (1)
Reviewi ng and approving all tinme-share sales contracts; (2)
obtaining financing for the joint venture; (3) preparing all
required reports and accountings; (4) servicing and collecting
joint venture nortgage portfolios; (5) nmonitoring product quality
and custoner satisfaction; and (6) coordinating the construction
schedul es and inventory availability.

Nonroutine matters required the approval of all three nenbers
of the joint venture.

The joint venture agreenment contained restrictions on the
transferability or sale of an interest in the joint venture. In

pertinent part, it provided:
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RESTRI CTI ONS ON TRANSFER

2. Transfer of Venture Interest After Bona Fide Ofer

(a) Notice of Ofer. In the event * * *
[ Bush, WI, or Ofsite] desires to transfer
all or sonme of its Venture Interest after
receiving a bona fide offer from an
i ndependent third party, it must first: (i)
obtain the express prior witten consent of
all Venturers, or (ii) notify each of the
other Venturers * * * in witing, of all of
the relevant facts of the proposed transaction
and its intention with respect to such Venture
Interest or any right or interest therein * *
* The * * * [nontransferring partner] shall
have a right of first refusal to purchase the
Subject Interest at a price and pursuant to
the procedures and conditions set forth
herei nafter.

(b) Purchase Price. The purchase price
to be paid to the Transferring Venturer for
the Subject Interest, if the Non-Transferring
Venturer(s) exercise their rights of first
refusal * * * shall be the price set forth in
the Notice of Ofer, or the appraised val ue;
provi ded, that if the consideration to be paid
by the proposed transferee is other than the
paynment of cash in full within thirty (30)
days of the acceptance of the offer of the
proposed transferee by the Transferring
Venturer, the Joint Venture shall cause an
i ndependent appraiser * * * to establish the
cash equi val ent of such other consideration.

In 1997, the joint venture sold Powhatan Plantation and
anot her time-share resort they owned to Signature Resorts, Inc., a
publicly traded conpany now known as Suntera Resorts, Inc., for

$59.1 mllion.



Powhat an Pl antati on Resort

Powhat an Pl antation was part of an original |and grant that
was conveyed to a prom nent colonial famly in 1640. Located on
the property is a manor house that was built circa 1735 and
occupied by Mary Toliver. The manor house, as restored, was the
centerpi ece of Powhatan Plantation. On the 20 acres surroundi ng
t he manor house were formal gardens, nunerous outbuil di ngs, indoor
and outdoor pools, athletic facilities, neeting roons, and three
food establishnments, including a gournmet restaurant. The renaini ng
236 acres included open | ands, a ring of woods, private roads, and
the tinme-share condom ni uns and t ownhouses.

The Powhatan Plantation resort has a colonial working
plantation theme. It was nmarketed as a luxury resort suitable for
famlies to discover and explore the history of the surrounding
area. The first sale of a time-share unit occurred in |late 1984.
As of February 1989, a total of 106 residential units had been
sol d; that nunber increased to 140 the foll ow ng year.

The ti me-share programoffered by Powhat an Associ at es conveyed
either a 1/52 or a 1/104 undivided interest in an annual or
bi annual tinme-share estate. A purchaser of a tinme-share unit at
Powhat an Pl antation was entitled to the exclusive use and enj oynent
of a unit during a designated and fixed week each year. The
purchaser becanme a nenber of the Powhatan Plantation Owner’s

Associ ation, which allowed the purchaser (or vacationer) to use
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desi gnat ed common and recreation areas, as well as the resources of
Resorts Condomi nium International, a tinme-share exchange networKk.

Hawai i and Key West Trips

Petitioners believed that firsthand observation of other
vacation resorts was necessary to maintain a conpetitive edge in
the time-share industry. Between 1984 and 1992, on at | east seven
occasions, WI’'s board of directors approved the expenditure of:
such suns as are necessary in travel and
entertainment to visit other luxury resorts
and hotels in order to Kkeep Powhatan
Pl antation conpetitive in product, services,
and to remai n know edgeabl e about i nnovations
in the resort industry and to seek new
busi ness opportunities and to engage in or
sponsor retreats with political or business
persons affecting the resort industry.

W/ bore all these expenses, with no conmm tnent of reinbursenent

from Powhat an Associ at es.

Begi nning in 1986, and continui ng through the years in issue,
petitioners made nunerous trips to Hawaii and Key West, Florida.
Most of these trips were taken around the Thanksgi ving, Chri stnas,
and New Year’s holidays and often | asted between 2 and 3 weeks.

During these trips, petitioners conducted “interviews” wth
guests of the resorts, took tours of the resort facilities and
prem ses, and examned the kitchen anenities and nenus for
conpatibility with Powhatan Plantation. The purpose of the

interviews and inspections was to gauge custoner service and

determ ne the level and efficiency of those services each resort
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was providing. Petitioners rarely, if ever, spoke wth the
managenent of these resorts.

On a nunber of occasions, other nenbers of the “WI managenent
teanf acconpanied petitioners on these trips. On at |east one
occasion each, David Legere (president of Ofsite) and Senator
Stanl ey Wal ker, along with their spouses, traveled with petitioners
and had their expenses paid by WI. On these trips, petitioners
and their associ ates stayed at first-class resorts and di ned at the
finest restaurants. During their Decenber 1990 trip to Hawaii
petitioners stayed at the Hal ekul ani Hotel for $850 per night and
dined at the La Mer restaurant for neals costing $900 or nore; the
next nonth they stayed at the Lodge at Koel e for $900 per ni ght and
di ned at expensive restaurants, with one neal costing over $2, 000.

On these trips, petitioners enjoyed room service and many of
the local attractions. Over the course of 4 days, petitioners
incurred $462 in room service charges. During this same period,
petitioners visited local tourist attractions such as Sea Life
Par k, Al a Mbana shoppi ng center, and the Waipio Valley historical
site.

During the audit for the years in question (discussed infra),
Dr. Gow was requested to provide itineraries for the trips to
Hawai i and Key West. These itineraries, which purport to summarize

petitioners’ activities during those trips, were reconstructed by
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Dr. Gow between 1993 and 1995, on the basis of invoices and
“what ever records” petitioners maintained.
The total cost of travel, lodging, neals, and other rel ated
expenses W/I incurred for trips to Hawaii during the years in issue

were as foll ows:

Year Expendi t ur es
1989 $71, 700
1990 67, 454
1991 44 857
1992 83, 929

W/I deducted these ampunts, subject to the statutory limts on
travel and entertai nnent expenses.

The total cost of travel, lodging, neals, and other related
expenses W/I incurred for trips to Key West during the years in

i ssue were as foll ows:

Year Expendi t ur es
1989 $7, 536
1990 14, 256
1991 14, 395
1992 11, 281

W/I deducted these ampunts, subject to the statutory limts on

travel and entertai nnent expenses.
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Procurenent and Use of Animal Trophies

W/l incurred expenditures for travel, food, |[|odging, and
prof essional guide fees in connection with the procurenment of a
worl d-class animal trophy collection (as well as taxiderny

expenses) as foll ows:

Year Expendi t ur es
1989 $130, 376
1990 124, 803
1991 242,498
1992 74, 696

Under Dr. Gow s direction, Deborah Lee (Ms. Lee), W/I's controller
and accountant, recorded these costs in the conpany’ s general
| edger as an “expense” rather than in an asset account.

The ani mal trophy collection was to be used purportedly as a
marketing strategy for the tinme-share project; nanely, (1) as an
anenity at Powhatan Plantation, and (2) as a traveling display to
generate tinme-share | eads at State and regi onal chapter neetings of
the Safari Club and the National R fle Association.

