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MVEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: These cases are before the Court consoli dated
for purposes of trial, briefing, and opinion.® In docket No.
5045-05, H E Holdings, Inc. (Holdings), and two of its
subsidiaries, Hawaiian |Isles Kona Coffee Co., Ltd. (Hawaiian
| sl es Kona Coffee), and Royal Hawaiian Water Co., Ltd. (Royal
Hawai i an Water), petitioned the Court to redeterm ne respondent’s
determ nation of deficiencies of $242,546, $77,602, $470, 461,
$280, 489, and $519,760 in the affiliated group’s Federal incone

taxes for its taxable years ended June 30, 1997, 1999, 2000,

3The cases were consolidated on Feb. 27, 2006, pursuant to
the joint notion of the parties.
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2001, and 2002, respectively.* In docket No. 5046-05, Hawaii an

| sles Enterprises, Inc. (HE), petitioned the Court to
redeterm ne respondent’s determ nation of deficiencies of

$1, 057,181, $125,317, $175,524, and $799,433 in H E s Federal

i ncome taxes for 199806, 200006, 200106, and 200206,
respectively, and a $264, 295 addition to HE s 199806 tax under
section 6651(a)(1).° In docket No. 5047-05, M chael Boul ware
petitioned the Court to redeterm ne respondent’s determ nation of
deficiencies of $497,926, $603, 406, $935, 124, $1, 339, 019, and
$874,551 in Mchael Boulware’'s 1998 t hrough 2002 Federal incone

t axes, respectively.

“We hereinafter refer to each relevant fiscal year by using
a six-digit nunber. The first four digits refer to the year in
which the fiscal year ended. The last two digits refer to the
month in which the fiscal year ended.

SUnl ess ot herwi se indicated, section references are to the
appl i cabl e versions of the Internal Revenue Code, Rule references
are to the Tax Court Rules of Practice and Procedure, and doll ar
anopunts are rounded to the dollar. References to sections and
chapters of the Bankruptcy Code are to tit. 11 of the United
States Code after the effective date of anendnents nmade thereto
by the Bankruptcy Reform Act of 1994, Pub. L. 103-394, 108 Stat.
4106, that were effective for bankruptcies filed on and after
Cct. 22, 1994. 1d. sec. 702, 108 Stat. 4150. Throughout this
Menor andum Opi ni on, we reference various |aw, accounting, and
ot her professional firms, many of which changed their nanes
during the relevant period. W refer to each firmby one of its
nanes and include within that name each of the firnis rel evant
predecessors and successors.
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Followng a trial of these cases held primarily in Honol ul u,
Hawai i, we decide five issues.® First, we decide whether to
sustain respondent’s disall owances of H E s deductions of net
operating | osses (NOLs), reported as arising from NOL carryovers
from 198906 t hrough 199606, to the extent of $1, 636,322 for

199806 and of $1, 184, 192, $324, 767, and $145, 145 for 200006,

®These cases were originally scheduled to be tried in Los
Angel es, California, but the Court granted the parties’ joint
notion to change the situs of trial to Honolulu, Hawaii, where
nost of the witnesses resided. Because M chael Boul ware woul d
ot herwi se have been detained at a U S. penitentiary in California
during the trial, the Court, pursuant to sec. 7456 and joint
nmotions of the parties, issued wits of habeas corpus ad
testificandum causing the U.S. Marshal for the District of Hawaili
to nmove M chael Boulware to a prison in the vicinity of Honolulu
and then to transport M chael Boulware (under the escort of
Deputy U. S. Marshals) to and fromthe courtroomin Honolulu on
each day that M chael Boulware wanted to attend his trial. For
purposes of the trial, the parties generally nade el ectronic
copi es of each docunent that was introduced into evidence, and
petitioners caused five large electronic screens (including a
42-inch screen) to be present in the courtroom The parties
general ly used those screens to display to thenselves, to the
Court, and to each witness any exhibit that was the subject of
the witness's testinony. The Court inposed a tine limt on each
side’s presentation of evidence. On Aug. 28, 2007, these cases
were initially submtted to the Court for decision. On Mar. 3,
2008, the U S. Supreme Court decided Boulware v. United States,

552 U.S. _ , 128 S. . 1168 (2008), a case involving M chael
Boul ware and nmuch of the same evidence that is in the record
here. In the light of that case, this Court granted petitioners’

request to reopen the record in these cases so that they could
solicit additional testinony and present additional docunents
during a further trial in Honolulu. The issues tried at the
further trial were limted to determ nations of the earnings and
profit (E&) of H E and Hol di ngs and a determ nati on of M chael
Boul ware’ s adj usted basis in each of those corporations.
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200106, and 200206, respectively.’” W shall sustain those

di sal l owances in full. Second, we decide whether to sustain
respondent’ s di sall owance of a $905, 340 bad debt deduction H E
claimed for 199806. W shall sustain none of that disallowance.
Third, we decide whether to sustain respondent’s disall owances of
prof essi onal fees deducted by HE to the extent of $1, 241, 995,
$1, 159, 635, $1, 156, 364, and $2, 208,588 for 199806, 200006,
200106, and 200206, respectively, and of professional fees
deducted by Hol dings to the extent of $228, 240, $1, 383, 710,

$794, 404, and $2, 253,652 for 199906 t hrough 200206, respectively.
We shall sustain those disallowances to the extent stated herein.
Fourth, we decide whether to sustain respondent’s determ nations
t hat M chael Boul ware received constructive dividends of

$1, 406, 343, $1,513, 055, $2, 332,643, $3,380,947, and $2, 231, 120
for 1998 through 2002, respectively, primarily because the
just-referenced professional fees were paid by his constructive
w t hdrawal s of funds from H E and Hol di ngs (collectively, subject
corporations). W shall sustain those determnations to the
extent stated herein. Fifth, we decide whether to sustain

respondent’s determnation that HHE is liable for the addition to

"For 199806, HI E clainmed an NOL deduction of $2,086, 891.
Respondent determ ned that the NCL deduction was $450,569; i.e.,
$1, 636, 322 | ess than cl ai ned.
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tax under section 6651(a). W shall sustain that determ nation
in full.s8

FI NDI NGS OF FACT

Prelim naries

Many facts were stipulated, and those facts are found
accordingly. The approximately 2,000 stipulated facts and the
t housands of exhibits submtted therewith are incorporated herein
by this reference. The trial transcripts total 5,255 pages, and
the nunber of pages in the exhibits total approximately 50, 000.
The Court has recorded on the docket sheets of these cases over
900 i ndex entries.

The subject corporations are C corporations that during the
rel evant years used accrual nethods to report their inconme and
expenses for Federal incone tax purposes on the basis of fiscal

years ended on June 30.° Wen the petitions comencing these

8 n their posttrial briefs, petitioners attenpt to raise
certain issues that were not pleaded in their petitions. W
decline to decide those issues as they are not properly before
us. See Rules 34(b)(4), 41(a) and (b); see also Bob Wndries
Motors, Inc. v. Conmm ssioner, 268 F.3d 1156, 1161 (9th GCr
2001), affg. Toyota Town, Inc. v. Conm ssioner, T.C Meno.
2000-40; Foil v. Conm ssioner, 92 T.C 376, 418 (1989), affd. 920
F.2d 1196 (5th Cr. 1990).

°The Federal inconme tax return of a corporate taxpayer such
as H E or Holdings that uses a fiscal year ending on June 30 is
generally due on Sept. 15 of the year in which its fiscal year
ends, unless the corporation receives an extension to file its
return 6 nonths later; i.e., by Mar. 15 of the foll ow ng year.
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cases were filed, the principal place of business of each subject
corporation was in Hawaii.'® Also at that tinme, the “lega

resi dence” of M chael Boulware as stipulated by the parties was
in Hawai i ; we understand himthen to have been inprisoned at a

U S. penitentiary in California, specifically, the Lonpoc
Correctional Facility in Lonpoc, California.

1. NODs

A. NOD | ssued to H E

1. CGeneral I nformation

On Decenber 15, 2004, respondent issued a notice of
deficiency (NOD) to HIE for 199806 and 200006 t hrough 200206.
The NOD cont ai ned three adjustnents which are rel evant herein.

2. Fi rst Adjustnent--D sall owance of Portion of
Deductions for NCOLs

a. Overview
Respondent disallowed H E s claimof NOL deductions for each
year, except for $450,569 that was allowed for 199806.

b. Prinary Deternination

Respondent determned primarily that HE failed to establish
that it was entitled to an NOL deduction for 199806 of nore than

$450,569 or that it had an NOL carryover to apply to any of the

OUnl ess ot herwi se noted, all references to Hawaii are to
the State of Hawaii .
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ot her subject years. As part of this primary determ nation,
respondent also determned that HHE was entitled to reduce its
“m scel | aneous incone related to H E s tobacco tax ‘self-
correction”” (discussed infra) by $1,927,648 for 200006 and
$962, 426 for 200106.

c. Alternate Determ nation

i. Overview

Respondent determ ned alternatively that adjustnents to
H E s income and deductions for 198906 t hrough 199706, the years
in which HE clainms its NOL carryover to 199806 ori gi nated,
limted HHE s NOL carryover to 199806 (and hence H E s NOL
deduction for that year) to $450,569 and resulted in no NOL
carryover to any of the other subject years. Many of those
adj ustnents, as discussed infra, related to the crim nal
i ndi ctment of Mchael Boulware in part wwth respect to his 1989

t hrough 1997 Federal incone taxes.!?

“During respondent’s civil exam nation of H E, respondent
al so verified that H E had reported as taxable income for 199906
“m scel | aneous incone related to HE s tobacco tax ‘self-
correction’”. Respondent did not determ ne a deficiency for that
year.

2As di scussed infra, Mchael Boulware’s indictnment also
related in part to certain false invoicing schenes.
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ii. Adjustnents Related to Crim nal
| ndi ct nent

The adjustnents for 198906 through 199706 that were rel ated
to the crimnal indictnment reflected the foll ow ng determ nations
by respondent: (1) For 199006 through 199306, H E failed to
report $3,583,725 of incone that was diverted to M chael Boul ware
fromHFE s over-the-counter (OIC) sales of tobacco; (2) for
198906 through 199206, H E failed to report $1, 335,132 of income
that was diverted to M chael Boulware and/or his mstress, Jin
Sook Lee, fromHFE s sales of coffee beans to Pele Trading, Inc.
(Pele Trading); (3) for 199006 through 199306, H E failed to
report $1, 265, 458 of incone that was diverted to M chael Boul ware
and/ or Jin Sook Lee fromH E s sales of coffee beans to Hawaii an
Kona Coffee Co., d.b.a. Hawaii M suzu Coffee Co., Ltd. (Hawaii
M suzu);*® (4) for 199006, H E inproperly deducted $50, 785 t hat
H E paid to Bonded Construction Co., Ltd. (Bonded Construction),
for work that H E reported was perfornmed at HHE s coffee plant
but which actually was perforned to renovate Jin Sook Lee’s
residence in Honolulu at 1017 Makaiwa Street (Makaiwa house);

(5) for 199306, H E inproperly deducted $638, 427 that was

diverted fromHE to Mchael Boulware through certain fictitious

BHawaii M suzu and Hawaiian |Isles Kona Coffee are different
entities and are unrel at ed.
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| easi ng arrangenents; (6) for 199506 through 199706, H E
i mproperly deducted $1,731,000 that HHE paid to a foreign entity,
Harvest International King Coffee, Ltd. (Harvest International),
whi ch was then transferred to M chael Boul ware through a second
foreign entity, Forest Trading Corp. (Forest Trading); (7) for
199506, HI E i nproperly deducted $29,984 that H E paid to Harvest
I nternational, which was then transferred on behal f of M chael
Boul ware to a donestic entity, Briggs Cockerham L.L.C (Briggs
Cockerham; and (8) for 199506 and 199606, H E i nproperly
deduct ed $89,936 that H E paid to Harvest International, which
was then transferred on behalf of M chael Boulware to Anthony Ch
Young and G oria Ch Young through a foreign entity, Pacific
Vendor s Equi pnent, Ltd. (Pacific Vendors).

iii. Adjustnents Unrelated to Cri m nal
| ndi ct nent

The adjustnents for 198906 through 199706 that were
unrelated to the crimnal indictnent of Mchael Boulware
reflected respondent’s determ nations that H E was not entitled
to deduct: (1) Salaries totaling $1, 040,000 reportedly paid
during 198906 through 199406 to M chael Boulware’'s then w fe, Ml
Sun Boul ware; (2) paynents totaling $385,000 that H E nade during
198906 and 199006 to Paradi se Roasting, Inc. (Paradi se Roasting),

a nonoperating entity that was the alter ego of Jin Sook Lee and
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was established to hide the transfer of H E funds to Jin Sook
Lee; (3) professional fees totaling $175,000 reportedly paid to
Jin Sook Lee’s sole proprietorship, Video Consultant, during
199006 and 199106; ** (4) bad debts totaling $1, 800,000 that were
witten off during 199306, 199406, 199506, and 199706 as
uncol I ecti bl e but otherwi se due H E fromJin Sook Lee in her
capacity as the sole trustee of the denn Lee Boulware Trust, a
trust established for the primary benefit of the ol dest son of
Jin Sook Lee and M chael Boul ware; and (5) certain other

prof essional fees totaling $4, 269,980 for 199406 through 199706.

iv. Sone Specifics of Adjustnents

Sone specifics of the adjustnents for 198906 t hrough 199706

are as foll ows:

¥The record sonetines lists this entity as “Video
Consul tant” and other tinmes as “Video Consultants”. W
consistently refer to this entity in the singular.
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198906 199006 199106 199206 199306 199404 199506 199606 199706 Tot a

OTC sal es - 0- $506, 464 $1, 337,213 $719,755 $1, 020, 293 - 0- -0- -0- - 0- $3, 583, 725
Pele Trading $264,790 1,029,963 21,175 19, 204 - 0- - 0- - 0- - 0- - 0- 1,335, 132
Hawai i

M suzu - 0- 116, 832 382,403 347, 866 418, 357 - 0- - 0- - 0- - 0- 1, 265, 458
Bonded

Construction  -0- 50, 785 - 0- - 0- - 0- - 0- - 0- - 0- - 0- 50, 785
Leasi ng

ar r angenent - 0- - 0- - 0- - 0- 638, 427 - 0- - 0- - 0- - 0- 638, 427
Forest Trading -O- - 0- - 0- - 0- - 0- - 0- $837,000  $819, 000 $75,000 1,731, 000
Bri ggs

Cocker ham - 0- - 0- - 0- - 0- - 0- - 0- 29,984 - 0- - 0- 29,984
Ant hony Ch

Young and

Goria Ch

Young - 0- - 0- - 0- - 0- - 0- - 0- 34, 986 54, 950 - 0- 89, 936
Sal ari es 30, 000 95, 000 190,000 275, 000 300, 000 $150, 000 - 0- - 0- - 0- 1, 040, 000
Par adi se

Roasti ng 185, 000 200, 000 - 0- - 0- - 0- - 0- - 0- - 0- - 0- 385, 000
Vi deo

Consul t ant - 0- 84, 000 91, 000 - 0- - 0- - 0- - 0- - 0- - 0- 175, 000
Bad debts - 0- - 0- - 0- - 0- 300, 000 100, 000 700, 000 - 0- 700, 000 1, 800, 000
Q her

pr of essi ona

fees - 0- - 0- - 0- - 0- - 0- 521, 690 903,695 1,296,308 1,548,287 4,269,980

Tot al 479,790 2,083,044 2,021,791 1,361,825 2,677,077 771,690 2,505,665 2,170,258 2,323,287 16, 394, 427

3. Second Adjustnent--Disall owance of Portion of
Deducti ons for Professional Fees

a. Overview

For each subject year, respondent disallowed a portion of
H E s deduction for professional fees. The disallowed fees
total ed $1, 241,995, $1, 159, 635, $1, 156, 364, and $2, 208, 588 for
199806, 200006, 200106, and 200206, respectively. Respondent
determ ned that sone disallowed fees were the personal expenses
of HE s controlling sharehol der, M chael Boulware. Respondent
determ ned that other disallowed fees were unsubstanti at ed.
Respondent determ ned that the remaining disallowd fees were
capital expenditures incurred in connection with HE s
acquisition of property fromthe bankruptcy estate of Jin Sook

Lee.
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b. Per sonal Expenses of M chael Boul ware

The di sall owed fees determ ned to be personal expenses of
M chael Boul ware stemred from professional representation that he
received in his individual capacity. He received sone of that
representation while respondent’s Crimnal Investigation D vision
(G D) was conducting a crimnal investigation of M chael Boul ware
and Jin Sook Lee as to their personal Federal incone taxes
(crimnal investigation); while a grand jury was conducting its
i nvestigation of Mchael Boulware, proceeding to his indictnment
(grand jury proceedings); and during M chael Boulware's first
crimnal trial and his appeal of his conviction resulting from
that trial.'™ M chael Boulware received the remai nder of that
representation while he and HE were involved in civil litigation
initiated by Jin Sook Lee. Respondent determ ned that 50 percent
of the expenses related to that civil litigation were the
per sonal expenses of M chael Boulware and that the other 50

percent were the business expenses of HE

As di scussed infra, the crimnal investigation began on or
about June 16, 1993; the grand jury proceedi ngs began at or about
t he begi nning of August 1997; M chael Boulware was indicted on
May 19, 1999 (a superseding indictnment and second supersedi ng
i ndi ctment occurred on Apr. 6, 2000, and Feb. 14, 2001,
respectively); the jury in Mchael Boulware' s first crim nal
trial convicted himon Nov. 29, 2001; and M chael Boul ware
appeal ed that conviction in May 2002.
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In sum the anounts of M chael Boulware’ s personal expenses
determned to be attributable to the crimnal and civil cases are

as foll ows: 6

199806 199906 200006 200106 200206 Tota

Crimnal investigation,
grand jury proceedings,
first criminal trial,
and appeal $598, 602 $810, 688 $1,016,103 $1, 156, 364 -0- $3, 581, 757
50 percent of expenses
related to civil
litigation initiated
by Jin Sook Lee 411, 678 36, 245 58, 588 -0- -0- 506, 511
Tot al 1,010,280 846, 933 1,074, 691 1, 156, 364 -0- 4,088, 268

C. Unsubst anti at ed Expenses

The disall owed fees determ ned to be unsubstanti ated total ed
$103, 313 for 199806, $10,000 for 199906, %$66,671 for 200006, and
$2, 208, 588 for 200206.

d. Capital Expenditures

Respondent determ ned that $157,979 of the total disall owed
fees was capital expenditures attributable to various assets that
H E acquired fromthe bankruptcy estate of Jin Sook Lee. The
speci fic anmpbunts underlying the $157,979 were $128, 402 for
199806, $11,304 for 199906, and $18,273 for 200006 ($128, 402 +
$11, 304 + $18,273 = $157,979). The acquired assets were the
Makai wa house, a condom niumin Honolulu at 1117 Punahou Street

(Punahou condom niun), a condom niumin Honolulu at 475 Atkinson

Al t hough 199906 is not a year that was the subject of the
NOD issued to HE, we include that year in our findings because
it relates to the constructive dividends determ ned in the NOD
i ssued to M chael Boul ware.
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Drive (Atkinson condom nium, a 1992 Rolls Royce, and jewelry and

furs. O the $157,979, respondent determ ned that $16, 391,

$60, 134, $22,308, $19,398, and $39, 747 were allocable to those
respective assets. Respondent determ ned the all ocable amounts

as foll ows:

Applicable Percent of Capitalized
Val ue Whol e Fees
Makai wa house $845, 000
Less: A life estate
retai ned by Jin Sook
Lee in the house 760, 500
Acquired interest 84, 500 10. 38 $16, 391
Punahou condom ni um 310, 000 38. 06 60, 134
At ki nson condoni ni um 115, 000 14. 12 22,308
1992 Rol|ls Royce 100, 000 12. 28 19, 398
Jewelry and furs 204, 900 25.16 39, 747
Tot al 814, 400 100. 00 157, 979
For each of the taxable years 200006, 200106, and 200206,

respondent determined that HE was entitled to deduct $2,459 of

depreciation as to the capital expenditures. Respondent
determ ned that depreciation as foll ows:
Capitalized Allocation Depr eci abl e
Fees to Buil ding Basi s 200006 200106 200206
Punahou condom ni um $60, 134 85% $51, 114 $1,859 $1,859 %1, 859
At ki nson condom ni um 22,308 74 16, 508 600 600 600
Tot al 2,459 2,459 2, 459
e. Summary
In sum the disallowed professional fees are as foll ows:
199806 199906 200006 200106 200206 Tota
Per sonal expenses $1, 010, 280 $846,933 $1,074,691 $1, 156, 364 -0- $4, 088, 268
Unsubst anti at ed expenses 103, 313 10, 000 66, 671 - 0- $2, 208,588 2, 388,572
Capi tal expenditures 128, 402 11, 304 18, 273 -0- -0- 157, 979
Tot al 1, 241, 995 868, 237 1,159, 635 1, 156, 364 2,208,588 6,634,819
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4. Third Adjustnent--Disall owance of Deducti on
f or Bad Debt

For 199806, respondent disallowed H E s clained bad debt
deduction of $905, 340. That deduction was attributable to HE s
witeoff of a further portion of the debt reportedly due to HE
fromJin Sook Lee in her capacity as trustee of the denn Lee
Boul ware Trust. Respondent determ ned that the deduction was not
allowed primarily because H E had failed to establish a
debtor/creditor relationship with Jin Sook Lee. Respondent
determ ned alternatively that the deduction was not all owed
because H E had failed to establish the accuracy of the anount
claimed as the deduction or its worthl essness.