In order to acquire a world-class aninmal trophy collection,
M. Gow hunted the animals in their natural habitat, nostly at the
Y. O, Ranch. (Y.O Ranch is a 500,000-acre tract of property
| ocated in Texas that housed over 60 species of inported African
plains wildlife.) M. Gow also traveled to Alaska and other
| ocations within the United States in search of exotic game such as
nmoose, Arneni an red sheep, sable, kudu, caribou, and elk. M. Gow

enpl oyed hunting guides on these trips and usually took Dr. Gow
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al ong because he “[enjoyed] spending tinme with her”. Al so
acconpanying M. Gow on the hunting trips were Louis Schreiner and
his wwfe. (M. Schreiner was on the board of the Safari C ub and
owned the Y.O Ranch.) Upon returning from these hunting
excursions, M. Gow would hire a taxiderm st to create the ani ma
nount s.

The planned animal trophy nuseum to be | ocated on Powhat an
Pl antati on was never built. Nor was there ever a traveling display
of the nounts. Rather, the animal nounts were displayed at both
the Y.O Ranch and Bob’'s Gun & Tackle Shop (Bob’s) in Norfolk,
Virginia. (Atotal of 31 animal nounts were displayed at Bob's and
nore than 31 others were di splayed at the Y.O Ranch.) Initially,
t he ani mal nmounts at Bob’s were identified with note cards bearing
the name of M. Gow and certifying the animal nmounts’ world record
status. Approximately a year later, and at the advice of their tax
preparers, petitioners sent Bob’'s a letter indicating that the
ani mal mounts were the property of Powhatan Plantation
Subsequently, the note cards were replaced with formal plaques
beari ng the nane “Powhatan Pl antation”

In 1991, Bob’s placed 18 of the aninmal nounts in storage. In
1997, Signature Resorts, Inc., purchased all the assets of Wi
i ncluding the animal trophy collection.

In 1989, 1990, and 1992, W/ deducted all costs incurred for

t he procurenment and di spl ay of the animal trophy coll ection, except



- 16 -
for $220 in 1990 and $1,760 in 1992, which were not deducted by
virtue of travel and entertainment statutory limtations in effect
for those years. In 1991, W/I capitalized $137,410 in ani nal
trophy collection expenses and deducted $104,175. The renai ning
$913 was not deducted because of the travel and entertainment
statutory limtations.

W/I's and Petitioners’ Audits for 1989-92

In July 1991, Revenue Agent Richard Puchaty audited WI’ s tax
returns. Petitioners’ tax returns were included in the audit after
Revenue Agent Puchaty noticed an unusual pattern of recording
expenses relating to the animal trophy collection across four
different accounts in the conpany’s general |edger. Revenue Agent
Puchaty concluded that in light of continual m scharacterization of
t he ani mal trophy accounts throughout the conpany’ s | edger, as wel |l
as his difficulty in locating the animal trophy expenses entries,
t hese expenses were intentionally being hidden. |In an effort to
clarify WI’'s |edger system Revenue Agent Puchaty sought an
interviewwth both Dr. Gow and Ms. Lee; his request was deni ed.

Petitioners’ 1989-92 Tax Returns

On their 1989 and 1990 returns, petitioners reported the
values of the stock awarded to Dr. Gow as $40,000 and $20, 000,
respectively. They did not seek an expert valuation of the stock
before reporting the aforenentioned values on their tax returns.

Petitioners reported no dividend incone for 1989 and 1990, and



- 17 -
reported $420 and $2,094 of dividend inconme for 1991 and 1992,
respectively. The dividend income reported for 1991 and 1992 was
not attributable to any distributions from W/l .

Noti ce of Deficiency

In the notice of deficiency, respondent determ ned that the
fair market value of the stock awarded to Dr. Gow on February 16
1989, was $1,600,000, and the fair market value of the stock
awarded to her on February 15, 1990, was $800, 000. After the
i ssuance of the notice of deficiency, respondent’s valuation
experts revalued the stock awards at $2, 142,313 and $597, 353 at
their respective val uation dates.

Respondent also determned that petitioners received
constructive dividends fromWI for 1989, 1990, 1991, and 1992 in
the anounts of $305,072, $395,225, $341,521, and $323, 281,
respectively. By anendnent to answer, respondent increased the
amount for 1991 to $479,844. In his posttrial brief, respondent
concedes that certain expenses paid by WI in 1989-92 do not
constitute constructive dividends to petitioners.

On the basis of respondent’s redeterm nation of the val ues of
the stock awards and the increase in the anount of the 1991
constructive dividend, the deficiencies asserted for 1989 and 1991

i ncreased to $877, 054 and $153, 214, respectively.
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OPI NI ON

| ssue 1. The Fair Market Value of W/I's Commpbn St ock

The first issue presented i nvolves the valuation of shares of
W/l’'s stock awarded to Dr. Gow as a bonus. The parties agree that
the val ue of these shares constitutes incone to Dr. Gow.

The standard for valuation is fair market value, which is
defined as “the price at which the property would change hands
between a willing buyer and a wlling seller, neither being under
any conpulsion to buy or to sell and both having reasonable

know edge of relevant facts.” United States v. Cartwight, 411

U. S 546, 551 (1973); Collins v. Conmm ssioner, 3 F.3d 625, 633 (2d

Cr. 1993), affg. T.C. Meno. 1992-478; Estate of Newhouse V.

Commi ssioner, 94 T.C. 193, 217 (1990). This standard i s objecti ve,

using a purely hypothetical willing buyer and willing seller, each

of whom woul d seek to maxim ze his or her profit. See Estate of

Watts v. Conm ssioner, 823 F.2d 483, 486 (11th Gr. 1987), affgqg.

T.C. Meno. 1985-595; Estate of Sinplot v. Comm ssioner, 112 T.C.

130, 151-152 (1999); Estate of Mtchell v. Conm ssioner, T.C Meno.

1997-461. The hypothetical buyer and seller are not specific
i ndividuals and their characteristics are not necessarily the sane
as the personal characteristics of an actual seller or a particul ar

buyer. See Propstra v. United States, 680 F.2d 1248, 1251-1252

(9th CGr. 1982); Estate of Newhouse v. Conm ssioner, supra at 218.

However, the hypothetical sal e shoul d not be construed in a factual
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vacuum See Estate of Andrews v. Commi ssioner, 79 T.C. 938, 956

(1982).

The two W/I stock awards are from a private, closely held
corporation. There were no arm s-length sales of the stock before
the date of the stock award. Accordingly, we determ ne the val ue
of the stock awarded indirectly by considering the follow ng
factors:

“(a) The nature of the business and the history of the
enterprise fromits inception.

(b) The econom c¢c outlook in general and the condition and
out | ook of the specific industry in particular.

(c) The book value of the stock and the financial condition
of the business.

(d) The earning capacity of the conpany.
(e) The dividend-paying capacity * * *,

(f) Wether or not the enterprise has goodw Il or other
i nt angi bl e val ue.

(g0 * * * the size of the block of stock to be val ued.
[ and]

(h) The market price of stocks of corporations engaged in the
sanme or simlar line of business having their stocks actively
traded in a free and open nmarket, either on an exchange or
over-the-counter.”

Estate of Sinplot v. Conm ssioner, supra at 153 (quoting Rev. Rul.

59-60, 1959-1 C B. 237, 238).
Utimately, valuation is a question of fact; all facts and
circunstances are to be exanm ned on the date of valuation w thout

regard to hindsight. See Conm ssioner v. Scottish Am Inv. Co.
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323 U. S, 119, 123-125 (1994); Estate of Jung v. Conm ssioner, 101

T.C. 412, 423-424 (1993); Skripak v. Conm ssioner, 84 T.C. 285, 320

(1985). However, future events that are reasonably foreseeabl e at
the valuation date may be considered in determning fair market

val ue. See Estate of Newhouse v. Conmmi ssioner, supra at 218.

Both respondent and petitioners rely upon the report and
testinmony of their respective expert wtnesses to establish the
val ue of the shares of W/I's stock awarded to Dr. Gow. W weigh
the expert’s testinony in light of the expert’s qualifications as

well as other credible evidence. See Estate of Christ .

Comm ssi oner, 480 F.2d 171, 174 (9th Gr. 1973), affg. 54 T.C 493

(1970); Estate of Newhouse v. Conmm ssioner, supra at 217. W are

not bound by the opinion of any expert witness; we my reach a
decision as to the val ue of property based upon our own anal ysi s of

all the evidence in the record, see Silverman v. Conmm ssioner, 538

F.2d 927, 933 (2d G r. 1976), affg. T.C Meno. 1974-285, using al
of one party’s expert analysis, or selectively using any portion of

either analysis, see Estate of Sinplot v. Conm ssioner, supra at

155; Parker v. Commi ssioner, 86 T.C. 547, 562 (1986); Buffalo Tool

& Die Manufacturing Co. v. Conm ssioner, 74 T.C. 441, 452 (1980).
Additionally, we may derive the fair market val ue of property from
within a perm ssible range of values that may be arrived at from

consideration of all the evidence. See Silverman v. Commi SSi oner,

supra; Estate of Sinplot v. Conmni Ssioner, supra.
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A. Valuation by Petitioners’ Expert

Petitioners’ expert, Peter Ganpel (M. Ganpel), is the
director of the Florida and Cari bbean val uation services group of
Arthur Andersen & Co. In determning the value of the shares of
W/l stock awarded to Dr. Gow (800 shares on February 16, 1989, and
400 shares on February 15, 1990), M. Ganpel first valued WI's
one-third interest in Powhatan Associates, and then adjusted the
book values of WI’'s assets to their fair market values to
determ ne the equity value of WI as of the applicable valuation
date. Next, M. Ganpel applied discounts to the shares of stock
awarded to Dr. Gow to reflect lack of <control and |ack of
mar ket abi lity. M. Ganpel ultimately arrived at a value of
$685, 000 for the 800 shares of WI stock awarded to Dr. Gow on
February 16, 1989, and $299, 000 for the 400 shares awarded to Dr.
Gow on February 15, 1990.

In valuing WI's interest in Powhatan Associates, M. Ganpel
first determ ned the aggregate val ue of Powhatan Associ ates as of
February 16, 1989, and February 15, 1990, and in doing so he used
t he i ncone approach, adopting the di scounted cash-fl ow nethod. The
di scounted cash-flow nmethod is based upon the premse that a
business is worth the present value of all future benefits it wll
produce for its owner(s), wth each expected future benefit
di scounted at a rate that reflects the risk that those benefits

wll not be realized. The discount rate selected is generally
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based on rates of return available (as of the valuation date) from
alternative investnents of simlar type and quality. Application
of this nethod requires forecasting future benefits from the
ownership of the operations as well as future investnents required
to maintain the | evel of benefits.

M. Ganpel determ ned Powhat an Associ ates’ antici pated i ncone
streamby (1) projecting the nunber of tinme-share intervals sold as
of the respective valuation dates, and (2) estimating the sale
price for those intervals. He projected the nunber of intervals
sold by averaging the interval sales for the 2-year period
precedi ng each valuation date. (The interval sales were 1,408 for
1987, 1,754 for 1988, and 1,749 for 1989.) Next, he divided total
sales by intervals sold for each of 1987, 1988, and 1989 in order
to arrive at the average interval price for each year. By using
t hi s net hodol ogy, M. Ganpel determ ned the average interval price
to be $11, 400 for 1987, $13,100 for 1988, and $13,300 for 1989, and
the average interval price for the 1987-88 period to be $12, 250,
and for the 1988-89 period to be $13, 200.

M. Ganpel then considered cost of sales for the intervals,
taking into account construction costs, project anenities, sales
conmm ssi ons, and t he devel opnent fee payabl e by Powhat an Associ at es
to WI. He estimated cost of sales to be 71 percent for the 1989
valuation date and 69 percent for the 1990 valuation date. In

maki ng this determ nation, M. Ganpel considered interest incone,
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interest expense, incone taxes, admnistration costs, and
anortization for financing comnmtnents. After estimating Powhatan
Associ ates’ net incone for both valuation dates, in order to arrive
at Powhatan Associates’ estimated annual cash-flow stream M.
Ganpel consi dered noncash charges, capital expenditures, changes in
net working capital, and debt.

Next, M. Ganpel developed a discount rate through the

summati on net hod that conbi ned:

a risk-free rate of return of 8.93%
a market risk prem um of 3.97
a small stock risk prem um of 9.02
a conpany specific risk prem um of 10.0
Tot al 31.92
Rounded 32.0

The 32-percent discount rate was then applied to Powhatan
Associ ates’ estimated cash-flow stream for both val uati on dat es.

On the basis of his discounted cash-flow analysis, M. Ganpel
opined that (1) the fair market value of Powhatan Associ ates was
approximately $11.7 mllion as of February 16, 1989, and $14
mllion as of February 15, 1990; and (2) WI'’'s one-third interest
i n Powhat an Associ ates (before discounts to reflect |ack of control
and |lack of marketability) was approximately $3.9 nmllion as of
February 16, 1989, and $4.7 mllion as of February 15, 1990.

M. Ganpel reduced the value of W/I’'s one-third interest in
Powhat an Associ ates by two discounts: A mnority interest (or |ack

of control) discount and a | ack of marketability discount. These
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di scounts were applied separately. After exam ning data on control
prem um studies, M. Ganpel concluded that a 15-percent mnority
i nterest discount was appropriate for both valuation dates. In
addition, M. Ganpel concluded that a 30-percent |ack of
mar ketabi ity di scount for both val uation dates was appropriate on
the basis of the following factors: The Ilack of *“special
purchasers” in the tinme-share industry, the restrictive nature of
the buy-sell provision in the joint venture agreenent, the overal
restrictions placed on transferability of the joint venture’'s
interest, and the size and conposition of each partner’s one-third
interest. Accordingly, after applying discounts to reflect |ack of
control and | ack of marketability, M. Ganpel opined that the val ue
of W/I's one-third interest in Powhatan Associ ates was $2, 321, 690
as of February 16, 1989, and $2,770, 320 as of February 15, 1990.
After determning the value of W/I's one-third interest in
Powhat an Associ ates, M. Ganpel adjusted the book value of WI’s
other assets to fair market value as of February 16, 1989, and
February 15, 1990. After making these adjustnents, M. Ganpe
determined that WI’'s adjusted book value was $3,328,707 as of
February 16, 1989, and $4, 040,947 as of February 15, 1990. To
t hese val ues, M. Ganpel applied a 15-percent contingency di scount
that further reduced the adjusted book val ues of WI to $2, 829, 401

as of February 16, 1989, and $3, 434,805 as of February 15, 1990.
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M. Ganpel’'s final step in valuing the stock bonuses was to
apply a second level (at the WI level) of mnority interest and
| ack of marketability discounts. M. Ganpel believed that for the
February 16, 1989, stock issuance, a 20-percent mnority interest
di scount and a 30-percent lack of marketability discount were
appropriate. For the February 15, 1990, stock i ssuance, M. Ganpel
believed that a 30-percent mnority interest discount and a 30-
percent lack of marketability discount were appropriate. In
determning the extent of the mnority interest discount, M.
Ganpel considered the follow ng factors: (1) The size of the stock
i ssuance (800 and 400 shares), which represents only a mnority
interest in WI; (2) the existence of the VTA at both valuation
dates; (3) a lack of “swing vote” characteristics in each stock
i ssuance; (4) a lack of “special purchasers” in the marketpl ace;
(5) W'’'s historical reluctance to distribute dividends; (6) the
terms of the buy-sale agreenent and other restrictions on the
transferability of W/I’'s stock; (7) the lack of recent sales of
simlar interests in WI; and (8) the existence of the ongoing
l[itigation. In determning the marketability discount, M. Ganpel
reviewed a nunber of enpirical studies that were performed in an
effort to quantify average levels of discounts for |ack of
marketability in the marketplace and considered the follow ng
factors: (1) The lack of an organized market for the

purchasing/selling of interests; (2) lack of sales of simlar
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interests; (3) the renoteness of a sal e of Powhat an Associ ates; and
(4) the probability of an event giving rise to a dispute anong the
venturers.