B. NOD | ssued to Hol di ngs

1. General I nformation

On Decenber 15, 2004, respondent issued an NOD to Hol di ngs
for 199706 and 199906 t hrough 200206. The NOD related to
Hol dings and to its wholly owned subsidi aries, Hawaiian |sles
Kona Cof fee and Royal Hawaiian Water.

2. Sol e Rel evant Adj ustnent--Di sall owance of Portion
of Deductions for Professional Fees

The NOD cont ai ned one adjustnent which is rel evant herein;

i.e., respondent disallowed a portion of Hol dings’ deduction of
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prof essi onal fees for 199906 through 200206.! The disal | oned
fees total ed $228, 240, $1, 383, 710, $794, 404, and $2, 253,652 for
199906 t hrough 200206, respectively. Respondent determ ned that
sone of the disallowed fees were the personal expenses of M chael
Boul ware. Those personal expenses were determned to stemmainly
fromthe professional representation M chael Boul ware received
during the crimnal investigation; during the grand jury
proceedi ngs; and during M chael Boulware’'s first crimnal trial
and his appeal of his conviction resulting fromthat trial.
Respondent determ ned that the remaining disallowd fees were
unsubstantiated. Respondent determ ned the specific anmounts

attributable to the two reasons for disall owance as foll ows:

199906 200006 200106 200206
Personal expenses -0- $1,110,435  $575,114  $1,678,579
Unsubst anti ated expenses $228, 240 273,275 219, 290 575, 073
Tot al 228, 240 1, 383,710 794, 404 2,253,652

C. NOD | ssued to M chael Boul ware

1. CGeneral I nformation

On Decenber 15, 2004, respondent issued an NOD to M chael

Boul ware for 1998 through 2002.

YFor 199706, Hol dings had carried back and clained a
deduction for a $713,370 NOL from 200206. Because respondent’s
di sal l owance of the anmount of professional fees Hol di ngs deducted
for 200206 was greater than $713, 370, respondent determ ned that
Hol di ngs did not have an NOL for 200206 and thus was not entitled
to its clainmed NOL deduction for 199706.
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2. Sol e Rel evant Adj ust nent --Constructive D vidends

The NOD cont ai ned one adjustnent which is rel evant herein;
i.e., respondent determ ned that nost of the above-nentioned
unsubst anti at ed expenses and personal expenses were personal
wi t hdrawal s of funds by M chael Boulware fromthe subject
corporations and that the anounts of these funds were includable
in Mchael Boulware’s taxable incone as constructive dividends.
Respondent determ ned that the constructive dividends totaled
$1, 406, 343, $1,513, 055, $2, 332,643, $3, 380,947, and $2, 231, 120
for 1998 through 2002, respectively, Respondent determ ned these

anmounts as foll ows:

Di stribution 1998 1999 2000 2001 2002 Tot a
H E 199806 $891, 242 -0- -0- -0- -0- $891, 242
H E 199906 400,981 $472, 235 -0- -0- -0- 873, 216
H E 200006 -0- 477,969  $596, 722 -0- -0- 1,074, 691
H E 200106 -0- -0- 485,610 $670, 754 -0- 1, 156, 364
H E 200206 -0- -0- -0- 1,104,294 $1,104, 294 2, 208, 588
Subt ot al 1, 292, 223 950,204 1,082,332 1,775,048 1,104, 294 6, 204, 101
Hol di ngs 199906
Unsubst ant i at ed 114,120 114,120 -0- -0- -0- 228, 240
Hol di ngs 200006
Per sonal expenses -0- 312, 094 798, 341 -0- -0- 1, 110, 435
Unsubst ant i at ed -0- 136, 637 136, 638 -0- -0- 273, 275
Hol di ngs 200106
Per sonal expenses -0- -0- 205, 687 369, 428 -0- 575, 115
Unsubst ant i at ed -0- -0- 109, 645 109, 645 -0- 219, 290
Hol di ngs 200206
Per sonal expenses -0- -0- -0- 839, 290 839, 290 1,678, 580
Unsubst ant i at ed -0- -0- -0- 287,536 287,536 575, 072
Subt ot al 114,120 562,851 1,250,311 1,605,899 1,126, 826 4, 660, 007
Tot al 1, 406, 343 1,513,055 2,332,643 3,380,947 2,231,120 10, 864, 108

[, Background of M chael Boul ware

M chael Boul ware was born on the |Island of Maui on March 14,
1948, and he was raised on the Island of Gahu in a | ower-m ddl e-

i ncone nei ghborhood. He attended coll ege for approximately 2
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years and then served in the National Guard through 1970. He

| ater attended college for one nore senester and then quit school
to work for a tel ephone conpany. He subsequently stopped working
for the tel ephone conpany and perfornmed a variety of jobs
including driving a cab and working at a restaurant bar.

| V. Rel evant Cor porati ons

A HE

1. Fornati on of Busi ness

In the late 1970s, M chael Boulware started his own
busi ness, the operation of a pool hall, and he began working for
t hat business. On the prem ses of the business were pool tables,
vi deo ganmes, and vendi ng machines. |In or about 1980, M chael
Boul war e changed hi s business to one of video ganes. Shortly
thereafter, on July 10, 1981, M chael Boul ware transferred nost
if not all of the assets and liabilities of his video ganme
business to a newly fornmed corporation, MS Vending, Inc. (MS
Vendi ng), in exchange for all of its stock.

M&S Vending was initially a cash business that involved
owni ng and mai ntai ni ng coi n-operated video ganes and j ukebox,
pi nbal I, karaoke, and vendi ng machi nes (i ncl udi ng vendi ng
machi nes that sold cigarettes) and | easing those ganes and
machi nes to hotels, bars, restaurants, and other establishnents

for use on their prem ses. MS Vending generally shared the cash
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recei pts of each of its games and nachines with the establishnent
in which the game or machine was | ocated. The establishnent
generally received 50 percent of the cash receipts in each gane
or machine (other than a cigarette machine) located on its
prem ses; sonetines, the establishnent received the first 10
percent of the cash receipts plus 50 percent of the remaining
cash receipts (in other words, the establishnent received 55
percent of the cash receipts). As to the cigarette machi nes, MS
Vendi ng paid an establishnment 10 percent of the receipts from
t hose machines on the prem ses of that establishnment. In
addition to the remai ning 90 percent of the cigarette machine
receipts that it kept as incone, MS Vending al so earned i ncone
fromcigarette manufacturers that paid M&S Vending to place their
brands in the cigarette nmachines.

In or about the m d-1980s’, M&S Vendi ng expanded its
busi ness to include the purchase of cigarettes and the sal e of
those cigarettes through its | eased cigarette machi nes.
Initially, MS Vending purchased its cigarette inventory from
| sl and Tobacco, a |ocal whol esal er owned by Harold Ckinoto and
run by his brother Thomas ki noto. Because M&S Vendi ng had a | ot
of cigarette machines, it was eventually able to (and did)
purchase cigarettes directly fromthe manufacturers (e.g., Philip

Morris), rather than fromthe whol esal ers.



- 36 -

M&S Vendi ng eventual ly changed its nanme to Hawaiian |sles
Vending and |l ater, on or about June 30, 1987, to H E. Shortly
thereafter, H E expanded its business further to include the sale
of coffee and candy through its vending machines. HFE s coffee
busi ness invol ved selling coffee to business offices through
machi nes that H E lent to the businesses. |In 1988 or 1989, HE
expanded its business even further to include the processing and
distribution of a blend of Kona coffee. Kona coffee is grown and
sold at approximately 600 small farns in a central region of
Kona, a section of the Island of Hawaii, and Kona coffee is one
of the nobst expensive coffees in the world.*® In order to be
| abel ed and sold as “Kona coffee”, a blend of coffee nust contain
at | east 10 percent Kona coffee. H E s blend of Kona coffee was
a mx of 10 percent Kona coffee beans and 90 percent coffee beans
grown in places such as Brazil, Costa Rica, or Sumatra.

2. Oficers and Directors

a. Initially
Initially, Mchael Boulware was the president, treasurer
and secretary of MS Vendi ng, and he was one of two directors on
its board. Through August 31, 1982, M&S Vending' s vice president

and only other director was Matthew S. K. Pyun, Jr.

8The average size of each of the approximately 600 farns is
|l ess than 5 acres, and the owners of those farns are natives.
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b. Auqust 31, 1982, to July 10, 1991, or
Ther eabout s

From August 31, 1982, through July 10, 1991, or thereabouts,
M chael Boul ware was the only officer of HE (inclusive of its
predecessor), serving simultaneously as president, vice
presi dent, secretary, and treasurer. During that tine, M chael
Boul ware al so was either the sole director on the corporation’s
board or one of its two directors. Stanley Hrai was the other
director of HE (and its predecessor) during sone of that tine.

Stanley Hirai hel ped M chael Boul ware formthe business that
becane the business of M&S Vendi ng and was one of MS Vending s
original enployees. Stanley Hirai’s role as a director of HE
(and its predecessor) was limted and scripted by M chael
Boul war e; anong ot her things, Stanley H rai signed corporate
docunents as directed by M chael Boul ware, w thout fully reading
t he docunents or understanding them In or about 1991, Stanley
Hirai contracted di abetes and was instructed by M chael Boul ware
not to cone into the office but to remain at hone on full salary.
Afterwards, Stanley Hirai was paid approxi mtely $50, 000 per year
t hrough at | east 1997, and he performed few services for HE in

return for that salary.
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C. On or About July 10, 1991, Through an
Ef fective Date of April 15, 2000

From July 10, 1991, or thereabouts, through an effective
date of April 15, 2000, H E had two directors in addition to
M chael Boulware. One was M chael Boulware’ s brother, Sidney E.
Boul ware, Jr. (Sidney Boulware). The other was Merwyn Manago, a
friend of a friend of M chael Boul ware.

Si dney Boul ware began working for HE in or about 1983.
Before that tinme, Sidney Boul ware had worked for the Departnent
of Education as a counselor at a high school. Sidney Boul ware
wor ked part time for H E through June 1987, at which tine he
began (and has continued) to work full time for HHE as a chief
operations officer. As of July 10, 1991, Sidney Boul ware al so
t ook over M chael Boulware’ s role as vice president of HE

Merwyn Manago began working for H E in or about Novenber
1988. His position at that tine was chief financial officer
under the title of controller. Merwn Manago has continued to
date to work for HHE (and |l ater al so Holdings) as chief financial
officer. Merwn Manago al so served as a board nenber of H E (and
Hol di ngs) through 2006. |In 2006, M chael Boul ware renoved Merwyn
Manago fromthe board and replaced himw th M chael Boulware’s

daught er.
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When Merwyn Manago began working for HHE, HIE s accounting
departnent was weak to inadequate, and its accounting records
were not current. Merwn Manago ai nmed to nake that depart nment
stronger. Initially, Merwn Manago caused HHE to hire a vendi ng
accountant and an assistant controller. Later, in 1995 or 1996,
Merwn Manago caused H E to hire another assistant controller.
Scott Yoshida, an enpl oyee of H E and then Hol di ngs from Decenber
1991 to date, was enployed as assistant controller through
Decenber 1995. |In Decenber 1995, Scott Yoshida was pronoted to
controller of Hawaiian Isles Kona Coffee.

d. Effective April 15, 2000

Ef fective April 15, 2000, M chael Boulware resigned his
position as president, secretary, and treasurer of HE. HFE s
board (M chael Boulware, Sidney Boul ware, and Merwyn Manago)
accepted that resignation and appoi nted Si dney Boul ware and
Fl orence Boulware as HE s sole officers for the next corporate
year. ! Sidney Boul ware was appoi nted president, vice president,
and treasurer. Florence Boul ware was appoi nted secretary.

Si dney Boul ware has continued to date to work for HHE as its

presi dent .

®While we find in the record that Florence Boulware is
related to M chael Boulware, we are unable to find the specific
rel ati onshi p between the two.
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e. Board Meeti ngs

H E s board of directors net frequently (either formally or
informally) and nenorialized those neetings in mnutes. The
m nutes were typically typed into formby an adm nistrative
secretary of H E, who was not at the neeting but who woul d
receive fromeither Mchael Boulware or Sidney Boul ware the
statenents that she would type. The typed docunent woul d then be
circulated to the officers who were present at the neeting for
their signature.

3. Shar ehol ders

Initially, Mchael Boulware was the sol e sharehol der of M&S
Vendi ng. Through Septenber 8, 1987, M chael Boul ware al so was
the sol e shareholder of HHE. On Septenber 8, 1987, M chael
Boul ware transferred 50 percent of his stock in HE to Jin Sook
Lee as trustee of the @ enn Lee Boulware Trust.?® Jin Sook Lee
was M chael Boulware’s m stress from 1982 t hrough 1994, and she
is the nother of their two children. Their oldest child is denn
Lee Boul war e.

At the tinme of the transfer, H E did not issue a stock

certificate to Jin Sook Lee, as trustee, or otherw se record the

2 medi ately before this transfer, Mchael Boulware's
adjusted basis in his HE stock was $1,000. |Inmediately after
the transfer, Mchael Boulware s adjusted basis in his H E stock
was $500.
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transfer in its books. In 1995, Jin Sook Lee, as trustee,
commenced a lawsuit in the Crcuit Court of the First Grcuit of
Hawaii by filing with the court a “Petition of Jin Sook Lee to
Enforce Trust and For An Accounting in Favor of denn Lee
Boul ware, A M nor, Beneficiary” (trust case). The court docketed
the trust case as No. 95-0029. On June 14, 1996, while the
| awsuit was pending, H E issued a stock certificate to Jin Sook
Lee, as trustee, reflecting the ownership of 47.5 percent of the
out st andi ng shares of H E. Contenporaneously, HE al so i ssued
stock to Sidney Boulware so that thereafter Sidney Boul ware
reportedly owned a 5-percent interest in H E and M chael Boul ware
and Jin Sook Lee, as trustee, each reportedly owned a 47.5-
percent interest in HE

On or about March 15, 1998, Sidney Boul ware rescinded his
reported 5-percent interest in HE so that thereafter M chael
Boul ware and Jin Sook Lee, as trustee, each owned 50 percent of
H E s stock. Sidney Boulware’s action of rescission was in
response to a ruling made by the court in the trust case.
Specifically, on July 31, 1997, the court ruled that the d enn
Lee Boul ware Trust was entitled to own 50 percent of the stock of

H E as of Septenber 8, 1987.
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4. M chael Boul ware’'s Contro

M chael Boul ware was viewed by the directors, officers, and
enpl oyees of H E as the “boss”. Wen he was a director on HE s
board, M chael Boul ware always had the final say at board
nmeetings, and he always had the final say with respect to the
operation and the business of HHE. M chael Boulware controlled
H E during the relevant years, and its enpl oyees routinely
followed his directions and instructions w thout questioning the
propriety of his actions.

B. Hol dings

On April 4, 1994, Hol dings was forned by M chael Boul ware as
a corporation with 1,000 outstanding shares all owned by H E
Hol di ngs began its operations in and filed its initial Federal
corporate incone tax return for 199706. As of the first day of
that taxable year, i.e., July 1, 1996, M chael Boul ware caused
H E to effect a tax-free reorgani zation (spinoff) through which
it transferred its shares in Holdings as follows: 475 shares to
M chael Boul ware, 475 shares to Jin Sook Lee, as trustee of the
A enn Lee Boulware Trust, and 50 shares to Sidney Boulware. As
of the first day of the follow ng taxable year, i.e., July 1,
1997, Holdings reverse-split its stock tenfold so that thereafter

Hol di ngs had 100 out standi ng shares and the nunbers of shares
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owned by the three just-nentioned individuals were 47.5, 47.5,
and 5, respectively.

For each of the taxable years 199906 through 200206, M chael
Boul war e was Hol di ngs’ principal officer, principal enployee, and
controlling shareholder. At sone point, Sidney Boulware al so
served as a director of Holdings. From 199706 to date, Sidney
Boul war e wor ked for Hol dings as an officer, including as its
president from April 15, 2000, or thereabouts, to date.

C. Oher Corporations Organized in 1994

Three other relevant corporations also were organized in
1994: Hawaiian Isles Vending, Inc.; Hawaiian Isles Distributors,
Ltd.; and Hawaiian |Isles Kona Coffee. H E owned all of the
shares of each of these corporations.

D. Restructuring of HE

Ef fective June 30, 1995, M chael Boulware and H E entered
into an Agreenent and Pl an of Reorgani zati on and Cor porate
Separation (restructuring). Pursuant to the restructuring,
Hawai i an I sl es Vending, Inc., changed its nanme to Hol di ngs, and
all shares of Hawaiian Isles Kona Coffee owned by H E were
transferred to Holdings. Also pursuant to the restructuring, HE
reorgani zed its businesses so that thereafter H E generally sold
cigarettes and Hol dings generally sold and | eased vendi ng

machi nes and processed and sol d coffee.