By applying these discounts, M. Ganpel concluded that the
fair market value of the stock bonus to Dr. Gow was $685, 000
($856. 25 per share) on February 16, 1989, and $299, 000 ($747.50 per
share) on February 15, 1990.

B. Valuation by Respondent’'s Experts

Respondent relied upon two expert w tnesses: Di ane Mui den
(Ms. Maiden) and Deborah Kalmar (Ms. Kalnmar), both of whom are
enpl oyed full tinme by the Internal Revenue Service. M. Miden, a
real estate appraiser, valued Powhatan Associates’ inventory of
time-share intervals and the | and yet to be devel oped as ti ne-share
property.? Ms. Kalmar, a business valuation expert, used M.
Mai den’ s val uations to conpl ete respondent’s val uati on of the stock
bonuses awarded to Dr. Gow.

Ms. Mai den val ued the incone-producing property of Powhatan

Plantation using the discounted cash-flow nethod because of the

2 On Feb. 16, 1989, the project was in phase IIl of its
pl anned devel opnent, with approximately 50 acres (146 units) of
the 256-acre site devoted to the project. By Feb. 15, 1990, 65
acres (196 units) had been devoted to the project. According to
the zoning and final site plan, approved by the Janes Cty County
Board of Supervisors in April 1984, only 500 residential units
could be built on the 256 acres. Therefore, in 1989, 206 acres
remai ned to be devel oped with a maxi mnum of 354 residences and in
1990, 191 acres renai ned which could be devel oped with 304
resi dences.
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i nconme- produci ng nature of the property. To project the nunber of
ti me-share sal es, she relied on Powhat an Associ ates’ annual reports
to the Virginia Departnment of Professional and Occupational
Regul ation’s real estate board, the public offering statenent for
the project, and conputer printouts of 1989 and 1990 sal es provi ded
by petitioners. M. Miden determ ned that potentially 500 units
could be built, and after taking into account the nunber (5, 497) of
intervals which had been sold as of February 16, 1989, 20,003
intervals remained for sale.® She projected annual sales of 1,800
intervals for 1989 and 1,900 intervals for each of the subsequent
years until the total nunber of intervals (20,003) that remained to
be sold as of February 1989 was sold. To determ ne a weighted
average interval sales price, Ms. Maiden used the audited financi al
statenents of Powhat an Associ ates and a price list for sale in 1997
(the only existing pricelist), inadditionto the information used
to project the nunber of time-share units sold. On the basis of
this information, M. Mii den determ ned a weighted average sale
price of $14,000 for all years in the projection period. The net

operating incone per interval was then estimted, using Powhatan

3 In cal culating the nunber of intervals which could be
sold, both experts used 51 intervals per unit.
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Associ ates’ financial statenents and Powhat an Associ ates’ marketi ng

and construction agreenents, as foll ows:

Aver age interval sales price: $14, 000
Expenses:
Sal es/ mar ket i ng 45. 0
Cost of construction 25.0
Devel opnment fees 1.5
Reserves for anenities 1.5
Tot al 73.0
Net operating inconme per interval $3, 780

($14,000 - (73% x 14,000 = $10, 220))

On the basis of the assunptions that (1) as of February 1989,
20,003 intervals renmained for sale, (2) 1,800 of the 20,003
intervals would be sold in year 1, 1,900 of the intervals would be
sold in each of the years 2-10, and 1,103 intervals wuld be sold
in year 11, and (3) the net operating incone per interval would be
$3,780, Ms. Maiden calculated the incone stream that could be
generated from the sale of Powhatan Plantation’s tine-share
properties to be $75,611, 340 for 1989 and $69, 586, 020 for 1990.

Ms. Mai den then consi dered the proper di scount rate to be used
to bring the estimated future income stream to present value
Utimately, M. Miden determ ned that a 25-percent discount rate
was appropriate, using “the band of investnent” nmethod, which is a
“synthesis of nortgage and equity * * * [yield] rates, which market
dat a di scl oses as applicable to conparabl e properties”. The nethod
selected is “a weighted average of rates of return by the |ender

and equity investor”. |In arriving at the 25-percent discount rate,
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Ms. Maiden conbined the safe rate of return fromthe 10-year U S.
Treasury bond (9.17 percent and 8.47 percent on the two val uation
dates) and the equity rate expected by land and real estate
devel opers (between 15 and 30 percent). Believing that the risk
and | ack of liquidity inherent inthe time-share industry increases
t he di scount rate, Ms. Maiden sel ected the higher end of the range.

Use of the 25-percent discount rate resulted in Powhatan
Associ ates’ inventory of tinme-share intervals and the land yet to
be devel oped having a fair market value of $28,732,000 as of
February 16, 1989, and $28, 402,000 as of February 15, 1990.

Respondent’ s experts adj usted (i ncreased) Powhat an Associ at es’
yearend audited bal ance sheet to reflect the fair nmarket val ues of
the inventory and land. Using the first-in first-out (FIFO nethod
of inventory, they determ ned the division between inventory and
land fair market values to be as follows:

2/ 16/ 89 Inventory on hand— 1,949 intervals

(Rounded)
Nunber Net Val ue Di scount ed Val ue (25%
Sal es (projected) 1, 800 $3, 381 $6, 085, 498
Remai ni ng i nventory 149 2,705 403, 045

Val ue allocated to
i nventory of
i nterval s 1, 949 6, 488, 543
Total FW 28,732,000
Val ue al |l ocat ed
to | and 22, 243, 457
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2/ 15/ 90 Inventory on hand— 2,905 intervals

(Rounded)
Nunber Net Val ue Di scount ed Val ue (25%
Sal es (projected) 1, 900 $3, 381 $6, 423, 581
Remai ni ng i nventory 1,005 2,705 2,718, 525

Val ue allocated to
i nventory of

interval s 2,905 9,142, 106
Total FW 28,402, 000
Val ue al |l ocat ed
to I and 19, 259, 894
Powhat an Associ ates’ balance sheet line itens (other than

inventory and |and devoted to tine-share developnent) were
interpolated fromthe close of the end of the prior year to the
applicabl e valuation date (at a straight-line rate) to reflect the
time di fference.* (No provision for taxes was included in
determ ning the overall value of Powhatan Associates on the basis
that no tax is paid at the joint venture level.) After nmaking
t hese adjustnents, respondent’s experts concluded that (1) the
venturers’ equity in Powhatan Associates was $32, 866,718 as of
February 16, 1989, and $35, 001, 760 as of February 15, 1990, and (2)
WI's one-third pro rata interest in Powhatan Associ ates (before
di scounts to reflect |l ack of control and | ack of nmarketability) was
$10, 955,573 as of February 16, 1989, and $11, 667, 253 as of February

15, 1990.

4 The interpolation factor for Feb. 16, 1989, was 47
days/ 365 days, and for Feb. 15, 1990, was 46 days/ 365 days.
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Next, respondent’s experts considered whether discounts
(either for lack of marketability or for mnority interest, or
both) were appropriate. Initially, the experts did not believe a
di scount for lack of marketability was appropriate at the joint
venture |l evel. Subsequently, they concluded that a 10-percent |ack
of marketability di scount was appropriate, stating:

The chief asset of Powhatan Associates is the
inventory and |l and to be devel oped for tinme shares, and
anpl e al l owance for |ack of marketability was taken into
account for that asset, both in the projections of inconme
and in the application of a relatively |arge discount
rate. There is judicial precedent for this judgnent not
to duplicate discounts already taken.