E. Roval Hawaii an Wat er

Royal Hawaiian Water bottles purified drinking water and
sells that bottled water to retailers in Hawaii. Royal Hawaii an
Wat er conducts its business under the nane “Hawaiian |sles Water
Conpany”. Royal Hawaiian Water is presently a subsidiary of
Hol di ngs.

I n Septenber 1995, M chael Boulware forned Royal Hawaii an
Water as his wholly owned corporation and el ected to have that
corporation taxed as an S corporation. As of July 1, 1997 (but
after the reverse split nentioned supra), M chael Boul ware
contributed the net assets of Royal Hawaiian Water to Hol dings in
exchange for 162.5 newy issued shares of Holdings. This
transaction increased M chael Boulware’'s ownership interest in
Hol di ngs to 210 shares (47.5 + 162.5 = 210) or in other words to
80 percent of its stock (210/(100 + 162.5) = 80%.

F. Hol di ngs After the Restructuring

As now rel evant, the primary business of Holdings and its
subsidiaries is the whol esaling, distribution, |easing, and
mai nt enance of vending machines (it was the | argest vending
conpany in Hawaii before its vendi ng operation was sold on
Decenber 29, 2006); the bottling, wholesaling, and distribution
of purified drinking water (it has approximately 40 percent of

the market in Hawaii); and the processing, whol esaling, and
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distribution of coffee (it has approximately 60 percent of the
“gournet end coffee” market in Hawaii). Hol di ngs conducts nost
of its business in Hawaii but al so exports coffee to the
continental United States and to sone foreign countries.

For 199706, 199906, 200006, 200106, and 200206, Hol di ngs had
the foll owm ng conpensated officers, each of whomreceived the

i ndi cat ed conpensati on:

Taxabl e Year Oficer Conpensati on
199706 M chael Boul ware $1, 372, 008
Si dney Boul war e 126, 322

199906 M chael Boul war e 375, 700
Si dney Boul war e 177, 769

200006 M chael Boul war e 1, 496, 006
Si dney Boul war e 192, 200

200106 M chael Boul war e 396, 006
Si dney Boul war e 142, 000

200206 M chael Boul war e 396, 006
Si dney Boul war e 142, 000

G Paynent of Commobn Costs

At all relevant tines, Holdings shared certain combn costs
with HE, d.b.a. Hawaiian Isles Distributors. At one point,
Hol di ngs began paying H E s overhead and ot her expenses.

H. Various Nanes Used by H E To Conduct |ts Busi ness
Duri ng the Subject Years

During the subject years, H E sonetines did business as
Hawaiian Isles Distributors, sonetines as Hawaiian |sles Vending,

or sonetinmes as Kona Cof fee Servi ce.
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| . No Paynment of Fornmal Dividends by H E

Fromin or about November 1988 until the end of 2005, H E
paid no formal dividends.

J. E&P of HIE and Its Predecessor for 198206 Through 198806

1. 198206

As of June 30, 1982, the accumul ated E&P of H E s
predecessor, MS Vendi ng, was $189, 252.

2. 198306

For 198306, the current E&P of MS Vendi ng was $234, 989.
The current E&P reflected M&S Vendi ng’s taxabl e incone as
reported on its Federal inconme tax return for 198306 ($339, 960),
| ess negative adjustments totaling $104,971 for Federal incone
t axes ($103,324) and political contributions and penalties
(%$1,647). As of June 30, 1983, the accunul ated E&P of MS
Vendi ng was $424, 241 ($189, 252 + $234, 989).

3. 198406

For 198406, the current E&P of MS Vendi ng was $341, 224.
The current E&P reflected M&S Vendi ng’s taxable incone as
reported on its Federal inconme tax return for 198406 (%$424, 392),
| ess negative adjustnments totaling $83, 168 for Federal income
taxes ($77,319) and political contributions and penalties
(%$5,849). As of June 30, 1984, the accunul ated E&P of MRS

Vendi ng was $765, 465 ($424, 241 + $341, 224).



4. 198506

For 198506, the current E&P of MRS Vendi ng was $126, 955.
The current E&P reflected M&S Vendi ng’s taxable incone as
reported on its Federal inconme tax return for 198506 ($151, 550),
plus a $34,779 positive adjustnment to reflect an error on that
return, |less negative adjustnents totaling $59,374 for Federal
i ncome taxes ($45,589), political contributions and penalties
($8,649), prior period incone included in the return ($136), and
a bad debt ($5,000). In addition to that year’s current E&P, the
cal cul ation of the accunul ated E&P of MRS Vendi ng as of June 30,
1985, included a $10, 110 positive adjustnment to reflect an
overaccrual of prior years’ taxes. As of June 30, 1985, the
accunul at ed E&P of M&S Vendi ng was $902, 530 ($765, 465 + $126, 955
+ $10, 110).

5. 198606

For 198606, the current E&P of MS Vendi ng was $252, 942.
The current E&P reflected M&S Vendi ng’s taxable incone as
reported on its Federal inconme tax return for 198606 ($271, 420),
| ess the sum of various positive and negative adjustnents
totaling negative $18,478. The positive adjustnments total ed
$133,981 and were attributable to a prior year adjustment for
“FA” ($120,000), bad debt reversals ($4,000), depreciation

($3,733), an NOL carryover ($5,798), and a recording of the
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correct book value of “FA" ($450). The negative adjustnents
total ed $152,459 and were attributable to Federal incone taxes
($70,001), depreciation adjustnments ($11,094), an overaccrual of
tax ($60,871), and penalties ($10,493). 1In addition to that
year’s current E&P, the calculation of the accumul ated E&P of M&S
Vendi ng as of June 30, 1986, included two positive adjustnents.
The first positive adjustnment, $17,132, was nmade to reflect an
adjustnment to HHE s net incone for 198506 as reported in its
books. The second positive adjustnent, $16,283, was nade to
reflect an adjustnent to HHE's net incone as reported in its
books for years before 198506. As of June 30, 1986, the

accunul ated E&P of M&S Vendi ng was $1, 188, 887 ($902, 530 +
$252,942 + $17,132 + $16, 283).

6. 198706

For 198706, the current E&P of MS Vendi ng was negative
$329,574. The current E&P reflected M&S Vending’s taxable | oss
as reported on its Federal incone tax return for 198706
($367,487), less the sum of various positive and negative
adj ustments totaling negative $37,913. The positive adjustnents
total ed $68,912 and were attributable to a Federal incone tax
refund ($39,377) and depreciation ($29,535). The negative
adj ustments total ed $30,999 and were attributable to Federal

i ncome taxes ($1,193), goodwi |l ($4,065), depreciation on capital
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| eases ($10,815), contribution carryovers ($2,473), bad debt
expenses ($5,955), and book depreciation greater than tax
depreciation ($6,498). As of June 30, 1987, the accunul ated E&P
of M&S Vendi ng was $859, 313 ($1, 188,887 + (-$329,574)).

7. 198806

For 198806, the current E&P of H E was negative $859, 431.
The current E&P reflected HHE s taxable |l oss as reported on its
Federal incone tax return for 198806 ($813,106), |ess the sum of
vari ous positive and negative adjustnents totaling negative
$46, 325. The positive adjustnents total ed $930, 937 and were
attributable to an incone tax benefit ($273,200), depreciation
(%21, 393), and a |l ease rental expense ($636,343). The negative
adj ustments total ed $977, 262 and were attributable to Federal
i ncome taxes ($107), an adjustnent to a bad debt reserve
(%2, 250), gain on investnment property ($132,978), inventory
capitalization ($18,000), pension contribution adjustnents
($96, 858), goodwi Il ($6,093), interest on | eases ($103, 942),
further depreciation ($5,500), contribution carryover ($1,425),
depreciation on | eases (%$436,761), penalties ($172,877), and
nmeal s ($471). As of June 30, 1988, the accunul ated E&P of H E

was negative $118 ($859, 313 + (-$859, 431)).
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K. E&P of Hol di ngs for 199706 and 199806

1. 199706

a. Accunul ated E&P

As a result of HE s spinoff of Holdings on July 1, 1996,
45. 9206 percent of H E' s accunul ated E&P is allocated to Hol di ngs
as of that date.

b. Current E&P

For 199706, the current E&P of Hol di ngs was $722, 937.

2. 199806

For 199806, the current E&P of Hol di ngs was $346, 579.

L. Nunber of Holdings and H E Enpl oyees

At all relevant tines, H E and Hol di ngs each had fewer than
500 enpl oyees.

V. Oficer Loan Account

A.  Overview

Before the restructuring, an officer |oan account was kept
on the books of HHE. After the restructuring, that account was
kept on the books of Hol di ngs.

B. Mechani cs of Account

M chael Boulware routinely requested that checks be witten
to himfromH E s checking accounts. Those checks were witten
as requested. H E did not always know how M chael Boul ware woul d

use the funds reflected in those checks. Merwn Manago
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anticipated that the dollar anmpbunts of the checks witten to

M chael Boul ware woul d be charged to M chael Boulware’s officer

| oan account (officer |oan account) as borrow ngs by him and that
the officer |oan account would be reduced by any anount repaid by
or on behal f of M chael Boul ware.

Merwn Manago kept a running bal ance of the anpbunts that he
knew t hat M chael Boul ware borrowed (including by way of checks
witten to him and that M chael Boulware repaid. Mrwn Manago
general ly caused those transactions to be recorded in the officer
| oan account contenporaneously with the transactions. As
di scussed infra, Mchael Boulware participated in certain
transactions that were not reported on the books of either
subj ect corporation (off-book activities), and he caused deposits
and withdrawals to be nmade to and fromtwo bank accounts (off-
book bank accounts) that were neither reported on the books of
ei ther subject corporation nor known about by Merwn Manago or
t he ot her independent (of M chael Boul ware) managers of the
subj ect corporations (collectively, independent managers).

Merwn Manago did not know about the funds that were deposited
into or wthdrawn fromthe off-book bank accounts, and he did not
reflect those funds in the officer |oan account. Merwyn Manago

di d not know about or cause H E to record contenporaneously in
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the officer | oan account transactions related to the off-book
activities.

C. Repaynent of O ficer Loans

Bonuses were declared to M chael Boulware at the end of each
year to repay sonme of the balance in the officer |oan account.
Merwn Manago caused to be recorded as reductions of the officer
| oan account any portion of a loan to M chael Boul ware that was
repaid. M chael Boulware’s repaynents were not always nmade in
cash.

D. M chael Boulware’'s C ai ned Coff ee Transacti ons

M chael Boul ware told Merwyn Manago that M chael Boul ware
was using H E funds in his individual capacity to purchase coffee
for resale to HE. Merwyn Manago caused the bal ance of the
of ficer | oan account to be increased by the anmount of HI E funds
that Merwyn Manago believed that M chael Boul ware was using for
t hat purpose. M chael Boulware told Merwn Manago when M chael
Boul ware purportedly sold and delivered coffee to HE, and Merwn
Manago recorded those sales and al |l eged deliveries as reductions
to the balance in the officer |oan account.

Merwyn Manago told M chael Boulware that H E needed invoices
to docunent any coffee transaction between himand H E
Afterwards, M chael Boul ware gave Merwyn Manago invoi ces stating

that M chael Boul ware had sold Kona coffee to Hawaii an | sl es Kona
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Coffee or to H E and that he had delivered that coffee to the
pur chasi ng corporation. M chael Boulware did not always give
those invoices to H E contenporaneously with the dates that
M chael Boul ware said he had delivered coffee to HHE. Oher than
t hrough Merwyn Manago’s recei pt of the invoices from M chael
Boul ware and Merwyn Manago’s rel ated di scussions with M chae
Boul ware, Merwyn Manago did not attenpt to verify that HE
received the coffee Mchael Boulware said he sold to HE Mrwn
Manago relied primarily upon the representati ons and actions of
M chael Boul war e.

From Novenber 1988 through June 1994, M chael Boul ware gave
H E various invoices for coffee that he purportedly sold to HE
or one of its subsidiaries. These invoices for the nost part are
consecutively nunbered. One invoice stated that M chael Boul ware
sold and delivered to Hawaiian |Isles Kona Coffee 80,000 pounds of
Kona coffee. Merwyn Manago did not see this coffee but credited
M chael Boul ware’s | oan account for the $500, 000 sal es price
listed on the invoice. Nor did Merwn Manago verify that
Hawai i an | sl es Kona Coffee had received 40,000 pounds of Kona
coffee that a second invoice stated that M chael Boul ware had
sold and delivered to Hawaiian |Isles Kona Coffee for $250, 000.
Merwyn Manago al so did not verify that Hawaiian |Isles Kona Coffee

recei ved 200, 000 pounds of Kona coffee that a third invoice
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stated that M chael Boulware had sold and delivered to Hawaiian
| sl es Kona Coffee for $800,000. M chael Boulware did not
actually deliver this 320,000 pounds of coffee (200,000 + 40, 000
+ 80, 000 = 320,000) but through the officer |oan account was
credited with doing so.?

E. Proni ssory Not es

Before 1993, the year in which the CI D investigation began,
M chael Boulware was not required to sign prom ssory notes for
checks witten to himfroman H E account. Afterwards, at the
end of each year, Merwyn Manago generally took the total anopunt
of checks witten to Mchael Boulware in each nonth of that year
and drafted prom ssory notes for each of those nonths. None of
the funds that were deposited into the off-book bank accounts
were reflected in the prom ssory notes.

Paynent of the prom ssory notes was not secured. The
prom ssory notes set forth a repaynent date within 24 nonths
after their making and stated that a holder of a note in default
coul d declare that the entire unpaid bal ance was i medi ately due

and payabl e.

2lln addition to these anobunts credited to the officer |oan
account as coffee repaynents, we are unable to verify other itens
for which Merwn Manago credited the officer |oan account.
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F. Lack of Collection on Prom ssory Notes

Sonme of the |oans recorded as made to M chael Boul ware were
not repaid, and defaults occurred on the related and sone of the
ot her prom ssory notes. Merwn Manago never declared that any
anount due under a prom ssory note related to M chael Boul ware
was i medi ately due and payable. Nor did Merwyn Manago ever
attenpt to collect repaynent of an obligation of M chael Boul ware
that was in default; Merwn Manago viewed M chael Boulware as the
owner of the subject corporations and, hence, as the boss of
Merwn Manago and every other enpl oyee of one or both of the
subj ect corporations. Wen the period of limtations expired on
the enforcenent of a prom ssory note related to M chael Boul ware,
Merwyn Manago never recorded on the books of either subject
corporation that those anmounts were uncollectible. The board of
directors never took any action with respect to collection on the
prom ssory notes.

VI . Per sonal Bank Accounts

A. M chael Boul ware | ndividually

As rel evant herein, M chael Boulware had three personal bank
accounts listed in his nane. These accounts were checking
account No. 05-389054 at First Interstate Bank of Hawaii,
checki ng account No. 49-507151 at First Hawaiian Bank, and

checki ng account No. 09-365508 at First Hawaiian Bank. M chael
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Boul war e al so mai ntai ned a checki ng account at the Bank of Hawai i
in his reported capacity as president, treasurer, and secretary
of his wholly owned corporation, Automated Equi pnent, Ltd.
(Aut omat ed Equi pnent). That account nunber was 17-134698.

B. M chael Boul ware and Mal Sun Boul ware Jointly

M chael Boul ware and Mal Sun Boul ware had a joi nt savings
account, account No. 17-009762 at Liberty Bank. They also had a
j oi nt checki ng account, account No. 37-251410 at First Hawaiian
Bank.

C. Jin Sook Lee

Jin Sook Lee had a personal checking account, account No.
65- 565579 at First Hawaiian Bank. Jin Sook Lee al so maintained a
savi ngs account at First National Bank in her capacity as trustee
of the G enn Lee Boulware Trust. That account nunber was
65- 5701009.

V. Mal Sun Boul war e

Mal Sun Boul ware was born in Korea in 1944, and she noved to
the United States in 1963. She was married to M chael Boul ware
from 1975 through May 5, 1994. She and M chael Boul ware have one
child, Karen M n Boulware, a Korean girl whomthey adopted.

Karen M n Boul ware was born on May 2, 1979.
M&S Vendi ng reportedly paid Mal Sun Boul ware wages of

$16, 560 and $21, 210 during 1981 and 1982, respectively, and
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$24, 000 during each of the years 1983 through 1986. HE
reportedly paid Mal Sun Boul ware wages of $47,000, $59, 000,

$60, 000, $130, 000, $250,000, $300,000, $300,000, and $75, 000
during 1987 through 1994, respectively. Ml Sun Boul ware
generally received her reported wages in equal installnents

t hroughout the correspondi ng year. For 198906 t hrough 199406,
Hl E deducted wages paid to Mal Sun Boul ware of $30, 000, $95, 000,
$190, 000, $275, 000, $300,000, and $150, 000, respectively.
Respondent disall owed the deductions for 198906 through 199406 in
the total anount of $1, 040, 000.

Mal Sun Boul ware has just a few years of education, all in
Korea, and she reads little English. She did not have either an
office or a desk at HHE (or at any related entity). Ml Sun
Boul war e perfornmed no neani ngful work for H E (or M&S Vendi ng)

t hat woul d support characterizing the disputed paynents to her as
conpensati on.

VIIl. Jin Sook Lee

A. Backgr ound

Jin Sook Lee was born in Seoul, Korea, in 1955, and she
noved to the United States in 1980. Wen she noved, Jin Sook Lee
had a hi gh school education and had been married for
approximately 2 years to a man who lived in Hawaii. Shortly

after her nove, Jin Sook Lee divorced her husband because he was
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j obl ess and, she believed, incapable of supporting her desired
lifestyle.

After her divorce, Jin Sook Lee started working at a Korean
hostess bar in Hawaii as a hostess retained by the bar owners to
socialize with their patrons and to allure the patrons to buy a
| ot of drinks fromthe bar. Such bars usually involve
prostitution and are generally staffed with young wonen from
Korea who speak little English, have few job skills, and are
| ooki ng for soneone to take care of them Jin Sook Lee and the
ot her hostesses were paid for their services at the Korean
host ess bar through conm ssions earned on the drinks they caused
to be sold and through their receipt of tips left for themby the
patrons.

B. Jin Sook Lee Meets M chael Boul ware

In or about 1981, Jin Sook Lee net M chael Boulware at the
Kor ean hostess bar where and while she was working. Shortly
thereafter, M chael Boulware and Jin Sook Lee began an intimte
rel ati onship which M chael Boul ware endeavored to keep hi dden
from Mal Sun Boul ware and ot hers.? Throughout their
rel ati onship, M chael Boulware provided Jin Sook Lee with housing

and supported her financially.

2Merwn Manago, for exanple, did not know of Jin Sook Lee
until June 1993 or thereafter.
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Jin Sook Lee stopped working at the Korean hostess bar soon
after she net M chael Boulware, and she noved from her studio
apartnent to what she considered to be M chael Boulware’s
At ki nson condom nium Jin Sook Lee lived at the Atkinson
condom niumrent free. Later, Jin Sook Lee noved fromthe
At ki nson condom niumto what she considered to be M chael
Boul ware’ s house in Honolulu at Hawaii Kai, 3 Lumahai Street.