The experts further concluded that at the joint venture |l evel only
arelatively small discount (5 percent) for amnority interest was
appropriate, stating:

The history of the joint venture displays a careful
attention to conservative devel opnent: i nventory was kept
low, and areas were built in clusters close to one
anot her and the anenities, to allow for maxi num use of
t he residual acreage should the tine share devel opnent
slow or cease. This history was taken into account in
the real estate appraiser’s finding of fair market val ue
of the time share property. There is no reason that
t hese practices should change if another entity stepped
into the shoes of WI as adm nistrator of the project.
The exit provisions of the joint venture agreenent
provide for a purchase (by the other venturers) of a
selling venturer’s interest at fair market value or at
the price offered by a bona fide third party. A
purchaser of a 1/3 interest m ght have the opportunity to
purchase the entire entity under those exit provisions.
W apply a 5% di scount for the WI mnority interest to
account for the risk that a purchaser of 1/3 interest
m ght be invited to purchase all of the venture but be
unwi Il ling to do so, thus cancelling the 1/3 interest
purchase. Because of the profitability of the venture to
the other two “partners”, this scenario is unlikely.
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After application of these two discounts, respondent’s experts
opined that WI’'s one-third pro rata interest in Powhatan
Associ ates was $9, 367,015 as of February 16, 1989, and $9, 975, 502
as of February 15, 1990.

Thi s di scounted val ue of WI's interest in Powhatan Associ at es
was incorporated into the balance sheet of WI. The experts
further adjusted W/I's bal ance sheet (1) to account for the fair
mar ket val ue of a 1-1/2-percent devel opnent fee payable to WI from
Powhat an Associ ates, (2) to apply a provision for the present val ue
of taxes to be paid at the tine of the tine-share sales, and (3) to
reduce from book to fair nmarket value the interest WI held in a
parcel of undeveloped land in North Carolina. On the basis of
t hese adj ustnents, the experts determned (1) the fair market val ue
of WI was $6, 880, 694 as of February 16, 1989, and $7, 466, 913 as of
February 15, 1990, and (2) the pro rata val ue of the 800 shares and
the 400 shares was $2,975,435 as of February 16, 1989, and
$1, 327,451 as of February 15, 1990.

In arriving at the value of the 1989 and 1990 stock i ssuance,
respondent’ s experts’ final step was to sequentially apply (1) a
20- percent ($595,087) minority interest discount and a 10- percent
| ack of marketability discount ($238,035) for 1989, and (2) a 50-
percent ($663,726) mnority interest discount and a 10-percent
(%66, 373) | ack of marketability discount for 1990. Having done so,

respondent’s experts determ ned that the fair nmarket val ue of the
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February 16, 1989, stock i ssuance to Dr. Gow was $2, 142, 313 ($2,678
per share), and the fair market value of the February 15, 1990,
stock issuance to Dr. CGow was $597, 353 ($1, 493 per share).

In determning the fair market value of the stock bonus, the
experts considered the VTA agreenent and the fact that Dr. Gow, at
her el ection, could receive within 10 years up to 10, 000 shares, at
a maxi mum of 1,000 shares per year. The experts believed that
before purchase an informed hypothetical buyer would require
protection against the potential dilution effect of the share
aut hori zation, as well as the placing of the stock in a voting
trust.

C. Court’'s Analysis and Concl usi on

For ease of understandi ng, we have set forth in the appendi ces
hereto a conparison of M. Ganpel’s and Ms. Maiden s-Ms. Kalmar’s
valuations. Gving due consideration to the totality of the
evi dence before us, and in particular the testinony and reports of
the expert wtnesses, we find the analysis and conclusions of
respondent’s experts nore persuasive than those of petitioners’
expert. Consequently, we accept, with nodifications discussed
hereinafter, Ms. Maiden’s and Ms. Kal mar’s val uati ons.

W agree with respondent that M. Ganpel’s report contains

fatal errors. These errors include: (1) Hi s understatenent of
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Powhat an Associ ates’ anticipated income stream?® (2) the size of

the discount rate (32 percent) he devel oped through the summati on

method; and (3) his application of a 15-percent contingency

di scount to reduce the adjusted book values of W!I as of the

val uation dates. We conclude that these errors resulted in an

unaccept abl e understatenent of fair nmarket value for the stock
bonuses awarded to Dr. Gow.©

We agree with the val uati on net hodol ogy used by Ms. Mai den and

Ms. Kal mar (respondent’s experts) but disagree with the quantum of

the discounts they determned for lack of control and |ack of

5 M. Ganpel determ ned Powhatan Associ ates’ antici pated
i ncome stream by (1) projecting the nunber of intervals sold, and
(2) estimating the sale price for those units. He projected the
nunber of intervals sold by averaging the interval sales for the
2-year period preceding each valuation date. He then divided
total sales by intervals sold for each of 1987, 1988, and 1989 in
order to arrive at the average interval price for the applicable
val uation date. By using this nethodol ogy, he used $12, 250 as
the average interval sale price for the 1987-88 period and
$13,200 for the 1988-89 period. W believe M. Ganpel’s
met hodol ogy to be flawed. The yearly interval sale price was
trendi ng upward, and by 1989 it was $13,300. The interval sale
price used by M. Ganpel for the 1989 and 1990 val uation dates
was clearly understated, which in turn, resulted in the
under st atement of Powhatan Associ ates’ inconme stream

6 We are m ndful that besides the val ue of Powhatan
Associ ates, there are other differences between the experts in
val uing W/, such as M. Ganpel’s reducing to 90 percent of face
M. Henderson’s note to WI, whereas Ms. Maiden and Ms. Kal mar
did not. Additionally, M. Ganpel increased WI’'s adjusted book
value to include W/I's estinmated earnings fromthe close of the
end of the prior year to each of the respective val uation dates.
We have chosen to disregard these differences but note that they
would result in an overall increase in the value of WI’'s stock
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mar ketabi ity at both the Powhatan Associ ates and WI |evels. The
di scounts they used were as foll ows:

At Powhat an Associ ates Level

1989 1990
Lack of control 5% 5%
Lack of marketability 10 10
At W/ Level
1989 1990
Lack of control 20% 50%
Lack of marketability 10 10

In contrast to these discounts, M. Ganpel used the follow ng

di scounts:
At _Powhat an _Associ ates Level

1989 1990
Lack of control 15% 15%
Lack of marketability 30 30

At W Level

1989 1990
Lack of control 20% 30%
Lack of marketability 30 30

We have duly considered and studied the factors and reasoni ng
used by the experts in determning their respective discount
anounts. In this regard, we found M. Ganpel’'s reasoning to be
wel | founded and nore persuasive than that of Ms. Maiden and Ms.
Kal mar . M. Ganpel used enpirical studies and factors (stated

supra pp. 24-26) that we believe appropriate in forrmulating his
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opinion as to the discount anounts, whereas respondent’s experts
did not. W are not persuaded by respondent’s experts’ reasoning
in determning the quantum of the discounts. The quantum of the
di scount for lack of control ranged froma | ow of 5 percent at the
joint venture level to a high of 50 percent at the WI |[evel
Moreover, we are mndful that initially respondent’s experts
believed a discount for lack of marketability was not appropriate
at the joint venture | evel, but eventually changed their m nds and
applied a 10-percent discount. In contrast, M. Ganpel’s di scount
rates were consi stent and uniform ranging from15 percent for |ack
of control at the joint venture level (20 percent for |ack of
control at the W/ level) to 30 percent for |lack of marketability
at both |evels. Consequently, we adopt the quantum of the
di scounts for lack of control and lack of marketability at both
| evel s for both valuation dates as determ ned by M. Ganpel. Thus,
t he valuation conclusions of Ms. Miiden and Ms. Kal mar shoul d be
adj usted (reduced) to reflect M. Ganpel’s discount amounts. This
adjustnment can be nmade by the parties in their Rule 155
conput at i on.