She lived at that house rent free. Later, after Mal Sun Boul ware
| earned that Jin Sook Lee was living at the house at 3 Lunahai
Street, Jin Sook Lee noved fromthat house to the Punahou
condom ni um which Jin Sook Lee bought with noney given to her by
M chael Boulware. Jin Sook Lee has not worked since she stopped
wor ki ng at the Korean hostess bar. During her relationship with
M chael Boulware, Jin Sook Lee attended business college, and she
received a diploma and certificate in 1994. Jin Sook Lee
currently receives $10,000 a year fromHE as a “settlenent”.

Jin Sook Lee began her relationship with M chael Boul ware
because she thought she woul d be better off financially, and she
al nost daily told himduring their relationship that they should
get married to each other. M chael Boulware eventually told Jin
Sook Lee that they would marry but that he first had to divorce
Mal Sun Boul ware. Jin Sook Lee repeatedly fought with M chae

Boul war e about his not getting a divorce, and Jin Sook Lee
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repeatedly told M chael Boulware that she would | eave hi munl ess
he got a divorce. M chael Boulware informed Jin Sook Lee that he
woul d di vorce Mal Sun Boulware in due tine. Jin Sook Lee did not
believe that M chael Boulware actually wanted to or would divorce
Mal Sun Boul war e.

During their relationship, Jin Sook Lee and M chael Boul ware
had two children together. Both of those children were planned.
The ol der child, denn Lee Boulware, was born on Septenber 15,
1985. The younger child, Steven Boul ware, was born on Cctober
13, 1988. Currently, Mchael Boulware' s relationship with each
of his sons is good.

C. Par adi se Roasti ng

Begi nning at |east in 1986, M chael Boul ware caused M&S
Vendi ng to pay Jin Sook Lee wages al though she did not perform
any work for M&S Vending in return for the wages. After MS
Vendi ng was renanmed H E, H E continued to pay Jin Sook Lee wages
al t hough she performed no work for HHE in return for the wages.

In or about 1987, Mal Sun Boul ware | earned that M chael
Boul ware was having an affair with Jin Sook Lee and that M chael
Boul ware and Jin Sook Lee had a son, G enn Boulware. Because
M chael Boul ware believed he could no | onger cause H E to pay
wages to Jin Sook Lee, he sought an indirect, surreptitious way

to give her noney. M chael Boul ware hel ped Jin Sook Lee form
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Par adi se Roasting as her wholly owned corporation and instructed
her to open a bank account for Paradi se Roasting in part so that
he could give her noney in the formof checks. Jin Sook Lee was
nanmed president of Paradi se Roasting, and her sister, Hong Sun
Hirai, was naned vice president. During 198906 and 199006,
Par adi se Roasting had no enpl oyees.

Par adi se Roasting sent invoices to HE indicating it had
sold coffee to HHE, and M chael Boul ware caused H E to pay those
i nvoices. During 198906, H E generally sent Paradi se Roasting
one check every nonth. The first four checks were each in the
amount of $10,000. The next three checks were each in the anount
of $15,000. The last five checks were each in the anount of
$20, 000. During 199006, H E generally sent to Paradi se Roasting
one check in the anount of $20,000 for each of the first 10
nonths. In total, H E paid Paradi se Roasting $185, 000 and
$200, 000 during 198906 and 199006, respectively. H E deducted
t hose paynents for Federal inconme tax purposes.

Par adi se Roasting never sold or delivered any coffee to HE
Nor did Paradi se Roasting ever have a business, ever have any
custoners, or ever sell any goods (e.g., coffee) or perform any
services. Jin Sook Lee used the noney that H E transferred to
Par adi se Roasting as she pleased, including to pay her |iving

expenses, to travel, and to purchase expensive jewelry for
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herself. When H E wote the above-referenced checks to Paradise
Roasting, H E did not reflect those checks as |oans on its books.
Except by neans of the adjusting journal entries (AJES) discussed
infra, H E did not ever record those paynents as loans on its
books.

D. Video Consultant

1. Overview
H E al so paid Jin Sook Lee at |east $175,000 during the
2-year period beginning in July 1988 purportedly for work as a
video consultant. Jin Sook Lee received those funds through
Vi deo Consultant, an entity that was fornmed as her sole
proprietorship. Jin Sook Lee was not a video consultant, and she
has never worked as such. Nor did Video Consultant ever have any
enpl oyees or any custoners. M chael Boul ware caused that noney
to be paid to Jin Sook Lee for her living expenses and for her
ot her desires.
2. Formation
M chael Boul ware hel ped Jin Sook Lee form Video Consul t ant
as another way to get noney to her indirectly and surreptiously.
M chael Boulware filled in a formapplication for a general
excise license for Video Consultant, and he had Jin Sook Lee sign
the application. M chael Boulware caused Jin Sook Lee to open an

account at First Interstate Bank of Hawaii in the nane of Jin
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Sook Lee d.b.a. Video Consultant. That account, No. 24-100804,
was a market interest investnent account, with check witing
privil eges.

3. Paynents From H E for Fal se | nvoices

During 198906 and 199006, Video Consultant invoiced H E for
goods or services totaling $84,000 and $91, 000, respectively, and
M chael Boul ware caused H E to pay Video Consultant the anount of
the invoices and to deduct those paynments on H E s Federal inconme
tax returns. HE paid those anbunts to Video Consul tant through
22 checks. During 198906, 12 of those checks were witten
nonthly in the anbunt of $7,000. During 199006, the first three
nmont hly paynents were in the amount of $7,000 and the next seven
nonthly paynents were in the anount of $10,000. All 22 paynents
were received by Video Consultant and deposited into First
I nterstate bank account No. 24-100804.

Nei t her Jin Sook Lee nor Video Consultant perforned any
service for or provided any good to H E in exchange for any of
the 22 paynents. Jin Sook Lee spent the noney that H E
transferred to Video Consultant as she pleased. Wen HE wote
t he above-referenced checks to Video Consultant, H E did not
reflect those checks as | oans on its books. Except by neans of
the AJEs discussed infra, HE did not ever record those paynents

as loans on its books. Although M chael Boul ware knew Ji n Sook
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Lee was not perform ng any service for HE as Video Consultant,
he never told that to Merwn Manago during the period she was
being paid by HHE. It was not until later that Merwyn Manago
| earned that Video Consultant was related to Jin Sook Lee.

E. M chael Boulware’'s Divorce From Mal Sun Boul war e

1. Di scussi ons Concerni ng D vorce

In 1987, M chael Boulware infornmed his attorney, M chael
McCarthy, a general practitioner who is now deceased, that he
wanted to divorce Mal Sun Boulware and to marry Jin Sook Lee.?®
Mal Sun Boul ware had recently infornmed M chael Boulware that she
knew he was having an affair with Jin Sook Lee and that Jin Sook
Lee and M chael Boulware had a child fromthat rel ationship. Ml
Sun Boul ware al so infornmed M chael Boulware that they shoul d
di vorce and that she desired as a condition of their divorce one-
hal f of the value of H E, which she estimated had a total val ue
of at least $10 million, plus their house in Honolulu at 382 Puu
| kena Drive, which she believed was worth $1 million. M chael
Boul ware contenpl ated that H E woul d be the source of any cash

that he needed to effect his divorce from Mal Sun Boul ware, and

ZBShortly thereafter, M chael Boulware inforned Jin Sook Lee
that their relationship was over because of actions she had taken
agai nst denn Lee Boulware. At or about that tinme, M chael
Boul ware al so agreed with Mal Sun Boul ware that he would end his
relationship with Jin Sook Lee. M chael Boulware |ater made up
with Jin Sook Lee.
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Mal Sun Boul ware was content to postpone their divorce until

M chael Boul ware had the necessary funds to pay her. M chael

Boul war e understood from his conversations wth M chael MCarthy
that Mal Sun Boulware m ght be entitled to receive |l ess than $5
mllion as to HE (i.e., one-half of the $10 million that Mal Sun
Boul ware believed HE was then worth) if the value of H E as
shown on its books decreased fromthe current date to the
appl i cabl e valuation date for his divorce.

2. d enn Lee Boul ware Trust

In 1987, while M chael Boul ware and Mal Sun Boul ware were
di scussing the terns of their divorce, Jin Sook Lee becane
concerned about the welfare and future of herself and d enn Lee
Boul ware should M chael Boulware die before that divorce. Jin
Sook Lee asked M chael Boulware to transfer one-half of his
shares in HHE to her for the future benefit of denn Lee
Boul ware. M chael MCarthy advised M chael Boulware not to put
the shares in the nanme of Jin Sook Lee personally but to transfer
the shares to Jin Sook Lee as trustee of a trust that M chael
Boul ware coul d establish for the benefit of denn Lee Boul ware.
M chael Boul ware understood from his conversations with M chael
McCarthy that it was not permssible for him(as an enpl oyee,
officer, or director of HHE) to give H E property to Jin Sook Lee

to hold for his divorce from Mal Sun Boul war e.
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On Septenber 8, 1987, M chael Boul ware established the G enn
Lee Boulware Trust as an irrevocable trust wwth Jin Sook Lee as
the sole trustee. M chael Boulware funded the trust with $500
pl us 50 percent of his stock in HY E. The principal beneficiary
of the trust was d enn Lee Boul ware, who at the sole discretion
of Jin Sook Lee, as trustee, could receive distributions of
i ncome and/or principal until he was 35 years old; alternatively,
until that time, Jin Sook Lee, as trustee, had sole discretion to
expend any or all of the principal or inconme of the trust for the
benefit of G enn Lee Boulware. The trust was stated to term nate
when G enn Lee Boul ware becane 35 years old, at which tinme he
woul d receive all of the trust estate. |If G enn Lee Boul ware
di ed beforehand, the trust was stated to term nate upon his death
at which tinme all of the trust estate would be distributed to Jin
Sook Lee. Under the ternms of the trust, Jin Sook Lee, as
trustee, was entitled to receive conpensation for ordinary
services, and Jin Sook Lee, as trustee, was entitled to receive
addi ti onal conpensation for extraordinary services.

3. Di vorce Proceedi ng

On May 5, 1994, the Famly Court of the First Crcuit of
Hawai i decreed in the uncontested divorce proceedi ng of Boul ware

v. Boul ware, FC-D No. 94-1225, that M chael Boul ware and Mal Sun
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Boul ware were thereafter divorced.? The court ordered as part
of the property settlenent that M chael Boul ware pay Mal Sun
Boul ware $3.65 mllion and transfer to her full ownership of
their property in Honolulu at 382 Puu |l kena Drive. The court
al so ordered M chael Boulware to pay Mal Sun Boulware child
support of $1,500 per nonth, starting April 5, 1994, to maintain
sufficient health coverage for his daughter, and to pay for his
daughter’s education. The court also ordered M chael Boulware to
pay off the approximately $1, 350,000 nort gage debt on the
property at 382 Puu | kena Drive, by February 20, 1999. As to the
di vision of property, the court order states:

The parties assune and intend that the division of

property incident to their divorce shall not itself

result in any tax consequences. Each party will take

each property interest awarded to himor her at its

pre-divorce basis, and that any tax which nust be paid

upon the subsequent sal e or exchange of such interest

shal |l be paid by the party who recei ved and

subsequent|ly sold or exchanged such interest.

| medi ately after his divorce, Mchael Boulware informed Jin
Sook Lee about the divorce, and he asked Jin Sook Lee to marry
him Jin Sook Lee declined, and she ended their rel ationship.

M chael Boulware and Jin Sook Lee presently speak to each ot her

very little, and they have difficulty dealing with each other.

2Fol | owi ng their divorce, Mchael Boulware and Mal Sun
Boul ware continue to have a good rel ationship, and his
relationship with their daughter is excellent.
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When Jin Sook Lee testified at the trial of these cases, it was
the first time that M chael Boulware had seen her in
approxi mately 18 nonths.

Mal Sun Boul ware has yet to receive all of the paynents that
M chael Boul ware owes her incident to their divorce. Ml Sun
Boul ware | ost through ganbling nost of the noney she received
from M chael Boulware incident to their divorce.

F. Transfers of HE Assets to Jin Sook Lee

1. Overview

From 1987 through 1994, M chael Boulware delivered to Jin
Sook Lee a total of at least $6.7 mllion of assets diverted from
HE During that tinme, Mchael Boulware also regularly gave Jin
Sook Lee at |east another $2 million in cash and other assets
(e.g., jewelry). Mchael Boulware did not contenporaneously
record or otherw se keep track of the funds and ot her assets that
he gave to Jin Sook Lee.?®

The diverted assets included primarily cash obtai ned by

M chael Boul ware mai nly by way of checks drawn agai nst H E s bank

M chael Boulware testified at trial that he kept accurate
records of the funds of HHE that he transferred to Jin Sook Lee.
We consider that testinony incredible. Mchael Boulware at
various times has stated the total anmount of funds as drastically
different anounts. Moreover, at trial, he failed to produce any
accurate docunentation and admtted that no such docunentation
existed as of the tine he testified at trial.
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accounts and agai nst the off-book bank accounts, and from funds
sourced in the off-book activities. The diverted assets al so
reflected at | east four real properties in Honolulu that were
purchased with H E funds and that were put in the nane of Jin
Sook Lee without any offsetting debt. The four real properties
were the Atkinson condom nium a house at 1050 Kol oa Street
(Kol oa house), the Makai wa house, and the Punahou condom ni um

M chael Boul ware diverted HE s assets fromHE to hide the
assets from Mal Sun Boul ware in connection with their divorce and
to accunmul ate personal wealth for what he hoped to be the benefit
of hinself, Jin Sook Lee, and their children. M chael Boul ware
di verted those assets fromHE for his personal use in that he
t hen gave the underlying assets to Jin Sook Lee to use, hold, or
spend as she desired, but with his expectation and beli ef
(neither told to her) that she would chose on her own to hold,
use, or spend the assets for the common benefit of hinself, her,
and their children.

2. Atkinson Condom ni um

On Septenber 9, 1987, Jin Sook Lee purchased the Atkinson
condom nium for $115,000. Jin Sook Lee paid for that purchase
with funds that cane from M chael Boulware which in turn cane

fromHE w thout the know edge of the independent nanagers.
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Jin Sook Lee rented the Atkinson condom niumout to tenants,
she freely spent the noney received as rent, and she reported
that rent as her taxable inconme. M chael Boulware never told Jin
Sook Lee to save the rent noney fromthe Atkinson condom nium for
his divorce or that the rent noney was his or HE s. M chael
Boul ware never told Jin Sook Lee that she woul d soneday have to
transfer the Atkinson condomniumto himor to HE. M chael
Boul ware never told Jin Sook Lee that the Atkinson condom ni um
woul d be used (or was otherw se needed) to effect his divorce
from Mal Sun Boul war e.

After the start of the crimnal investigation discussed
infra, the Atkinson condom nium was added to the books of HI E by
recording it as an asset of HE

3. Makai wa House

On or about March 21, 1989, Jin Sook Lee purchased the
Makai wa house from an unrel ated party for $560,000. Jin Sook Lee
paid for that purchase with noney that came from M chael Boul ware
which in turn came fromHE w thout the know edge of the
i ndependent managers. M chael Boulware never told Jin Sook Lee
t hat she woul d soneday have to transfer the Makaiwa house to him
or to HHE. M chael Boulware never told Jin Sook Lee that the
Makai wa house woul d be used (or was ot herw se needed) to effect

his divorce from Mal Sun Boul war e.
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Jin Sook Lee lived (and continues to live) in the Mkaiwa

house. Jin Sook Lee has never paid any rent to live in the

Makai wa house. After the start of the crimnal investigation

di scussed infra, the Makai wa house was added to the books of H E

by recording it as an asset of HE

4. Kol oa House

On February 7, 1991, Jin Sook Lee purchased the Kol oa house
froman unrelated party for $1, 150,000, and the property was
pl aced in the nanme of Jin Sook Lee. Jin Sook Lee paid for that
purchase with funds that canme from M chael Boulware which in turn
came fromH E wi thout the know edge of the independent managers.
M chael Boul ware never told Jin Sook Lee that she woul d soneday
have to transfer the Kol oa house back to himor to HE M chael
Boul ware never told Jin Sook Lee that the Kol oa house woul d be
used (or was otherw se needed) to effect his divorce from Ml Sun
Boul war e.

On or about Novenmber 24, 1992, in connection with a rift
bet ween M chael Boulware and Jin Sook Lee, M chael Boul ware
forged Jin Sook Lee’s nane w thout her perm ssion to the deed for
t he Kol oa house, caused a notary who was an enployee of HE to
attest in witing that Jin Sook had signed the deed personally,
and caused that property to be transferred into the nanme of

M chael Boul ware. Contenporaneously, M chael Boul ware deeded the
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Kol oa house to HE in return for a credit agai nst the anount
reflected in his officer |oan account.

Afterwards, when Jin Sook Lee did not receive the tax bil
for the Kol oa house as she usually did, Jin Sook Lee |earned that
M chael Boulware had transferred the Kol oa house from her nane.
Jin Sook Lee was upset and confronted M chael Boul ware about the
transfer. M chael Boulware prom sed Jin Sook Lee that he would
pay her back for inappropriately taking the Kol oa house from her.
On July 25, 1993, Mchael Boulware agreed in a witing bearing
his signature to pay Jin Sook Lee $1.2 million, the anount they
agreed was the value of the Kol oa house, and to secure his
paynent of the $1.2 mllion with a security interest in HE s
vendi ng machines. The witing states:?®

I, Mchael H Boulware, president of Hawaii an

| sles Enterpr. Inc. do hereby acknow edge that | owe

Jin Sook Lee of 1017 Makaiwa St. the sum of One

MIlion, Two Hundred Thousand Dol | ars, $1, 200, 000. For

which | agree to pay the sumof Twenty Thousand

Dol | ars, $20,000, for each and every nonth starting

Septenber 1, 1993 up until August 1, 1993 [sic]. On

Septenber 1, 1994 a ball oon paynent of the bal ance is

on demand + payable on this day.

The loan will be secured by way of vending

machi nes equal to the bal ance of Loan even by ways of
Auction or any other neans.

2M chael Boulware stated in the witing that he was the
president of HHE as a way to further identify hinself in his
i ndi vi dual capacity.
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M chael Boulware | ater signed and executed a nore fornmal,

but undated, prom ssory note promsing to pay $1.2 nmllion to Jin
Sook Lee as follows: $25,000 on Septenber 1, 1993, and on the
first day of each of the 12 nonths thereafter; and on Septenber
1, 1994, any anount remai ning due on the note. The note stated
that interest accrued on any unpaid anmount at the rate of 12
percent per year. The note stated that it was secured by a
“Security Agreenent and Fi nancing Statenent of even date
herewi th”.

5. Punahou Condoni ni um

Jin Sook Lee purchased and initially lived in the Punahou
condom niumw th noney that canme from M chael Boulware which in
turn came fromH E w thout the know edge of the independent
managers. Subsequently, Jin Sook Lee rented the Punahou
condom niumout to a tenant, she freely spent the noney received
as rent, and she reported that rent as her taxable incone.