I n reachi ng our concl usions, we have considered all argunents
raised by the parties in their posttrial briefs. W reject, as
apparently did petitioners own expert, the argunment (which
petitioners’ counsel alleges was conceded by Ms. Kal mar during her

testinony) that the shares of WI stock awarded to Dr. Gow have no
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val ue because of the existence of the voting trust agreenent and
the potential dilution of WI stock as a consequence of Dr. Gow s
right to have 10,000 shares of W/I stock issued to her.

| ssues 2 and 3. Constructive Dividends

W next exam ne whether WI's paynents of petitioners’
expenses for trips to Key Wst and Hawaii, as well as WI’s
paynments for the acquisition of the animal trophy collection,
constitute constructive dividends to petitioners.

The anobunt of these expenditures is not in dispute. Rather,
the dispute centers upon whether these expenditures were nade
primarily to advance petitioners’ personal interests or were for
| egitimate business interests of WI. Petitioners maintain that
the trips to both Key West and Hawaii generated numerous ideas and
concepts that were considered and | ater incorporated by Powhatan
Associates inthe tine-share resort. Further, petitioners maintain
that the anobunts expended on the procurenent of the animal trophy
collection created an anenity intended to attract buyers of the
time-share intervals. Respondent, on the other hand, maintains
that these expenditures were mde primarily to provide a
substantial personal benefit to petitioners.

It has | ong been recogni zed that when a corporation nmakes an
expenditure or distribution out of its earnings and profits
(wi thout an expectation of repaynent) primarily to confer a

substanti al personal benefit to a shareholder, the value of the
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benefit conferred is taxabl e as a constructive di vidend. See secs.

61(a)(7), 301, 316; Ilreland v. United States, 621 F.2d 731, 735

(5th Cr. 1980); Loftin & Whodard, Inc. v. United States, 577 F.2d

1206, 1214 (5th G r. 1978); Hash v. Comm ssioner, 273 F. 2d 248, 250

(4th Grr. 1959), affg. T. C Meno. 1959- 96; Fal setti V.

Commi ssioner, 85 T.C. 332, 356-357 (1985). A constructive dividend

can take the formof either a distribution of corporate funds, the
use of corporate property for personal purposes, or paying off a
personal expense of the shareholder by the corporation. See

Ireland v. United States, supra; Wall v. United States, 164 F.2d

462 (4th Gr. 1947); Mrtin v. Comm ssioner, T.C Meno. 1997-492;

Yar brough O dsmobile Cadillac, Inc. v. Conmssioner, T.C. Meno.

1995-538. Control of a corporation by a shareholder as well as a
corporate history of not paying dividends weighs strongly in favor

of finding a constructive dividend. See Yarbrough O dsnobile

Caddillac, Inc. v. Conm ssioner, supra; Thielking v. Conm ssi oner,

T.C. Meno. 1987-227, affd. 855 F.2d 856 (8th G r. 1988).
In determ ning whether or not the expenditure related to the
busi ness of the corporation, we nust ascertain whether the paynent

or expenditure has independent and substantial inportance to the

payi ng corporation. See T.J. Enters., Inc. v. Conm ssioner, 101
T.C. 581 (1993). An expenditure generally does not have
i ndependent and substantial inportance to the distributing

corporation if it is not deductible under section 162. See, e.g.,
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P.R Farms, Inc. v. Conm ssioner, 820 F.2d 1084, 1089 (9th Cr.

1987), affg. T.C. Menp. 1984-549; G Il v. Conm ssioner, T.C Meno.

1994-92, affd. 76 F.3d 378 (6th Cr. 1996). Thus, our analysis
begi ns by focusing upon whether WI’'s expenditures were ordi nary
and necessary in the context of the tinme-share resort industry. An
expense is ordinary if it is common or frequent in the context of
the particular business out of which it arose. See Deputy v.
DuPont, 308 U.S. 488, 495 (1940). An expense is necessary if it is
appropriate and hel pful to the operation of the taxpayer’s trade or

busi ness. See Carbine v. Conm ssioner, 83 T.C 356, 363 (1984),

affd. 777 F.2d 662 (11th Cr. 1985).

A Expenditures for the Hawaii and Key West Trips

Petitioners’ evidence substantiating their activities of their
Key West and Hawaii trips consisted of their testinony and prepared
itineraries. W view petitioners’ testinony with caution, as it
was self-serving. |In addition, the itineraries were prepared by
petitioners at |east a year after the trips and in response to a
tax audit; understandably, we question their reliability.
Moreover, we are unable to ascertain from the itineraries the
busi ness rel evance  of many  of petitioners’ activities.
Accordingly, petitioners failed to persuade us that the purpose of
these trips was not primarily their personal benefit. See G ossman

v. Commi ssioner, T.C Menp. 1996-452, supplenented by T.C Meno.

1997-451, affd. 182 F. 3d 275 (4th G r. 1999); Fong v. Conm ssi oner,
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T.C. Meno. 1991-180. Respondent, on the other hand, produced
numerous billing statenments and invoices as well as testinony
regarding WI’'s expenditures for 1991. W find respondent’s
evi dence persuasive.

According to petitioners, these trips were undertaken to
i nvestigate and research Powhatan Pl antation’ s conpetitionin order
to incorporate conparable resort features and services that would
make them nore attractive to potential custoners. W view this
assertion with skepticism In our opinion, the innovations and
research petitioners sought could have been obtained w thout the
el ements of substanti al per sonal pl easure. To illustrate,
petitioners spent a |arge anount of tinme on these trips enjoying
shopping malls, thene parks, and historical |ocations. Many of
these trips were taken around the Thanksgi ving, Christmas, or New
Year’ s holidays and were the only tinme during the year petitioners
managed to escape their everyday routine. WI subsidized nany of
the incidental expenses incurred by the spouses of nmenbers of the
“managenent teanf. During sone of the activities, dinners costing
$1,000 or nore, as well as room service bills of alnobst $500,
became the norm Although it m ght be ordinary and necessary for
Powhatan Plantation to investigate its conpetition in the sane
geographic area, it has not been shown to be ordi nary and necessary
for petitioners to examne resorts that are located in distant

areas and are not in direct conpetition with Powhatan Pl antati on.
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In light of petitioners’ control of W!I, such expenses becone
especially suspect. W conclude that the primry purpose of these
trips was petitioners’ personal enjoynent.
Petitioners’ visits were, at best, of marginal benefit to Wil
and the joint venture. As we have previously stated:
a trip that is primarily for the taxpayer’s
i ndi vi dual pleasure is not converted into a
business trip nerely because sone short
portions of the trip involve Dbusiness
activities, even when it is clear that the
asserted business activities actually occurred
and that those business activities actually
affected the cost of the trip.

G ossman v. Comm ssioner, supra (citing George R Hol swade, M D.

P.C. v. Comm ssioner, 82 T.C. 686 (1984)).

In Gossman, a case whose facts are simlar to those in this
case, we found that corporate expenses for trips taken by the
taxpayer and his wife that had a slight business conponent
constituted constructive dividends. In Gossman, the taxpayer and
his wife, the two principal owners in a closely held corporation,
took nmultiple trips to resort locations across North Anmerica,
ostensibly to conduct discussions regarding corporate business.
The taxpayers subsequently caused their corporation to reinburse
them for their expenses. Relying solely upon the taxpayer’s
assurances that there were no personal expenses involved, the
corporation’s accountant clainmed deductions for travel and
entertai nment expenses. In finding that the corporation mde

constructive dividends to the taxpayer, we disagreed with the
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t axpayer’s characterization of the trips as relating to business,
and hel d that the predom nant purpose of nost of the trips, despite
havi ng an incidental business purpose, was personal pleasure. W
find no reason or distinction that conpels a different result in
the case before us. Petitioners have failed to persuade us that
the expenditures were predomnantly for business purposes.
Accordingly, we sustain respondent’s determ nation that for the
years in issue, the total anmounts expended by W/I for petitioners’
entertai nment expenses to Hawaii and Key West constitute
constructive dividends to petitioners.

B. Expendi tures for the Animal Trophy Coll ection

W now turn our attention to WI’'s expenditures for the
procurenent of the animal trophy collection. Once again, our
factual analysis focuses upon whether the expenditures have an
i ndependent and substantial inportance to the payor corporation.

See GIlI v. Comm ssioner, T.C Meno. 1994-92. Al though anounts

spent advancing a personal interest of a taxpayer may constitute
constructive dividends, anmounts expended for the legitimte
i nprovenent of a corporation’s trade or business do not.
Petitioners suggest that because the expenditures for the
animal trophy collection constitute capital expenditures, they
shoul d receive different treatnment than deductible expenses with
regard to constructive dividend treatnment. W disagree. Even if

we were to accept the prem se that these expenses ot herw se were
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anortizabl e under section 263, capital expenditures, if made for
the personal benefit of the sharehol der, can constitute

constructive dividends. See, e.g., Challenge Manufacturing Co. v.

Commi ssioner, 37 T.C. 650, 663 (1962); G 1l v. Conm ssioner, supra.

The expenses incurred for the aninmal trophy collection were
conposed mainly of costs associated with the acquisition and
di spl ay of the animal trophy nmounts; i.e., acquisition and nounting
costs. Petitioners contend that the aninmal trophy collection was
to be used both as a marketing tool and as an anenity of Powhatan
Plantation. They allege the collection was to tour selected sites
around the country as well as to be placed in a “nuseuni | ocated on
Powhat an Plantation. Petitioners assert that such displays woul d
attract potential buyers of the tine-share intervals. However,
nmost of the animal trophy nounts were put on display at Bob's and
the Y. O Ranch.

W find petitioners’ ar gunment unconvi nci ng. Powhat an
Pl antati on had a col oni al working pl antation thenme, enphasi zing the
hi story of the WIIliansburg-Jamestown, Virginia, area. The “worl d-
cl ass” animal trophy nounts collection was designed to be conposed
of exotic animals whose natural habitat did not include the
tidewater area of Virginia. W do not believe the display of
exotic ani mal s such as el k, caribou, or Arnenian red sheep furthers
the historical colonial theme that was in place as a marketing

strategy. In this respect we are m ndful that notably absent from
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t he marketing brochure created by Ofsite to highlight the salient
anenities of the tinme-share resort was the nention of an aninma
trophy collection. Also revealing is the fact that the other
menbers of the joint venture were unaware of the acquisition of an
ani mal trophy collection, which is of significance in view of the
fact that the joint venture agreenent required a majority of the
venturers to decide nonroutine matters.

In acquiring the animal trophy collection, M. Gow personally
hunted the animals and nmade nunerous trips to Y.O Ranch and
Al aska. On several occasions he took his wife along as a traveling
conpani on. He used a custom zed handgun and spent many hours
practicing his shooting skills at a range. He obviously enjoyed
hunti ng. Al though the nere enjoynent of one’'s work may not al one

transforma work assignnment into a hobby, see Sanitary Farns Dairy,

Inc. v. Commissioner, 25 T.C 463, 468 (1955), petitioners’

enj oynent, along with the questionabl e busi ness purpose, strongly
suggests the hunting activities were for M. Gows personal
benefit.

In viewmng the entire record, we are convinced that al
expenditures incurred for the animal trophy collection were
primarily for the personal benefit of petitioners and thus should
be treated as a constructive dividend. In an attenpt to convince

us otherwi se, petitioners cite Sanitary Farnms Dairy, Inc., as

support that costs associated with hunting trips can have a
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| egiti mate busi ness purpose. In Sanitary Farns Dairy, Inc., we

found that “The cost of a big ganme hunt in Africa does not sound
i ke an ordi nary and necessary expense of a dairy business in Erie,
Pennsyl vani a, but the evidence in this case shows clearly that it
was and was so intended.” 1d. at 467. Unli ke here, in Sanitary

Farnse Dairy, Inc., we were satisfied from the evidence in the

record that costs associated with the safari actually assisted in
t he marketing of the product line of the business. Thus, Sanitary

Farnms Dairy, Inc., is distinguishable fromthis case and offers no

support to petitioners’ cause.

In sum we hold that WI’'s paynents of petitioners’ expenses
for trips to Key West and Hawaii, as well as W/I's paynents for the
acquisition of the ani mal trophy collection, constitute
constructive dividends to petitioners.

| ssue 4. | nposition of the Fraud or Accuracy-Rel ated Penalty

W& now address whether petitioners are |liable for the fraud
penal ty under section 6663(a) or alternatively the accuracy-rel ated
penalty wunder section 6662(a). Section 6662(a) inposes an
accuracy-rel ated penalty in an anmount equal to 20 percent of the
portion of the underpaynent attri butable to negligence or disregard
of rules or regulations or to a substantial understatenent of tax.
However, if section 6663(a) is applicable, a penalty in an anount
equal to 75 percent of the underpaynent is inposed. Respondent

relies primarily on the record in its entirety and concl udes that
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petitioners engaged in a pattern of conduct that illustrates their
intent fraudulently to evade paynent of Federal incone tax.
Petitioners obviously disagree.

Fraud is defined as an intentional act of a taxpayer to evade
the paynent of tax that is believed to be owi ng by conduct that
conceal s, msleads, or otherwi se prevents the collection of such

tax. See Sadler v. Conmm ssioner, 113 T.C. 99, 102 (1999); MGCee v.

Comm ssioner, 61 T.C 249, 256 (1973), affd. 519 F.2d 1121 (5th

Cr. 1975); Snavely v. Comm ssioner, T.C Meno. 1994-256. The

Comm ssioner has the burden of proving fraud by clear and
convincing evidence. See sec. 7454(a); Rule 142(b); Row ee v.

Comm ssioner, 80 T.C 1111, 1123 (1983); Beddow v. Conmi ssioner,

T.C. Menp. 1999-232. To satisfy this burden, the Comm ssi oner nust
show. (1) That an underpaynent exists; and (2) that the taxpayer
i ntended to evade taxes known to be owi ng by engaging in conduct
intended to conceal, mslead, or otherw se prevent the collection

of taxes. See Parks v. Conm ssioner, 94 T.C. 654, 660-661 (1990).

The existence of fraud is a question of fact to be resol ved
from the entire record and can be proven by circunstantial

evidence. See Recklitis v. Conm ssioner, 91 T.C. 874, 909 (1988);

G osshandler v. Comm ssioner, 75 T.C. 1, 19 (1980); Gajewski V.

Comm ssioner, 67 T.C. 181, 199 (1976), affd. 578 F.2d 1383 (1978).

But fraud is not presuned; it is required to be shown through
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affirmati ve evidence. See Beaver v. Commi ssioner, 55 T.C. 85, 92

(1970).

Courts have devel oped various factors or badges which tend to
establish fraud. These include: (1) A pattern of understatenent
of incone; (2) inadequate records; (3) conceal nent of assets; (4)
incone fromillegal activities; (5) attenpting to conceal illega
activities; (6) inplausible or inconsistent explanations of

behavior; and (7) dealings in cash. See McGee v. Conmi ssioner

supra at 260; Snavely v. Conm ssioner, supra. In addition, the

t axpayer’ s sophi stication, education, and intelligence may al so be
considered in determning the existence of fraud. See Sadler v.

Conm ssi oner, supra. No single factor or any conbination of

factors will necessarily lead us to the conclusion that fraud
exi sts. W nust exam ne whether a pattern of fraudul ent intent was
established on the basis of an exam nation of the entire record.
Respondent argues that the record is replete with indicia of
fraud by petitioners, including the follow ng: (1) Goss
underval uation of the 1989 and 1990 stock bonus awards; (2) the
hi ding of the animal trophy collection expenditures by recording
themin different accounts in the conpany’s general |edger at the
direction of Dr. Gow, (3) lack of petitioners’ credibility in
statenents nmade both at audit and at trial; and (4) charging of
personal itens as business expenses. Moreover, respondent clains

that petitioners’ know edge of tax and accounting issues supports
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a conclusion that they structured their dealings in WI and
Powhat an Associ ates in such a way as to purposely evade t he paynent
of taxes. W disagree.