M chael Boul ware never told Jin Sook Lee to save the rent noney
fromthe Punahou condom nium for his divorce or that the rent
money was his or HHE's. M chael Boulware never told Jin Sook Lee
t hat she woul d soneday have to transfer the Punahou condom ni um
to himor to HHE. M chael Boulware never told Jin Sook Lee that
t he Punahou condom ni um woul d be used (or was ot herw se needed)

to effect his divorce from Mal Sun Boul war e.
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After the start of the crimnal investigation discussed
infra, the Punahou condom ni um was added to the books of HI E by
recording it as an asset of HE

6. Understanding as to the Transferred Assets

Jin Sook Lee understood that the funds that M chael Boul ware
gave her during their relationship cane from M chael Boul ware,
and not fromHE, and that the funds were hers to spend as she
desired. M chael Boulware never told Jin Sook Lee she had to
save the noney he gave her so that he could use the noney for his
divorce. Nor did HE s board of directors sign any resol ution
that specifically approved of M chael Boulware’ s taking H E noney
for himto save for his divorce from Mal Sun Boul war e.

Jin Sook Lee believed that M chael Boul ware was giving her
nmoney because she was his girlfriend and the nother of one (and
later two) of his children. Jin Sook Lee sonetinmes demanded
nmoney from M chael Boulware; other tinmes, he just gave noney to
her. On one occasion, in or about Decenber 1992, M chael
Boul war e asked Jin Sook Lee to | end him $200,000 to use for his
di vorce from Mal Sun Boul war e.

M chael Boulware clains that he transferred HHE s assets to
Jin Sook Lee between 1987 and 1994 for her to hold and to save
for himso he could accurmul ate funds to satisfy his property

settlenent incident to his divorce from Mal Sun Boul war e.
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M chael Boulware clains that Jin Sook Lee wanted to hold the
noney that he was saving for his divorce, that Jin Sook Lee knew
t he noney he was giving her was to be saved for his divorce, and
that Jin Sook Lee agreed to give the noney back to hi mupon his
request. We find these clains incredible. M chael Boulware
never told Jin Sook Lee any reason for giving her noney or what
she had to do with the noney. Jin Sook Lee understood that
M chael Boul ware gave her the noney to use as her own for
what ever she desired.

7. Jin Sook Lee's Use of the Transferred Funds

Jin Sook Lee spent the transferred funds as she desired, and
M chael Boul ware knew that Jin Sook Lee was spending a |ot of the
funds that he gave her. During their relationship, M chael
Boul ware provided Jin Sook Lee with an extravagant |ifestyle that
i ncluded her driving a Mercedes, z Porsche, a Rolls Royce, and a
BMV (sonme of which she owned), her owni ng and weari ng expensive
designer clothes and jewelry (e.g., a $70,000 di anond), her
traveling to foreign countries and to New York City, and her
regularly receiving cash from M chael Boulware. Jin Sook Lee
charged freely and extravagantly on her credit cards (e.g.,
chargi ng nore than $240, 000 from August 24, 1991, through
Decenber 15, 1994), and she paid her credit card bills with noney

that M chael Boul ware gave to her.
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Jin Sook Lee used sone of the funds that she received from
M chael Boulware to purchase certificates of deposit earning over
$220,000 in interest in 1992 and 1993. M chael Boulware did not
tell Jin Sook Lee that the interest was not hers, and Jin Sook
Lee spent that interest on herself and otherw se as she desired.
Jin Sook Lee transferred out of the country sonme of the funds she
received from M chael Boul ware, including at |east $100, 000 t hat
she sent to her nother in Korea. After commencing the civil
[itigation against Mchael Boulware and H E, Jin Sook Lee paid to
her attorneys approximately $1 mllion using sone of the funds
given to her by M chael Boul ware.

8. M chael Boul ware Takes Sone of the Transferred
Funds From Jin Sook Lee Wthout Her Know edge

Jin Sook Lee kept in a safe at her house (the Punahou
condom niun) sone of the funds given to her by M chael Boul ware.
The conbination to the safe was known by both Jin Sook Lee and
M chael Boulware. On one occasion, in or about the fall of 1990,
M chael Boul ware renoved fromthe safe $840, 000 of the
approximately $1.5 million that was then there. Jin Sook Lee was
upset by that action, and she demanded that M chael Boul ware give
t he noney back to her because it was hers. M chael Boul ware gave
Jin Sook Lee a check drawn on H E s corporate bank account in

return for the noney he renoved fromthe safe. M chael Boul ware
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prom sed Jin Sook Lee that he would not borrow or steal any noney
from her again.

| X. O f - Book Bank Accounts

M chael Boul ware surreptiously caused the opening of the two
of f - book bank accounts. In or about October 1990, the first
account, No. 03-038866, was opened at Hawaii National Bank in the
name of “Hawaiian Isles Distributors, Inc.” |In or about Cctober
1991, the second account, checking account No. 01-06586-6, was
opened at Central Pacific Bank in the nane of “Hawaiian Isles
Enterprises, Inc. DBA Hawaiian Isles Distributors”. Activity in
the earlier off-book bank account stopped shortly after the later
of f - book bank account was opened. Activity in the later off-book
bank account stopped 2 days after M chael Boulware | earned he was
under crimnal investigation by the CID. The deposits into the
of f - book bank accounts totaled at |east $6,139,567 during 199006
t hrough 199306.

The of f-book bank accounts were not reported on the books of
any of the relevant corporations (including the subject
corporations), and those accounts (and the deposits therein and
the withdrawal s therefrom) were kept secret during the subject
years fromthe independent managers. M chael Boulware told
Si dney Boul ware about the off-book bank accounts so that Sidney

Boul ware coul d oversee those accounts personally and coul d keep
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the accounts secret fromthe i ndependent nmanagers. Sidney

Boul ware kept the deposit slips for the off-book bank accounts in
his office. The deposit slips for the subject corporations’ bank
accounts which the i ndependent nanagers knew about were kept

out side Sidney Boulware' s office by others.

X. O f-Book Activities

A.  Overview

During the rel evant years, M chael Boulware engaged in a
nunber of off-book activities and other inproper transactions
(collectively, off-book activities). The off-book activities
were OIC sales of H E tobacco products, M chael Boulware’s
personal sales of H E coffee to Pele Trading and Hawaii M suzu,
M chael Boulware’ s fabrication of work perforned for H E by
Bonded Construction, M chael Boulware's fictitious equi pnment
| easi ng transactions by HE, and M chael Boulware’s fictitious
international transactions by HE. Mchael Boulware kept the
of f-book activities secret fromthe i ndependent managers. Mich
of the noney that M chael Boulware diverted fromH E through the
of f-book activities was deposited into the off-book bank accounts
or into a personal account of M chael Boulware or Jin Sook Lee.

M chael Boul ware caused Jin Sook Lee to receive at |east
$3, 147,923 of the funds deposited into the off-book bank

accounts. Wen Jin Sook Lee received those funds, and during
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198906 t hrough 199306, H E did not record those receipts as |oans
on its books and records. The $3, 147,923 received by Jin Sook
Lee was in addition to the paynents that Jin Sook Lee received

t hrough Paradi se Roasting and Video Consultant (i.e., at |east
$385, 000 and $175, 000, respectively). Jin Sook Lee also received
ot her amounts from M chael Boulware that he diverted fromHE
Jin Sook Lee used sone of the funds referenced in this paragraph
to purchase the Punahou condom nium the Atkinson condom nium

t he Makai wa house, and the Kol oa house.

B. OIC Sal es of Tobacco Products

H E had a “cash and carry busi ness” where small whol esal ers
and retailers (nostly nom and-pop type stores and enpl oyees of
t he subject corporations) cane to H E s warehouse and bought
H E s tobacco products over the counter by paying cash or by
usi ng checks. The warehouse was separate fromthe building that
housed H E' s accounting departnment. The warehouse had a
regi ster, an order desk, and a conputer to use with respect to
H E s OIC sales. The register in the warehouse related to the
cash and carry business, and the conputer in the warehouse was
neither connected to HHE's main conputer nor part of HE s
regul ar accounting system

Each day, the receipts fromthe OIC sales were given to

| rene Takam ya, a cashier at HHE. Irene Takam ya forwarded those
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receipts to Sidney Boulware, either directly or through Thomas
Cki not o, the general manager of Hawaiian Isles Distributors.

Si dney Boul ware, or sonetinmes Thomas ki not o, deposited those
receipts into the off-book bank accounts. Sidney Boul ware never
told the independent managers about the receipts fromthe OIC
sales or that those receipts were deposited into the off-book
bank accounts. H E s accounting departnent also did not know
that OTC proceeds were deposited into the off-book bank accounts.
Unbeknownst to the independent managers, M chael Boul ware caused
H E s OIC sales not to be recorded on HHE s invoice register, not
to be reported in HE s books, and not to be reported as incone
by Hl E.

The funds deposited into the off-book bank accounts cane
primarily fromthe receipts of HE s OIC sales. O the tota
deposits into those accounts, the funds that M chael Boul ware
diverted from OTC sal es total ed $506, 464, $1, 337,213, $719, 755,
and $1, 020,293 for 199006 to 199306, respectively, or $3,583,725
intotal. When those OIC proceeds were deposited into the off-
book bank accounts, the transactions were not recorded as | oans
on HHE's books. Nor were the proceeds reflected in the

prom ssory notes related to the officer |oans.
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C. M chael Boul ware’'s Personal Sales of H E Coffee Unknown
at the Tine to HE

1. Overview

H E sol d bl ended coffee to consuners. H E purchased coffee
beans fromthird parties, and the beans were delivered directly
to H E s warehouse, where they were stored. Wen coffee beans
were delivered to HHE, an H E enpl oyee checked the shi ppi ng
docunent to see that the coffee purchased was in fact delivered.
H E s accounting departnent relied on the shipping docunent and
the signature of a designated enployee to verify that the coffee
beans were delivered.

As rel evant herein, Robert Kong was the enpl oyee designated
by HHE to sign the shipping docunents verifying that the coffee
beans purchased by H E were delivered. Upon the request of
Si dney Boul ware, Robert Kong sonetinmes signed such shipping
docunents after the coffee was supposedly delivered. The
shi ppi ng docunents did not always |ist the date on which the
cof fee was purportedly received, and Robert Kong did not always
read the invoices that he signed. Wen Robert Kong signed
shi ppi ng docunents upon the request of Sidney Boul ware, Robert
Kong neither read those docunments nor checked them for accuracy.

Merwn Manago knew that M chael Boul ware was selling coffee

beans to conpani es other than the subject corporations, and



- 82 -
M chael Boul ware | ed Merwn Manago to believe that the coffee
beans sold by M chael Boulware were not fromHFE s inventory.
Unbeknownst to the independent managers, M chael Boul ware sold
cof fee beans that were inventoried by HE to at |east two
purchasers and diverted fromH E the proceeds fromthose sales.
The first purchaser, Hawaii M suzu, was a coffee roasting conpany
that during the relevant years was buyi ng Kona coffee fromH E
regularly. The second purchaser, Pele Trading, was an

i ndependent conpany that al so bought coffee fromH E

2. Sales to Hawaii M suzu

Hawai i M suzu purchased and roasted coffee beans and then
sold the roasted coffee to its custoners. From 199006 t hrough
199306, M chael Boulware sold HE s coffee beans to Hawaii M suzu
and caused H E to invoice Hawaii M suzu for those sales. M chael
Boul ware caused H E to specify on the invoices that paynent be
made directly to M chael Boulware, or in sonme cases directly to
Jin Sook Lee, or in still other cases directly to HE. Hawaili
M suzu paid the invoices by check made payable to the payee
specified on the invoice; i.e., Mchael Boulware, Jin Sook Lee,
or HE. O the anobunt that Hawaii M suzu paid for H E s coffee,
at | east $1, 265, 458 was deposited into bank accounts controlled
by either M chael Boulware or Jin Sook Lee; the deposits totaled

$116, 832 for 199006, $382,403 for 199106, $347,866 for 199206,
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and $418, 357 for 199306. These paynents were not reflected as
officer loans at the tine of the transactions. Merwn Manago did
not know that M chael Boulware was selling coffee to Hawaii

M suzu and causi ng Hawaii M suzu to pay M chael Boulware or Jin
Sook Lee directly. Neither H E nor Mchael Boul ware reported

t hese paynents as i ncone.

3. Sales to Pele Trading

In 1989, Pele Trading was an exporter of coffee that was
seeking a new supplier of coffee beans. Tinothy |Inoue was Pel e
Trading’ s vice president who was responsi ble for purchasing
cof fee beans for Pele Trading. From 1989 through 1993, Ti nothy
| noue purchased coffee from M chael Boulware and from Marvin
Fukum tsu, an H E enpl oyee, believing that H E was the seller of
the coffee. Tinothy Inoue received his purchased coffee in HE
burl ap bags, and he received invoices fromHE for the purchases.

At the direction of Mchael Boulware, Tinothy Inoue paid for
his coffee purchases with checks that he made payable to M chael
Boul ware. Those checks totaled at |east $1, 335,132; by taxable
year, the deposits underlying this total aggregated $264, 790 for
198906, $1, 029,963 for 199006, $21,175 for 199106, and $19, 204
for 199206. Al but seven of such checks received from Ti not hy
| noue were deposited into a personal checking account of M chael

Boul ware, specifically, account No. 05-389054 or account No.
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49-507151. In one instance, a check in the amunt of $73,500 was
deposited in 199006 into Jin Sook Lee's trustee account No.
65-570109. In a second instance, a check in the amount of
$65, 000 was deposited in 199006 into Jin Sook Lee’ s personal
account No. 65-570109. On five other instances, a check was
cashed in 199006, rather than deposited; those five checks
total ed $196,532. Sone of the checks were witten payable to
H E, but at the direction of Mchael Boulware, “H E’ was crossed
out by Tinothy Inoue and the nane of M chael Boulware (or in one
case Jin Sook Lee) was witten in. The proceeds fromthe checks
rewitten to Mchael Boulware ended up in the accounts he
controlled. The proceeds fromthe check rewitten to Jin Sook
Lee ended up in her account.

At the tinme of the transactions, Merwyn Manago did not know
that M chael Boulware was selling coffee to Pele Trading or that
H E was supplying coffee sold to Pele Trading. The $1, 335, 132
that Pele Trading paid Mchael Boulware was not directly recorded
as inconme on H E s books. From 1989 through 1993, the coffee
sales to Pele Trading were not booked as |oans to M chael
Boul ware. M chael Boulware did not report these paynents as

i ncome.
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4. Ref erenced Coffee Sold by M chael Boulware |Included in
H E s COGS

As to its coffee sales, H E conputes its cost of goods sold
(COGS) using a systemthat takes into account the difference in
wei ght (i.e., shrinkage) between actual coffee bean inventory at
t he begi nning and end of the accounting period. That “shrinkage”
is a plug nunber that reflects the loss in weight fromroasting
cof fee beans and from any ot her unexpl ained | oss in weight of
inventory between the inventory dates. The coffee that M chael
Boul ware sold to third parties was included in HHE s COGS as
shri nkage.

D. Bonded Construction

1. Backgr ound

Bonded Construction is a general construction conpany owned
and operated by John Yanmada. Bonded Construction perfornmed work
for both H E and M chael Boul ware. Bonded Construction rented
and occupi ed a warehouse fromH E

2. M chael Boul ware Causes H E To Pay to Renodel
Jin Sook Lee’'s Residence

I n 199006, Bonded Construction conpletely renovated the
Makai wa house where Jin Sook Lee |lived (and continues to |ive
today) and which was then titled in her name. The renovation
cost $156,647. Bonded Construction invoiced H E for part of the

work and at the direction of Mchael Boulware stated on two of
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the invoices that a total of $50,785 of the work was done on

H E s coffee roasting plant.? At the direction of M chael

Boul ware, Merwyn Manago caused H E to pay both of those invoices
upon recei pt.

3. Pavi ng of the Back Lot at H E

a. Overview

H E pai d Bonded Construction to “fill” (i.e., raise the
el evation of) and pave a 70, 000-square-foot | ot owned by H E and
| ocated at the back of its property behind the warehouse | eased
by Bonded Construction. Bonded Construction was the general
contractor of the project, and Autonmated Equi pnment was the sole
subcontractor. M chael Boul ware had asked John Yamada to act as
general contractor and to use Automated Equi pnent as the
subcontractor. HEl paid Bonded Construction for the job, and
Bonded Construction then paid Automated Equi pmrent with sonme of
t he noney that Bonded Construction had just received fromH E

Merwyn Manago aut horized the paynents to Bonded Construction not

2'The first invoice, dated Mar. 15, 1990, stated that
$23,580 was due for “Materials and Labor needed to make necessary
i nprovenents to the Coffee Roasting Plant accordi ng per
instructions”. The second invoice, dated Apr. 11, 1990, stated
t hat $27, 205 was due for “Materials and Labor to fabricate and
nodi fy certain areas in the coffee plant to accept the new ml|
assenbly as per instructed”.
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knowi ng that part of the paynents would then be transferred to
Aut omat ed Equi pnent .

Janes Kuni hiro and Rodney Nohara owned a construction
conpany naned Jayar Construction (Jayar). In 1994, Jayar was

wor king on a | arge excavation project in downtown Honolulu at the

site of the Bank of Hawaii. The project required that Jayar hau
away fromthe site approximtely 100,000 cubic yards of soil in
the formof coral material. James Kuni hiro and M chael Boul ware

di scussed M chael Boulware’ s need for approximtely 4,000 cubic
yards of that type of soil to fill HE's back lot. Jayar sold

M chael Boul ware approxinmately 4,000 cubic yards of the soil
excavated fromthe dowmtown project. Jayar also trucked, dunped,
and spread that soil at H E s back |ot.

Jayar received at |east $31,000 for the job. Janes Kunihiro
and Rodney Nohara were each paid separately for the job through
checks that were payable to them personally fromthe bank account
of Aut omat ed Equi pnent. Janes Kuni hiro received $17, 000 t hrough
t hree checks in the amounts of $9, 000, $5,000, and $3, 000.

Rodney Nohara received at |east $14,000 t hrough two checks in the
amounts of $9, 000 and $5, 000.

b. Aut omat ed Equi pnent

On or about Decenber 22, 1993, M chael Boul ware asked his

attorney, M chael MCarthy, to formquickly for Mchael Boul ware
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a wholly owned corporation known as Aut omated Equi prment. M chael
McCarthy did so on Decenber 22, 1993, using form docunents that
he had previously used to set up other corporations and listing
hinmself as the only initial officer. Approximately 3 weeks
| ater, M chael Boulware replaced M chael MCarthy as the sole
of ficer of Automated Equi pnent. M chael Boulware did not tel
his and the subject corporations’ accountants, Kobayashi, Doi &
Lum CPAs LLC (Kobayashi Doi), about the formation or existence of
Aut omat ed Equi pnent .

In 1993, H E started maki ng nonthly paynents of
approxi mately $35,000 to Aut omated Equi pnrent for a | ease of
equi prent. H E did not actually | ease any equi pnent from
Aut omat ed Equi pnrent. Wen HI E was nmaki ng these paynents, Merwyn
Manago did not know that M chael Boul ware owned Aut omated
Equi prent .

E. M chael Boulware’'s Fictitious Leasing Transactions

1. Overview
Lorin Kushi yanma owned three businesses named Al oha Ganes,
Aut omati ¢ Coi n Equi pnent, Inc. (Automatic Coin Equipnent), and
NA, Inc. Lorin Kushiyama has known M chael Boul ware since the
1960s. In the early 1990s, Lorin Kushiyama asked M chael
Boul ware to | end hi m approxi mately $25,000. M chael Boul ware

refused to do so. Later, in 1992, M chael Boul ware asked Lorin
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Kushi yama i n exchange for noney to assist himin two fal se
i nvoi ci ng schenes that would eventually underlie one or nore of
the counts for which Mchael Boulware was indicted. Lorin
Kushi yama agreed to do so. Eventually, as a result of Lorin
Kushi yama’ s participation in M chael Boulware’s fal se invoicing
schenmes, Lorin Kushiyama was named an uni ndi cted coconspirator
wi th M chael Boulware regarding a count of his indictnent that,
as discussed infra, alleged a conspiracy knowingly to make a
fal se statenent and report for purposes of influencing the action
of an institution insured by the Federal Deposit Insurance
Cor por ati on.

2. M chael Boul ware’'s First Schene

On or about January 8, 1992, M chael Boul ware asked Lorin
Kushi yama to cause Al oha Ganes to prepare and deliver to HE an
i nvoi ce purporting to show that H E paid $157,612 to purchase
video ganes identified in the invoice. Lorin Kushiyama agreed to
do so and caused Al oha Ganes to issue H E an invoice stating that
Al oha Ganes had sold 48 ganes to HE on January 8, 1992, at a
total cost of $157,612 (inclusive of 4-percent Hawaii tax of
$6,062). On January 8, 1992, H E issued a $75,000 check to Al oha
Ganes to pay part of the invoice. On the sane day, Lorin
Kushi yama wote a $70, 000 check from Al oha Ganes to M chael

Boul ware, which M chael Boul ware deposited on that day into his
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First Hawaiian Bank account No. 49-507151. On January 10, 1992,
H E i ssued a $82,612 check to Al oha Ganes to pay the renni nder of
the invoice. The $82,612 check was endorsed by Lorin Kushiyam
and deposited into one of the off-book bank accounts, Central
Paci fi c Bank account No. 01-06586-6. H E deducted the $157, 612
in paynments on its 199206 Federal incone tax return. Neither
Lorin Kushi yama nor Al oha Ganes sold or otherwi se transferred to
H E any of the games listed on the invoice; H E already owned

t hose ganes.

3. M chael Boul ware’s Second Schene

a. Need for the Second Schene

M chael Boul ware asked Merwyn Manago to make additi onal
paynments to Al oha Ganes for the purchase of video ganes but did
not submt to Merwyn Manago any additional invoices to support
t hose additional paynents. Merwn Manago made the additional
paynments to Al oha Ganes and recorded those paynents as persona
| oans to M chael Boulware. M chael Boul ware devised a second
schenme to obtain invoices in response to the actions of Merwn
Manago.

Under the second schene, Lorin Kushiyama prepared false
i nvoi ces for M chael Boulware show ng a sale of equipnment to HE
fromone of Lorin Kushiyama’s busi nesses, and M chael Boul ware

recei ved financing on those invoices fromGeneral Electric Credit
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Cor poration Financial Corporation (GECC). GECC financed
pur chases of equi pnment secured by a security interest in the
equi pnent, and transactions with GECC were structured as if the
borrower was | easing the equi pnrent from GECC. The typi cal
transaction facilitated by GECC i nvol ved GECC as the | essor and a
commercial custonmer as the | essee seeking to | ease equi pnent from
a particular vendor that the custoner had sel ected. Because HE
was a regular and well-rated customer of GECC with respect to
H E s prior purchases of video ganes, GECC generally required
fromHE just an invoice to finance any purchase price shown on
t he invoice.

b. H E s Relationship Wth GECC

H E and GECC had had a financial relationship since Cctober
8, 1985, and H E had had an account with GECC since at or about
the sane tinme. On April 10, 1989, H E and GECC entered into a
“Mast er Lease Agreenent” (M.A) under which GECC agreed to | ease
to HE and H E agreed to | ease from GECC equi pnent as descri bed
i n subsequent schedules to the MLA. The M.A appointed H E as
CECC s agent for inspection and acceptance of equipnment froma
supplier, and H E upon recei pt of equipnment was required to
execute a certificate of acceptance and a delivery receipt

acknow edgi ng recei pt of the equi pnent in good condition. Under
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the MLA, the equipnment remai ned the property of GECC while H E
made paynents under the | ease schedul e.

c. Seven Fal se |Invoices

i. Overview

In early 1992, M chael Boul ware asked Lorin Kushiyama to
cause Al oha Ganes and Automatic Coin Equi prent to prepare and
deliver to H E seven invoices purporting to show the purchase of
video ganes at a total cost of $495,814.80. Lorin Kushiyama
agreed to do so. Lorin Kushiyanma prepared in the nanes of his
busi nesses four false invoices totaling $271,382.80 and three
fal se invoices totaling $224, 432.

ii. Four Fal se Invoices Totaling $271,382.80

Lorin Kushiyama caused his businesses to issue four false
invoices in the total amount of $271,382.80. First, Lorin
Kushi yama caused Autonmatic Coin Equi prrent to prepare and deliver
to HHE an invoi ce dated February 3, 1992, listing that Automatic
Coi n Equi pnent had sold 17 ganmes to GECC (on behalf of HE) at a
total cost of $54,563.60 (inclusive of 4-percent Hawaii tax of
$2,098.60). Second, Lorin Kushiyanma caused Al oha Ganes to
prepare and deliver to H E an invoice dated February 5, 1992,
listing that Al oha Ganes had sold 15 ganmes to GECC (on behal f of
H E) at a total cost of $42,900 (inclusive of 4-percent Hawaii

tax of $1,650). Third, Lorin Kushiyama caused Automatic Coin
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Equi prent to prepare and deliver to H E an invoice dated February
10, 1992, listing that Autonatic Coin Equi prent had sold 15 ganes
to GECC (on behalf of HHE) at a total cost of $53,851.20
(i nclusive of 4-percent Hawaii tax of $2,071.20). Fourth, Lorin
Kushi yama caused Autonmatic Coin Equi prrent to prepare and deliver
to H E an invoice dated March 6, 1992, listing that Automatic
Coi n Equi pnent had sold 35 ganes to GECC (on behalf of HE) at a
total cost of $120,068 (inclusive of 4-percent Hawaii tax of
$4,618). As noted above, the anmounts of these 4 invoices total
$271, 382. 80 ($54,563.60 + $42,900 + $53,851.20 + $120,068 =
$271, 382. 80).

iii. Three False Invoices Totaling $224, 432

Lorin Kushiyama caused his businesses to issue three other
fal se invoices in the total anmount of $224,432. First, Lorin
Kushi yama caused Al oha Ganes to prepare and deliver to H E an
i nvoi ce dated March 3, 1992, listing that Al oha Ganes had sold 22
ganmes to GECC (on behalf of HHE) at a total cost of $66, 705. 60
(i nclusive of 4-percent Hawaii tax of $2,565.60). Second, Lorin
Kushi yama caused Autonatic Coin Equi prrent to prepare and deliver
to HHE an invoice dated March 11, 1992, listing that Automatic
Coi n Equi pnent had sold 22 ganes to GECC (on behalf of HE) at a
total cost of $65,442 (inclusive of 4-percent Hawaii tax of

$2,517). Third, Lorin Kushiyama caused Al oha Ganes to prepare
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and deliver to H E an invoice dated March 17, 1992, listing that
Al oha Ganes had sold 28 ganes to GECC (on behalf of HE) at a
total cost of $92,284.40 (inclusive of 4-percent Hawaii tax of
$3,549.40). As noted above, the anbunts of these three invoices
total $224,432 ($66, 705. 60 + $65, 442 + $92,284. 40 = $224, 432).

d. Fi rst Four Referenced Fal se | nvoices

On March 3, 1992, H E submitted the February 3, 5, 10 and
March 6, 1992, invoices to GECC as if the invoices reflected
typi cal |easing arrangenents. CECC processed the invoices as
such and on March 10, 1992, joined with H E in executing a
docunent with respect thereto stating that H E had to make
nmont hly paynents to GECC of $8,833.51. One day later, on March
11, 1992, CGECC issued a $42,900 check payable to Al oha Ganes and
a $228,482. 80 check payable to Automatic Coin Equi pnent. Neither
Lorin Kushiyama nor either of his businesses, Al oha Ganes and
Aut omati ¢ Coi n Equi pnent, sold or otherwise transferred to H E or
CECC any of the ganes listed on the four just nentioned invoices;
H E al ready owned t hose ganes.

On March 12, 1992, Lorin Kushiyama caused Al oha Ganes to
transfer $32,900 to the Bank of Hawaii and caused the Bank of
Hawaii to issue a $32,900 cashier’s check to M chael Boulware in
return for the transfer. Also on that day, Lorin Kushiyama

caused NA, Inc., to issue a $228,482.80 check payable to M chael
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Boul ware; on the sanme day, M chael Boul ware deposited that check
into his First Hawaiian Bank account No. 49-507151. On March 13,
1992, M chael Boul ware deposited the $32,900 cashier’s check into
his First Hawaiian Bank account No. 49-507151.

H E pai d GECC each of the $8,833.51 nonthly paynments and

deducted those paynents on its 199206 through 199506 Feder al
i ncone tax returns.

e. Last Three Referenced Fal se | nvoices

On March 23, 1992, H E submtted the March 3, 11, and 17,
1992, invoices to GECC as if the invoices reflected typical
| easi ng arrangenents. GECC processed the invoices as such and on
March 27, 1992, joined with H E in executing a docunent with
respect thereto stating that HHE had to nake nonthly paynents to
GECC of $7,206.51. On April 1, 1992, GECC issued a $66, 705. 60
check payable to Al oha Ganes, a $92, 284. 40 check payable to Al oha
Ganes, and a $65, 442 check payable to Automatic Coi n Equi pnent.
Nei t her Lorin Kushiyama nor either of his businesses, Al oha Ganes
and Automatic Coin Equi pnment, sold or otherwi se transferred to
H E or GECC any of the ganes listed on the three just nentioned
i nvoi ces; H E already owned those ganes. On April 1, 1992, the
$66, 705. 60, $92, 284. 40, and $65, 442 checks were all deposited
into one of the off-book bank accounts, Central Pacific Bank

account No. 01-06586-6.
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H E pai d GECC each of the $7,206.51 nonthly paynments and
deducted those paynents on its 199206 through 199506 Feder al
i ncone tax returns.

4. Funds Transferred to Lorin Kushi yam

After Lorin Kushiyama prepared and delivered the fal se
i nvoi ces for Mchael Boulware, M chael Boulware lent Lorin
Kushi yama t he noney he had previously requested. Later, in 1999
and 2000, H E paid Lorin Kushiyama as a full-tinme consultant
al t hough he performed no neani ngful substantive activity for HE

F. M chael Boulware’'s International C rcul ar Fl ow of Funds

1. Overview

Respondent determned in the NOD issued to HE that HE
i mproperly deducted $1, 731,000 for 199506 through 199706 as to
funds transferred fromHE to various foreign entities and then
to M chael Boulware; that H E inproperly deducted $29, 984 for
199506 as to funds transferred fromH E to various foreign
entities and then to Briggs Cockerham an entity in Amarillo,
Texas, as a potential personal investnent by M chael Boul ware;
and that H E inproperly deducted $89,936 for 199506 and 199606 as
to funds transferred fromHE to various foreign entities and
then to Anthony Oh Young and Joria Ch Young to pay off a

personal ganbling debt of M chael Boul ware.
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Nat han Suzuki was a tax adviser to Mchael Boulware and to
t he subject corporations and a former certified public accountant
elected in 1992 (and continuing to serve through 1996) as a
menber of the Hawaii House of Representatives. On or about March
25, 2004, Nathan Suzuki pleaded guilty to conspiring with M chae
Boul ware from June 16, 1993 or thereabouts, to February 10, 2000,
to defraud the United States by inpeding, inpairing, obstructing,
and defeating the lawful functions of the Internal Revenue
Service in the ascertainment, conputation, assessnent, and
collection of Mchael Boulware s Federal incone taxes. That plea
related in part to the formation and operation of Forest Trading,
Paci fic Vendors, and Harvest International, the relevant foreign
entities referred to in the prior paragraph.

2. Rel evant Foreign Entities

a. Forest Tradi ng

On April 7, 1992, Forest Trading was established in Hong
Kong as a corporate type entity. |Its original sharehol ders were
Sek Nga Kwan and Raynond Lam Man Shing (Raynond Lan), each
hol di ng 50 percent of its shares. The office of Forest Trading
in an office building in Hong Kong. The office was staffed by

Raynond Lam his wfe, and a third individual.
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b. Paci fi c Vendors

Harol d Ckinmoto was a cl ose personal friend of M chael
Boul ware. Harold Ckinoto referred either Nathan Suzuki or a
Tongan national named V. Henmal oto Alatini (Hemaloto Alatini) to
Barney Shiotani for assistance in formng for Mchael Boulware a
corporate type entity in the Kingdomof Tonga.?® On or about
Decenber 9, 1994, Nathan Suzuki and Hem |l oto Al atini incorporated
that entity, Pacific Vendors, as a private conpany in and under
the Il aws of the Kingdom of Tonga (in other words, an entity that
was simlar to a corporation in the United States). Subsequently
i n Decenber 1994, Barney Shiotani contacted the officials of the
Ki ngdom of Tonga inquiring as to why the corporate charter had
not as of then been issued for Pacific Vendors. Barney Shiotan
was informed that the charter was “well on its way”. The charter
was | ater issued.

Paci fic Vendors was owned nomnally for M chael Boul ware.
Oiginally, its nom nal sharehol ders were Nat han Suzuki, owning
80 percent of the shares of the conpany, and Henmal oto Al atini,

owning the rest. Hemaloto Alatini was nom nally given shares in

2As di scussed infra, Barney Shiotani is an attorney who
becane a cl ose confidant of M chael Boulware after M chael
Boul ware | earned that he was under crimnal investigation.
Bar ney Shi otani advised M chael Boul ware on ways to defeat that
i nvesti gati on.
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Pacific Vendors to facilitate its creation and the opening of its
bank accounts in the Kingdom of Tonga. Nathan Suzuki was
appoi nted secretary and director of Pacific Vendors.

Pacific Vendors and its bank accounts were established by

Nat han Suzuki and M chael Boulware to help M chael Boul ware avoid
t he consequences of the crimnal investigation of M chael
Boul ware and to inpede, inpair, obstruct, and defeat that
i nvestigation. Mrwn Manago was not aware of Pacific Vendors.

C. Har vest | nternati onal

i Roxca Linmted

In or before 1994, Harold Ckinoto contacted Barney Shiotan
because Harold Okinoto wanted to forma corporate type entity in
and under the |aws of Hong Kong. Barney Shiotani referred Harold
kinoto to a Hong Kong law firmnaned King & Co. (King Co.). The
desired entity, Roxca Limted, was incorporated in Hong Kong on
Oct ober 14, 1994.

ii. Rei nvoi ci ng Oper ati on

Janmes Chan was a friend of Nathan Suzuki and of Raynond Lam
Sonetinme during 1993 through 1995, Nathan Suzuki asked Janmes Chan
to help himestablish an of fshore reinvoicing operation in Hong
Kong. Janes Chan asked Raynond Lam who was then in Hong Kong,
if he would assist Nathan Suzuki in that matter. Raynond Lam

agreed to do so.
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Janmes Chan referred Nathan Suzuki to Raynond Lam and Nat han
Suzuki and Raynond Lam forned Harvest International on or about
January 12, 1995, by changi ng the name of Roxca Limted to
Harvest International. Harvest International had no personnel,
and its office in Hong Kong was the sane office as that of Forest
Trading. The office had a separate phone and fax |line for
Harvest International. Harvest International reported that its
initial directors were Harold Ckinoto and Pacific Vendors and
that its initial shareholders also were Harold ki noto and
Paci fic Vendors. Harold OCkinmoto owned 1 percent of the shares in
Harvest International as a nom nee of Pacific Vendors and of
M chael Boul ware, and Pacific Venders owned the other 99 percent
of the shares. Harold Ckinoto' s shares were formally transferred
to Pacific Vendors after Harold Ckinoto died of colon cancer on
Cct ober 12, 1996.

i Bank Accounts

From March 24, 1995, until his death, Harold Okinbto was the
sol e signatory on Harvest International’s bank accounts. Those
accounts were a “HK Dol lar Current Account” and a “US Dol | ar
Savi ngs Account” opened on or about March 24, 1995, at the

Hongkong & Shanghai Banki ng Corporation Limted.
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iv. Rati onal e Underl yi ng Formati on

Nat han Suzuki had expl ai ned to Janes Chan that he wanted to
forma reinvoicing conpany in Hong Kong to buy coffee fromH E on
credit and then to sell the coffee to overseas custoners, the end
users, who would receive their purchased coffee as drop shipnents
fromH E. Further, Nathan Suzuki explained, the reinvoicing
conpany woul d col |l ect paynents on its sales |long before the tinme
that it would have to pay its credit owed H E and could I end the
excess cashflow to Forest Trading which in turn could |l end the
nmoney to M chael Boulware net of certain fees. Janmes Chan often
acted as a nessenger and translator for Nathan Suzuki and Raynond
Lam regardi ng Harvest International, and Janmes Chan | ater |earned
that the excess cash was wired directly to M chael Boul ware
rather than lent to him

v. Actual Operation

H E did not actually sell coffee to Harvest International.

Vi . Fal se | nvoi ces From Har vest
| nt ernati ona

1. Overview
Fal se i nvoices were prepared that reported that Kona coffee
was sold from Harvest International to HE. From March 1, 1995,
t hrough January 6, 1997, Harvest International issued H E at

| east the follow ng invoices with respect to Kona coff ee:
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| nvoi ce
Dat e Pounds Price/Lb. [|nvoice Anpunt Not e
3/1/95 30, 600 $6. 50 $198, 900. 00 Shi pped Dec. 1994
3/1/95 10, 000 6. 50 65, 000. 00 Shi pped Nov. 1994
3/1/95 35, 000 6. 50 227, 500. 00 Shi pped Mar. 1995
4/ 24/ 95 35, 000 6. 50 227, 500. 00 Shi pped Apr. 1995
5/ 30/ 95 - (89,129.03) Credit neno: Inferior
Pr oduct
6/ 15/ 95 35, 000 7.25 253, 750. 00 ---
7/ 31/ 95 35, 000 7.25 253, 750. 00 ---
10/ 15/ 95 40, 000 7.25 290, 000. 00 ---
12/ 13/ 95 35, 000 7.50 262, 500. 00 ---
2/ 8/ 96 40, 000 8.00 320, 000. 00 Shi pped Feb. & Mar. 1996
3/ 3/ 96 6, 500 10. 75 69, 875. 00 Shi pped Mar. 1996
4/ 9/ 96 38, 000 8.00 304, 000. 00 ---
6/ 29/ 96 38, 000 8.00 304, 000. 00 ---
10/ 10/ 96 38, 000 8.50 323, 000. 00 ---
12/ 1/ 96 38, 000 8.50 323, 000. 00 ---
1/ 6/ 97 38, 000 8.50 323, 000. 00 ---
Tot al 3, 656, 595. 97

Not all of these invoices were received contenporaneously with
t he correspondi ng date on which the coffee was stated on the
i nvoi ces to have been shi pped.