We do not find petitioners to be tax sophisticated. Although
mar gi nal | y experienced i n busi ness matters, neither Dr. nor M. Gow
had substantial knowl edge or training in tax |aw Dr. Gow s
advanced degrees were in the field of education, not business.
Before the formati on of WI, her experience and training dealt nore
in the operational managenent and planning side of business than
with the accounting or economc side. Several courses in tax do
not make one an expert. Additionally, we draw no inferences
regarding Dr. Gow s tax sophistication froma letter she wote to
her personal accountant (M. Bielat) regarding her entitlenent to
speci fi c deducti ons.

Al though we find petitioners’ testinony self-serving, we do
not necessarily find their testinony untruthful or devious. Nor
are we convinced that petitioners deliberately caused their travel
and entertai nment expenses to be hidden in the conpany’s books in
a way designed to avoid taxes. The fact that Revenue Agent Puchaty
could not find the expenses in the accounts where he expected them
to be does not persuade us that petitioners intentionally “hid
t hent .

Respondent cites Grossman v. Conmm ssioner, T.C Meno. 1996-

452, for the proposition that in circunmstances simlar to those
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present ed here, we upheld the i nposition of the fraud penalty under
section 6663(a). Wthin the fraud context, we find the situation
in Gossman distingui shable fromthat i nvol ved herein. The taxpayer
in Gossman was a practicing | awer specializing in Federal incone
taxation. He held an LL.M in taxation from New York University
and had previously worked for the Internal Revenue Service. He
obvi ously possessed a substantial |evel of sophistication in the
area of tax law. Here, petitioners, although highly intelligent,
do not possess the sane |evel of tax expertise.

W& recognize that petitioners have grossly underval ued the
st ock bonus awards and charged personal itens as busi ness expenses.
We have no doubt that petitioners’ conduct in this case cones cl ose
to the line that separates a conscious “disregard of rules or
regul ations” froman “intent to evade taxes believed to be ow ng”.
However, even where there is a strong suspicion of an intent to
evade taxes, we are hesitant to i npose the section 6663(a) penalty
unl ess we are convinced that the Conmm ssioner satisfied his burden

of proof. See Toussaint v. Conm ssioner, 743 F.2d 309, 312 (5th

Cir. 1984), affg. T.C. Meno. 1984-25; Petzoldt v. Conm ssioner, 92

T.C. 661, 700 (1989). Here, a conplete review of the record has
convi nced us that respondent has failed to do so. Accordingly, we
decline to inpose the fraud penalty upon petitioners.

Petitioners, however, have failed to prove that they acted

wi th reasonabl e cause and in good faith. Evidence in the record
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persuades us that petitioners negligently disregarded rules or

regul ations. See Neely v. Comm ssioner, 85 T.C 934, 947 (1985);

sec. 1.6662-3(b)(1), Inconme Tax Regs. Accordingly, we hold
petitioners liable for the accuracy-related penalty on the entire
under paynent for the years in issue pursuant to section 6662(a).

I n reachi ng our concl usions herein, we have considered all of
the arguments presented and, to the extent not discussed above,
find themto be irrelevant or without nerit.

To reflect the foregoing and concessions of the parties,

Deci sion will be

entered under Rul e 155.
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APPENDI X A

Conpari son of Experts’
W lianmsburg Vacati ons,

Val uati on of
Inc. Stock

As of February 16, 1989

Val uati on & Powhat an Associ at es

“Pre-tax” val ue of Powhat an

“Post -t ax” val ue of Powhat an
Pro-rata value of 1/3 joint

venture interest

Di scount for |ack of control 15%
Di scount for |ack of
mar ket abi lity 30%

Fair nmarket val ue of Powhat an
1/ 3 i nterest

Val uati on O W/

Shar ehol ders’ equity, 12/31/88

Esti mated earnings to 2/16/89

Fair market val ue of Powhat an

Fair market val ue of devel opnment

fee income

FMV prom ssory note from sharehol der
Land hel d for investnent

O her changes to assets

Cost basis of Powhatan joint venture
Book anmount of prom ssory note

Land held for investnent at cost

Tax adj ust ment

O her changes to liabilities

Cont i ngency di scount

Fair market value of WIIliansburg
Vacati ons, |nc.

15%

Petitioners’
Exper t

$18, 817, 787
11, 704, 663

3, 902, 000
(585, 300)

(995, 010)

2,321,690

Petitioners’
Exper t

$840, 100
359, 324
2,321, 690

697, 000
19, 223
10, 000

(369, 400)

(192, 230)
(357, 000)

3, 328, 707

(499, 306)

2,829,401

Respondent’ s
Experts

$32, 866, 718

10, 955, 573
(547,779)

10% (1, 040, 779)

5%

9,367,015

Respondent’ s
Experts

$840, 086
9,367, 015
1,596, 262
10, 000
22,127
(369, 421)
(357, 000)
(4,228, 419)
207

6, 880, 857

6, 880, 857



Val uati on & The Shar ehol di ngs

Petitioners’ Respondent’ s
Exper t Experts

Per share pro-rata val ue $1, 529 $3, 719

Pro-rata val ue of 800 shares 1, 223, 525 2,975, 506
Di scount for lack of control 20% (244, 705) 20% (595, 101)

Di scount for |ack of
mar ketability 30% (293, 646) 10% (238, 040)
Fair market val ue of 800
shares in WI 685,174 2,142, 364
Rounded 685, 000

Per share 856. 25 2,678
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APPENDI X B

Conpari son of Experts’
W lianmsburg Vacati ons,

Val uati on of
Inc. Stock

As of February 15, 1990

Val uati on & Powhat an Associ at es

“Pre-tax” val ue of Powhat an

“Post -t ax” val ue of Powhat an
Pro-rata value of 1/3 joint

venture interest

Di scount for |ack of control 15%
Di scount for |ack of
mar ket abi lity 30%

Fai r nmarket val ue of Powhat an
1/ 3 i nterest

Val uation O Wi

Shar ehol ders’ equity, 12/31/89

Esti mated earnings to 2/15/90

Fair market val ue of Powhat an

Fair market val ue of devel opnment

fee income

FMV prom ssory note from sharehol der
Land hel d for investnent

O her changes to assets

Cost basis of Powhatan joint venture
Book anmount of prom ssory note

Land held for investnent at cost

Tax adj ust ment

O her changes to liabilities

Cont i ngency di scount

Fair market value of WIIliansburg
Vacati ons, |nc.

1 W are mindful that severa

respondent’s computation. W do not

mat eri al .

15%

Petitioners’
Expert

$22, 456, 921
13, 968, 205

4, 656, 000
(698, 400)

(1,187, 280)

2,770,320

Petitioners’
Expert

$1, 189, 400
348, 794
2,770, 320
799, 000

19, 223

10, 000
(546, 560)

(192, 230)
(357, 000)

4, 040, 947

(606, 142)

3,434, 805

mat hemat i cal

Respondent’ s
Experts

$35, 001, 760

11, 667, 253
(583, 363)

10% (1, 108, 389)

5%

9, 975, 502

Respondent’ s
Experts?

$1, 189, 397
9, 975, 502
1,557, 915

10, 000
22,126
(546, 556)

(357, 000)
(4,391, 591)
(12, 881)

7,466, 912

7,466,912

errors exist 1in

bel i eve these discrepancies are



Val uati on & The Shar ehol di ngs

Per share pro-rata val ue

Pro-rata val ue of 400 shares

Di scount for
Di scount for
mar ket abi |

Fair
Shar es

Rounded

Per share

| ack of control
| ack of

ity

mar ket val ue of 400

in Wi

54 -

Petitioners’
Exper t

$1, 527

610, 632
(183, 190)

(128, 233)

30%

30%

299, 210
299, 000

747.50

Respondent’ s

Experts
$3, 319

1,327, 451
(663, 725)

(66, 373)

50%

10%

597, 353

1,493