2. Payments of |nvoices

During 199506 through 199706, H E paid the Harvest
I nternational invoices through checks and wire transfers. At
| east $3, 361, 827.62 was sent by wire. Wth respect to the
$3, 361, 827. 62, M chael Boulware caused HE to wire $3,037,984.19
directly to Harvest International and $323,843.43 directly to
King Co. M chael Boulware then caused $164, 067.01 of the

$323,843.43 to be wired fromKing Co. to Harvest I|nternational.
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3. Transfers From Harvest | nternational

a. Overview
As just nentioned, Mchael Boul ware caused $3, 202, 051.20 to
be wired to Harvest International ($3,037,984.19 + $164, 067.01 =
$3, 202, 051. 20). M chael Boul ware then caused Harvest
I nternational and others to transfer portions of the
$3,202,051. 20 in the manner that he directed.

b. Transfers to Personal Account
of M chael Boul ware

During 199507 through 199706, M chael Boul ware caused
Harvest International to transfer $1, 805,128 to Forest Trading
and then caused Forest Trading to transfer $1,731,000 of the
$1, 805,128 to his First Hawaiian Bank account No. 09-365508.
Specifically, M chael Boulware caused $837, 000, $819, 000, and
$75,000 to be transferred to his account in 199506, 199606, and
199706, respectively ($837,000 + $819,000 + $75,000 =
$1, 731, 000) .

Transfers on Behalf of M chael
Boul ware to Paragon Coffee,

doria Oh Young, and
Ant oi nette Hirai

o

During 199507 through 199706, M chael Boul ware caused
Harvest International to transfer $1,095,6943.62 to Pacific
Vendors and then caused Pacific Vendors to transfer the

$1, 095, 943.62 to Paragon Coffee Trading Co., L.P. (Paragon
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Trading), dAoria Oh Young, and Antoinette Hirai. Paragon Coffee
was a seller of green (i.e., unroasted) Col onbi an coffee beans,
and Si dney Boul ware assisted Harold Okinoto in purchasing coffee
for Harvest International by placing orders with Paragon Coffee.
G oria On Young, the then wife of Anthony Oh Young, was hired to
col |l ect a $500, 000 ganbling debt from M chael Boulware. M chael
Boul war e agreed to pay Anthony GCh Young approxi mately $100, 000.
During 199606 and 199706, Pacific Vendors wired $69, 961 and
$19, 975 to the bank account of doria Oh Young, as paynents that
M chael Boul ware agreed to nake to Anthony Ch Young related to
the ganbling debt. As discussed infra, Antoinette Hrai was the
then wife of Stanley Hrai, and both of them cashed checks for
M chael Boulware as directed by himso as to mnimze any
connection that M chael Boulware had to the off-book activities
and to the off-book bank accounts.

d. Transfer on Behal f of

M chael Boul ware to Bri ggs
Cocker ham

On August 16, 1995, M chael Boulware (through Harol d
Cki not 0) caused Harvest International to transfer $29,984 to
Bri ggs Cockerham The $29, 984 represented a specul ative
i nvestnment by M chael Boulware. That investnent was the purchase
of a mnority ownership interest in a possible bank venture in

Ecuador. Barney Shiotani had | earned of the investnent in July
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1995 t hrough sone of his acquai ntances at Briggs Cockerham and
he relayed that information to M chael Boulware. The bank
venture ultimately fail ed.

vii. Coffee Rebaqqi ng

Addi ti onal noneys were wired from Harvest International to a
Swi ss bank account for the benefit of Mchael Norton. M chael
Norton used Harvest International to evade his own tax
l[iabilities by transferring funds he obtained by selling
Col onbi an coffee as Kona coffee. M chael Boulware sent enpty
burl ap bags marked “Kona coffee” to M chael Norton in Berkel ey,
California, with the intent that M chael Norton buy South
Anmerican coffee, fill those bags with it, and send it back to HE
as Kona cof f ee.

3. Rol e of Nat han Suzuk

Nat han Suzuki used the official facsimle line in his
| egi slative office to authorize transfers fromthe bank accounts
of Pacific Vendors. As part of his plea agreenent, Nathan Suzuk
admtted that he conspired with Mchael Boulware to transfer
nmoney fromHE to M chael Boul ware by way of Harvest
I nternational and Pacific Vendors to help M chael Boul ware defeat

the crimnal investigation of M chael Boul ware.
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4. Har ol d Oki npt o

a. Overview

M chael Boulware clains that the $1, 731,000 transferred to
himfrom Harvest International was actually a | oan from Harol d
ki noto through Forest Trading. M chael Boul ware never nmade any
paynments on the purported loan. Nor did Harold Oki noto have
sufficient assets to | end M chael Boul ware $1, 731, 000. Harold
Cki noto was a heavy ganbl er who expended al nost all of his assets
during his lifetinme. Harold kinoto died with m nimal assets and
huge debts, including a debt of nore than $1 million to the
| nt ernal Revenue Servi ce.

During the | ast few years of his life, Harold Ckinoto was
dependent financially on his two sons, Bl ake Okinoto and Bruce
Ckinoto. Blake kinbto is an attorney with a general practice, a
per diem (part tinme) district court judge for the First Grcuit
of Hawaii, and a nenber of the disciplinary board of the Hawaii
Suprene Court. Bruce kinbto owns a business that supplies
construction material s.

b. Harol d Oki not o’ s Enpl oynent

Har ol d Cki not o owned | sl and Tobacco for a period that ended
in or about 1985. Wen Island Tobacco was di ssol ved, Harold
Ckinmoto went to work for HE. Harold Ckinoto was an enpl oyee of

HE fromMuy 1, 1986, through April 1, 1995.
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c. Adnministration of Harold Ckinbto's Estate

Harold Ckinoto’'s estate was not probated. When he died on
Cctober 12, 1996, his survivors (including Bl ake Ckinpto, Bruce
ki noto, and their nother Clara Ckinoto (collectively, Okinoto
famly)) believed that Harold Ckinoto did not have enough assets
to require a probate of his estate. The only assets that they
knew that Harold Okinoto owned at the time of his death were a
car, sone jewelry, sonme personal effects, and four checks witten
as payable to himby M chael Boulware in the aggregate anount of
$143,500.% Two of the checks were in the anounts of $28, 500 and
$30, 000 and were payable from M chael Boulware's First Hawaiian
Bank account No. 49-507151; those checks were dated October 27
and Novenber 8, 1993. The other two checks were in the anmounts
of $30, 000 and $55, 000 and were payable from one of the off-book
bank accounts, Central Pacific Bank account No. 01-06586-6; those
checks were dated 1992 and January 15, 1993.3% Wen Harol d
Cki noto was dying, he told Bl ake Oki noto about the 4 checks but
did not nention any noney that Harold Ckinoto had | ent M chael

Boul war e.

2When Harold Ckinmoto died, the house in which he had been
living was owned by an irrevocable trust, the beneficiaries of
whi ch were Bruce ki nbto and Bl ake CKi npto.

39The check dated 1992 has no correspondi ng nonth or date on
its face. W also note that this check is No. 386, while the
check dated Jan. 15, 1993, is No. 376.
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Approxi mately 2 nmonths after Harold Ckinoto died, Bl ake
ki not o asked M chael Boulware to pay himthe aggregate anount of
t he uncashed checks. M chael Boul ware was a heavy ganbl er on
sporting events, and he used to place bets with Harold Cki not o,
who was his ganbling bookie.3 Harold Ckinpto and M chael
Boul ware al so used to travel together to ganble in Las Vegas,
Nevada. Wen taking bets from M chael Boul ware, Harold Oki noto
woul d take M chael Boulware’s personal check as a substitute for
a promssory note; if Mchael Boulware |ost the bet, Harold
Cki noto woul d gi ve the check back to M chael Boul ware when
M chael Boulware paid Harold Oki noto cash in the anmount of the
check. The uncashed checks reflected anounts that M chael
Boul ware owed to Harold Ckinoto on | ost bets. M chael Boul ware
deni ed that he owed Harold ki noto any noney and insisted that
Har ol d Cki nmoto owed hi m noney for funds that M chael Boul ware had
lent Harold Okinmpbto. The Ckinoto famly decided not to pursue
coll ection of the anmounts reflected in the four checks, and those

checks have never been paid.

3IMal Sun Boul ware al so was a heavy ganbler. M chael
Boul ware pai d ganbling debts of hers aggregating at |east
$300, 000 to $600, 000.
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d. U S Attorney Contacts kinoto Famly

Shortly after the Ckinoto fam |y deci ded not to pursue
collection of the four checks, Bl ake ki noto was approached by
Assistant U. S. Attorney J. M chael Seabright (who is now a U S
District Court judge) with respect to the Kingdom of Tonga bank
accounts that were at issue in a then-ongoing crimnal case
i nvol ving M chael Boulware. Harold Ckinoto had ties to that
account that allowed Bl ake Ckinbto to consent to a request by the
United States to receive records on the account, and the United
States wanted Bl ake Okinoto to give such consent. Shortly
thereafter, M chael Boulware strongly suggested to Bl ake Cki noto
that he not give any such consent and requested that the two neet
to discuss certain matters. Blake Ckinoto i medi ately contacted
the U S Attorney’s Ofice to report that request. Blake Okinoto
then | earned that M chael Boul ware wanted to pay the Ckinpto
fam |y approximately $1.7 million that M chael Boul ware said
Harol d Ckinoto had | ent him beginning in 1995 t hrough nonthly
wire transfers from Hong Kong. Blake Okinpto al so | earned that
M chael Boul ware wanted to hire Blake Ckinoto's law firmto
represent HHE. Before he died, Harold Okinoto had routinely and
regul arly disclosed his personal finances and other nmatters to
Bl ake Oki noto, and Bl ake Okinoto neither heard from his father

that he had |l ent M chael Boulware approxinmately $1.7 mllion, nor
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believed that his father had the funds to |l end that anmpbunt to
M chael Boul war e.

e. Caimof an Approximately $1.7 M1 1lion Debt

Approxi mately 1 year after Harold Ckinoto's death, M chael
Boul war e tel ephoned Bruce ki nbto unexpectedly and asked that
they neet at M chael Boulware’'s house. Shortly thereafter, the
two of them net al one next to M chael Boulware’s garage, and
M chael Boulware told Bruce kinoto that M chael Boul ware owed
Harol d Cki noto approximately $1.7 million and had a proni ssory
note to that effect. Bruce Okinoto was aware of no such debt and
did not believe that his father had enough noney to have | ent
anyone anything. Bruce Okinoto and his brother, Blake ki noto,
did not do anything about collecting the noney fromthe all eged
| oan because they did not believe that the | oan existed. M chael
Boul war e asked Bruce Okinoto to send hima demand letter for the
nmoney, but Bruce Okinoto declined. The Ckinoto famly never
recei ved paynent for the approximately $1.7 mllion | oan that
M chael Boul ware said he owed Harold i noto.

f. After-the-Fact Creation of Prom ssory Notes

Sonetinme after Harvest International was formed, Janes Chan
met with Barney Shiotani and Nat han Suzuki in Nathan Suzuki’s
| egislative office at the State Capitol. At this neeting, the

t hree men acknow edged t he absence of a prom ssory note or other
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docunent indicating that the funds previously transferred from
the foreign entities to Mchael Boulware were |loans. The three
men di scussed their desire to create prom ssory notes for that
purpose. The three nmen agreed that Barney Shiotani would draft
prom ssory notes from M chael Boulware to Harvest I|nternational
for funds previously transferred to M chael Boul ware.

Xl . M chael Boul ware’s Renmpval of Funds Fromthe O f-Book Bank
Account s

A Overview

A total of $4,058,732 deposited into the off-book bank
accounts was renoved through transfers to M chael Boul ware’s
personal bank accounts, by checks witten directly to Jin Sook
Lee, by checks witten directly to Mal Sun Boul ware, or by checks
cashed for M chael Boulware nostly by his | oyal enployees and
friends. O the $4, 058,732, $1, 356, 100 was transferred to
M chael Boul ware’s personal account No. 05-389054; $641, 412 was
transferred to M chael Boulware’s personal account No. 49-507151;
$151, 000 was transferred to Jin Sook Lee through checks witten
to her; $601, 700 was transferred to Mal Sun Boul ware through
checks witten to her; and $1, 308,520 was received by M chael
Boul ware t hrough a check cashi ng arrangenment where M chael
Boul ware wrote a check payable to cash or to the nane of a | oya

(to him individual, and the individual cashed the check and gave
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the proceeds to M chael Boulware. When these checks were cashed,
in 1989 through 1992, M chael Boulware had not yet filed his
Federal incone tax returns for any of those years.

B. M chael Boul ware Caused Checks To Be Cashed for H m by
Empl oyees and Fri ends

1. Stanley Hirai and Antoinette Hirai

M chael Boul ware gave Stanley Hrai and his then wfe,
Antoinette Hirai, various checks usually payable either to cash
or to Antoinette Hirai. As directed by M chael Boulware (or
sonetinmes in the case of Antoinette Hirai at the direction of
Stanley Hirai), Antoinette Hrai, or sonetines Stanley Hrai or
t heir daughter, cashed the checks and gave the cash to M chael
Boul ware. Antoinette Hrai did not know why she was cashi ng the
checks; she sinply cashed the checks, put the cash in an
envel ope, and gave the envelope to Stanley Hirai who in turn gave
the noney to M chael Boulware. From 1992 through 1994, M chael
Boul ware wrote $230, 000 of checks payable to cash or to
Antoinette Hirai; those checks were payable from an of f-book bank
account, fromone of M chael Boulware’'s personal accounts, or
fromthe Automated Equi pnrent bank account. M chael Boulware told
Stanley Hrai that the noney was M chael Boul ware’s persona

funds and that he was giving those funds to Jin Sook Lee.
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2. Morris Myasota

Morris Myasota has worked for Holdings (and its
predecessor) since 1983 and was its human resource nmanager in
1990 and 1991. In the late 1980s to early 1990s, Mxrris Myasota
cashed at the request of M chael Boul ware approxi mately 150
checks totaling approximately $2 mllion. The anounts payabl e on
approxi mately 30 percent of the checks were greater than $10, 000,
and nost of the checks were nade payable to cash; sonetinmes, the
checks were made payable to Morris Myasota. As directed by
M chael Boulware, Mrris Myasota gave the proceeds to M chael
Boul war e upon cashing the checks. On at |east one occasion, when
Morris Myasota was asked to fill out a cash transaction report
for one of the transactions, he reported that he, rather than
M chael Boul ware, was receiving the proceeds.®* Mrris Myasota
knew it was not typical for sonmeone in his position wth Hol di ngs
(and its predecessor) to cash checks.

The checks witten as payable to Morris Myasota total ed
$198, 600 and were witten from February 1992 t hrough January
1993. O those checks, $147,700 was payabl e fromone of the

of f -book bank accounts, Central Pacific Bank account No.

32Currency transaction reports are generally required to be
filed by banks as to deposits or withdrawals (including by way of
check) exceedi ng $10, 000.
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01- 06586-6; $3, 700 was payable from M chael Boulware’s First
| nterstate Bank of Hawaii account No. 05-389054; and $47,500 was
payabl e from M chael Boulware’ s First Hawaiian Bank account No.
49-507151.

The checks witten as payable to cash total ed $1, 791, 700 and
were witten fromJanuary 1989 through February 1992. O those
checks, $3,000 was payable from one of the off-book bank
accounts, Central Pacific Bank account No. 01-06586-6; $1, 681, 200
was payable from M chael Boulware’s First Interstate Bank of
Hawai i account No. 05-389054; and $107,500 was payabl e from
M chael Boul ware’s First Hawaiian Bank account No. 49-507151.

3. Thomas ki noto

Thomas Oki not o began working for HE in 1984, and he worked
for HE until he retired in 1997. Thonmas Cki noto was the manager
of H E who oversaw its OIC sales. Thomas Okinoto al so was the
brot her of Harold Okinoto. During 1994, M chael Boul ware wrote
ni ne checks totaling $44,800 that were payable to Thonas ki noto.
None of the individual checks was payable in an anmount greater
t han $10,000. Two of the nine checks were payable from M chael
Boul ware’ s First Hawaiian Bank account No. 49-507151 in the total
amount of $9, 800. The renai ni ng checks were payable from M chael
Boul war e’ s Aut onat ed Equi pnment account No. 17-134698 in the total

anount of $35,000. As directed by M chael Boul ware, Thonas
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Cki not o cashed each of the nine checks and gave the proceeds to
M chael Boul ware. Thomas Cki noto never asked M chael Boul ware
why he was cashing checks for him

4. Mlton | keda

MIton | keda was enployed by HE (or its predecessor) as a
kar aoke machi ne sal esman fromthe early 1980s through sonetine in
the 1990s, and he was a good friend of Mchael Boulware. From
1991 through 1993, M chael Boulware wote at |east 80 checks
totaling $1, 394,663 that were payable to MIton | keda. The
anount payabl e on nost of the individual checks was greater than
$10,000. O the at |least 80 checks, $426,143 was payable from
M chael Boul ware’s First Hawaiian Bank account No. 49-507151;
$806, 920 was payabl e from one of the off-book bank accounts,
Central Pacific Bank account No. 01-06586-6; and $161, 600 was
payabl e from M chael Boulware’s First Interstate Bank of Hawai i
account No. 05-389054. As directed by M chael Boulware, MIlton
| keda cashed each of the checks and gave the proceeds to M chael
Boul ware. M lton | keda knew that check cashing was not part of
his job, but he did it as a favor to M chael Boulware. No one at
H E, besides M chael Boulware, knew that MIton | keda was cashing

checks for M chael Boul ware.
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5. Sydney Mirayama

Sydney Murayanma was an enpl oyee of HHE. From February 4,
1994, through Septenber 21, 1996, M chael Boul ware w ote checks
payabl e to Sydney Murayama totaling $64,000. O those checks,
$47,000 was payabl e from one of M chael Boul ware’'s personal
accounts, and the bal ance of $17,000 was payable from M chael
Boul war e’ s Aut onat ed Equi pnment account. As directed by M chael
Boul ware, Sydney Murayama cashed the checks and gave the proceeds
to M chael Boul ware.

6. Neal Taira

Neal Taira was an enployee of HE In Septenber and Cctober
1992, M chael Boulware wote five checks that were payable to
Neal Taira in the total anount of $39,400. None of the
i ndi vi dual checks was payable in an amobunt greater than $10, 000.

I n Septenber 1992, M chael Boulware al so wote a check payable to
Harol d Ckinoto in the anmount of $9,800. Al six of these
referenced checks were payable fromone of the off-book bank
accounts, Central Pacific Bank account No. 01-06586-6. As
directed by M chael Boulware, Neal Taira cashed each of the six
checks and gave the proceeds to M chael Boul ware.

7. Paul Takekawa

Paul Takekawa was an enpl oyee of HE. During 1993, M chael

Boul ware wote five checks totaling $20,000 that were payable to



- 117 -
cash or to Paul Takekawa. One of the checks was witten in
January 1993 and was nade payable in the anmount of $4,000 from
one of the off-book bank accounts, Central Pacific Bank account
No. 01-06586-6. The remai ning checks were witten in October
t hrough Decenber 1993 and were nmade payable in the total anount
of $16, 000 from M chael Boulware’s First Hawaiian Bank account
No. 49-507151. None of the individual checks was payable in an
amount greater than $10,000. As directed by M chael Boul ware,
Paul Takekawa cashed each of the five checks and gave the
proceeds to M chael Boul ware.

8. John Torres

John Torres was an enployee of HHE. In 1990 and 1992,
M chael Boul ware wrote 14 checks payable to John Torres in the
total amount of $103,400. One check was witten in March 1990
and was made payable in the amobunt of $5,000 from M chael
Boulware’s First Interstate Bank of Hawaii account No. 05-389054.
Ten of the checks were witten in January through Decenber 1992
in the total anmpbunt of $84,400 and were payable fromone of the
of f - book bank accounts, Central Pacific Bank account No. O1-
06586- 6; the anpbunt payable on 1 of the 10 checks was greater
t han $10,000. The remrai ning three checks were witten in January
t hrough August 1992 in the total anmpbunt of $14,000 and were

payabl e from M chael Boulware’ s First Hawaiian Bank account No.
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49-507151. None of the individual checks was payable in an
anount greater than $10,000. As directed by M chael Boul ware,
John Torres cashed each of the 14 checks and gave the proceeds to
M chael Boul war e.

9. (Oher Check Cashers

In addition to the checks nentioned above, from 1989 through
1996 M chael Boulware wote 85 checks payable to cash in the
total anmount of $465, 382 and gave those checks to individuals
ot her than those discussed above. The anpbunts payable on four of
t he checks were greater than $10,000. O the 85 checks, $132, 282
was payable from M chael Boulware’s First Hawaiian Bank account
No. 49-507151; $181, 600 was payabl e from one of the off-book bank
accounts, Central Pacific Bank account No. 01-06586-6; $133,000
was payable from M chael Boulware’s First Interstate Bank of
Hawai i account No. 05-389054; and $18,500 was payabl e from
M chael Boul ware’s First Hawaiian Bank account No. 09-365508. As
directed by M chael Boulware, these individuals cashed the checks
and gave the proceeds to M chael Boul ware.

XIl. Cimnal Investigation of M chael Boul ware

A. Jerry Yamachi ka Contacts and Meets Wth M chael Boul ware

On or about June 16, 1993, the CI D began a crimnal inconme
tax investigation of Mchael Boulware. The crim nal

i nvestigation stemmed fromrespondent’s receipt of information
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t hat showed that M chael Boul ware was enjoyi ng an extravagant
lifestyle and m ght have realized substantial inconme during the
recent years but not reported that income on his personal Federal
income tax returns. This information included, inter alia,
hundreds of currency transaction reports related to M chael
Boul ware that nunerous banks in Honolulu had filed with the
Comm ssioner. This information also included, inter alia, other
i ndependent reports that the referenced banks had filed with the
Comm ssioner to notify himof transactions with respect to
M chael Boul ware that appeared to have been structured to avoid
the filing of a currency transaction report.

Jerry Yanmachi ka was an experienced special agent in the CID
As part of the crimnal investigation, Jerry Yamachi ka net with
M chael Boul ware on or about June 16, 1993, advised himof his
constitutional rights, and infornmed himthat he was under
crimnal investigation for failing to file his personal Federal
income tax returns for 1988 through at |east 1991.3 This was
the first time that M chael Boulware was notified by the C D that

he was under crimnal investigation. Jerry Yamachi ka ascert ai ned

3M chael Boulware told Jerry Yamachi ka at that neeting that
M chael Boul ware had just recently filed his 1989 through 1991
Federal inconme tax returns. Jerry Yamachika later verified that
claim Mchael Boulware filed those returns on June 12, 1993.
M chael Boulware filed his 1992 return on or after June 8, 1993.
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at or before the neeting that M chael Boul ware had received | arge
suns of incone fromHE as to those years and had recei ved
certain personal benefits through his relationship with his
corporation (e.g., receipt of proceeds lent fromHE, use of
aut onobil es owmed by HHE). At the neeting, Jerry Yamachi ka gave
M chael Boul ware a request for his personal income tax docunents
and a summons for the records of H E, explaining as to the
sumons that it was necessary because H E was M chael Boulware’s
controlled entity.* M chael Boulware perceived fromthe neeting
that he and not any of the subject corporations was the focus of
the crimnal investigation.

B. M chael Boul ware btai ns Prof essi onal Representation

Shortly after neeting with Jerry Yamachi ka, M chael Boul ware
traveled to California to ask Barney Shiotani to represent himin
the crimnal investigation. Barney Shiotani is an attorney
licensed to practice lawin California. Barney Shiotani and
M chael Boul ware had never net before they spoke on that
occasi on, but they knew of each other froman investnent that
M chael Boul ware had nmade in a program managed by Bar ney

Shi otani. Barney Shiotani declined Mchael Boulware’ s request to

Al summonses issued during the crimnal investigation
were in the nanmes of M chael Boulware or possibly Jin Sook Lee,
but not HI E



- 121 -

represent himbecause Barney Shiotani was not a crimnal tax
attorney or a litigator. Barney Shiotani recommended to M chael
Boul ware that he retain Martin Gelfand, a crimnal tax litigator.
Fol l owi ng the neeting of Barney Shiotani and M chael Boul ware,
Bar ney Shi otani becane and remains a close confidant and advi ser
to M chael Boulware and to a | esser extent to the subject
cor porations.

In 1993, shortly after neeting with Barney Shiotani, M chael
Boul ware retained Martin Celfand and his California |law firm
Irell & Manella L.L.P. (lrell Manella), to represent M chael
Boul ware in connection with the crimnal investigation. At and
after that tinme, Barney Shiotani remained a close confidant and
adviser to M chael Boulware and to the subject corporations on
the topic of Federal income taxes and, with respect to M chael
Boul ware, on theories to pursue to avoid any possible crimnal
conviction as to the subject matter of the investigation; e.g.,
by arguing that there was no tax | oss as to either M chael
Boul ware or H E, and by fornul ating steps that M chael Boul ware
shoul d take to maxi m ze the chance of such an avoi dance. Barney
Shi otani retained the services of Nathan Suzuki, whom he had

known for at |east 10 years, to assist himas a “Kovel
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accountant”® with respect to accounting matters as well as to
advi se M chael Boulware and the subject corporations. H E was
i nformed by Barney Shiotani and Martin CGelfand that H E was a
target of the crimnal investigation.®*® HE did not retain any
attorney to represent solely its interests in the crimnal
i nvesti gati on.

C. Focus of Crimnal |nvestigation

During the crimnal investigation, Jerry Yamachi ka focused
on the books, records, and transactions of H E and consi dered
maki ng H E and various other entities or individuals targets in
the investigation. Jerry Yamachi ka was concerned as to whet her
HE s tax returns were correct, and he sought and received

docunents fromH E to devel op crimnal cases primarily against

%W understand petitioners to use the term “Kovel
accountant” to refer to an accountant described in United States
v. Kovel, 296 F.2d 918 (2d Gr. 1961). The court held in that
case that an accountant who assists an attorney in conmunicating
effectively with the attorney’s client does not serve to waive
any attorney-client privilege that would otherw se apply to
privileged information that was disclosed to the accountant. W
use that termfor sinplicity and do not nean to suggest that we
have found that any of the “Kovel accountants” whomwe refer to
herein neet the specifics of United States v. Kovel, supra.

%A target of a crimnal investigation is a person or entity
that the CIDis investigating for a possible crimnal violation
of a Federal statute. A “target” becones a “subject” (i.e., the
target is “subject nunbered”) if the CID concludes that the CD
has sufficient evidence to indicate that the statute was viol ated
and that the CID has jurisdiction to pursue a prosecution as to
that violation.
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M chael Boul ware and Jin Sook Lee but, if warranted, against HE
or others as well. Jerry Yamachi ka thoroughly reviewed H E s
records because he considered HE to be Mchael Boulware's sole
source of funds and believed that any incone that M chael
Boul ware failed to report as relevant to the crim nal
i nvestigation would have cone fromthat corporation

On January 11, 1995, Martin Celfand and Barney Shiotani net
with Jerry Yamachi ka and two of his coll eagues, and Barney
Shi ot ani asked Jerry Yamachi ka whether the crimnal investigation
i ncl uded any subjects other than M chael Boulware, Jin Sook Lee,
and HE. Jerry Yamachi ka heard and understood the question and
recorded it in his notes as such. Jerry Yamachi ka did not deny
that H E was a subject of the investigation and indicated that
there m ght be other subjects later if, for exanple, a conspiracy
was found to have existed with respect to the subject matter of
the investigation. Throughout the crimnal investigation, Jerry
Yamachi ka cont enpl at ed characteri zing as conspirators numerous
persons including Barney Shiotani, Lorin Kushiyama, John Yamada,
and the various individuals who cashed checks for M chael
Boul ware at his direction.

Jerry Yanmachi ka never formally made H E a subject of his
i nvestigation because he concluded that HHE was a victi m of

crinmes perpetrated primarily by M chael Boulware. Applicable
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internal procedures pertaining to the CID would have required in
order to have nmade H E a subject that Jerry Yamachi ka recommend
inwiting that HE be made a subject, that this reconmendati on
be approved by his chief/mnager, and that H E be “subject-
nunmbered”. While each of these three steps happened in the cases
of M chael Boulware and Jin Sook Lee (subject-nunbered as 99-93-
3-0525 and 99-93-3-0559, respectively), none of those steps
happened with respect to HHE. Applicable procedures al so woul d
have required that Jerry Yamachi ka notify the officials of H E at
t he begi nning and end of his investigation.

D. Applicability of HHE' s I ndemnification Provision

Relating to Certain Personal Legal Fees Incurred by Its
Directors and Oficers

Early on in the crimnal investigation, M chael Boul ware
asked HHE to indemify himfor any personal |egal fees that he
incurred with respect to the investigation. M chael Boul ware
based his request on provisions set forth in the articles of
i ncorporation and/or bylaws of H E and the other rel evant
corporations of which he was an officer. Each of those
provi sions states that officers and directors of the corporation
shall be indemmified by the corporation for all reasonabl e |egal
fees and costs actually and necessarily incurred in connection
with a claimin which that officer or director is involved “by

reason of his being or having been a director or officer of the
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corporation”. The provisions except matters as to which an
officer or director “shall be finally adjudged in such action,
suit, proceeding, investigation or inquiry to be liable for
W Il ful msconduct, willful neglect or negligence toward the
corporation in the performance of his duties as such director or
officer”. The provisions state as to the just-quoted exception
t hat absent such a final adjudication, the board of directors may
conclusively rely on the opinion of |egal counsel.

In addition to receiving | egal advice on the subject from
M chael McCarthy and Martin Gel fand, M chael Boul ware (both
personally and in his capacity as an officer of H E) sought and
recei ved | egal advice from Douglas Smth of the Hawaii |aw firm
Danmon Key Bocken Leong Kupchak (Danmon Key). Sidney Boul ware and
Merwyn Manago, in their capacities as nenbers of H E s board, net
informally with Douglas Smth and di scussed the propriety of the
subj ect corporations’ paying Mchael Boulware' s |egal fees.
Douglas Smth advised H E s board that M chael Boulware and the
ot her HI E enpl oyees were entitled to indemification fromH E
under the referenced provisions to the extent that he and the
ot her HI E enpl oyees were acting in the best interest of HE
Douglas Smth researched the issue (including reading the statute

and the applicable corporate provisions) and rendered that advice



- 126 -
strictly on the basis of his assunption of facts that had been
provided to himby one or nore nenbers of H E s board.

Upon receiving the advice of Douglas Smth, H E s board of
directors determ ned that M chael Boulware was acting in the best
interests of HHE and that he was entitled to i ndemification for
his |l egal fees. |In connection with such indemification, Danon
Key asked M chael Boulware to pledge (and as of July 21, 1999, he
did pledge) his HE shares to HE in exchange for debts that he
m ght owe HIE, including any debt that arose fromthe
indemmification for legal fees for which it was not proper to
i ndemrmi fy him?

XIl1l. CGuvil Litigation Initiated by Jin Sook Lee

A. Backgr ound

As relevant herein, Jin Sook Lee initiated three civil
| awsuits involving Mchael Boulware and/or HE  First, Jin Sook
Lee sued M chael Boulware and H E for recovery of the $840, 000

that he took fromher safe and for an award equal to the val ue of

%In early 2006, after M chael Boulware was convicted
followwng his first crimnal trial, discussed infra, Danon Key
becanme aware that provisions under the revised nodel business
code had been adopted requiring nore stringent affirmation in
witing. The then current nmenbers of HE's board of directors
(Si dney Boul ware, Karen M n Boul ware, and Merwyn Manago as
outgoing director) executed an affirmation (i.e., a consent of
directors) as to the pledge and recorded in HE s board m nutes
the board s approval for indemification of Mchael Boulware’s
| egal fees.
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t he Kol oa house that he had taken from her through his forged
signature of her nanme (JSL litigation). M chael Boulware and H E
made a counterclaimin the JSL |itigation to recover
approximately $5 mllion of funds received by Jin Sook Lee and to
recogni ze HLE as the owner of the four relevant real properties.
Second, Jin Sook Lee, as trustee of the G enn Lee Boul ware Trust,
comenced the trust case by petitioning a Hawaii State court to
enforce the trust and to order an accounting. M chael Boul ware,
as trustor, counterpetitioned the court in the trust case to
renmove Jin Sook Lee as trustee, to appoint a substitute trustee
designated by him and to order an accounting of all funds that
he or HE had transferred to Jin Sook Lee from Septenber 8, 1987,
through that tinme. Third, Jin Sook Lee, as trustee of the trust,
comenced a sharehol der derivative case (sharehol der derivative
case).

B. JSL Litigation

1. Conpl ai nt

On Cctober 7, 1994, Jin Sook Lee sued H E and M chael
Boulware in the Crcuit Court of the First Circuit of Hawaii .
That case, the JSL litigation, was captioned by the court as Jin

Sook Lee v. M chael Boul ware and Hawaiian |Isles Enterprises,

Inc., and docketed as G vil No. 94-3799-10. At or about the tine

the conplaint was filed in that court, M chael Boul ware al so was
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alitigant in two other lawsuits ongoing in a Hawaii famly
court. The first lawsuit was the uncontested divorce proceedi ng
of M chael Boulware and Mal Sun Boulware. The second | awsuit,

M chael Boulware v. Jin Sook Lee, was a paternity action.

Jin Sook Lee's conplaint in the JSL litigation alleged in
part that: (1) Mchael Boulware individually and as an agent of
H E stol e $840,000 fromthe safe in her house and wongfully
converted the cash to hinself or to HE, (2) Mchael Boul ware
wrongfully acquired the Kol oa house fromher and transferred the
house to H E through a fraudul ent conveyance by which he
unlawful Iy forged her signature on the deed of conveyance from
her to him (3) paynent was due and owing to her on the $1.2
mllion promssory note given to her by M chael Boulware to
conpensate her for the approxi mate val ue of the Kol oa house
wongfully taken fromher, and (4) M chael Boulware and H E were
unjustly enriched by their acquisition of the Kol oa house and the
$840,000 in cash. The conplaint alleged as relevant facts that
M chael Boul ware had witten an $840, 000 check on January 22,
1991, fromHE to Jin Sook Lee to conpensate her for the | oss,

t hat he had asked her not to cash the check until he informed her
that sufficient funds were available to pay the check, that he
had not yet infornmed her that sufficient funds were in the

account, and that she had yet to attenpt to cash the check. In
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addition, the conplaint alleged, M chael Boulware had made a
si ngl e paynent of $25,000 to Jin Sook Lee under the prom ssory
note, had now defaulted on the note, and had refused her demand
to make further paynents on the note. The conplaint sought a
joint and several judgnent against M chael Boulware and H E for
$840, 000 plus interest, $1,200,000 (the value of the Kol oa house)
plus interest, consequential danages, punitive danmages, attorney
fees, and her other costs of litigation. The conplaint also
sought that M chael Boulware be held liable for the $1,175, 000
unpaid portion of the prom ssory note, plus interest accrued
t her eon.

2. Counterclaim

On Novenber 17, 1994, M chael Boulware and H E nade a
counterclaimin the JSL litigation alleging in part that H E was
entitled to recover over $5 mllion in cash and real property
(specifically, the Atkinson condom nium the Makai wa house, and
t he Punahou condom nium held by Jin Sook Lee in constructive
trust pursuant to her oral agreenent to return the property on
demand but which she refused to return after demand. The
counterclaimants prayed in the counterclaimfor a return of the
transferred funds and real properties and for an award of
punitive damages. The counterclaimnts al so prayed that the

court declare void the $840,000 check payable by HE to Jin Sook
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Lee and the $1.2 mllion prom ssory note from M chael Boulware to
Jin Sook Lee; the counterclaimants alleged that those instrunments
were procured by Jin Sook Lee through duress, fraud, and undue
i nfluence, and, alternatively, wthout adequate consideration.
The counterclaimants alleged in the counterclaimas rel evant
facts that: (1) Mchael Boulware had to accunul ate substanti al
funds to buy out Mal Sun Boulware’s marital interest in H E and
their other joint assets as part of their divorce agreenent;
(2) H E had advanced funds to M chael Boulware with the
under st andi ng that he would repay H E all anpbunts not used on its
behal f; (3) M chael Boulware transferred or caused HE to
transfer approximately $5 million to Jin Sook Lee with the sane
under standing, with her know edge that M chael Boul ware needed
the funds to finalize his divorce, and pursuant to her agreenent
that she would return the funds to M chael Boulware and H E upon
request; and (4) sone of the funds transferred to Jin Sook Lee
were used to purchase in the name of Jin Sook Lee, as an agent of
M chael Boul ware and H E, the Atkinson condom nium the Kol oa
house, the Makai wa house, and the Punahou condom nium The
counterclaimants alleged in the counterclaimthat Jin Sook Lee
had breached her contract with M chael Boulware and H E to return
the transferred funds and properties upon demand (which had been

made) ; that she had breached her fiduciary duty as a constructive
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trustee to do the sane; and that she had converted noney and
ot her assets belonging to M chael Boulware and H E and was
unjustly enriched.

C. Trust Case

On April 21, 1995, Jin Sook Lee, as trustee of the denn Lee
Boul ware Trust, comrenced the trust case by filing the petition
referenced supra with the Grcuit Court of the First Grcuit of
Hawaii. The trust case was docketed by the court as T. No.
95-0029. As relevant herein, the petition underlying the trust
case sought: (1) A judgnent declaring that the 3 enn Lee
Boul ware Trust was valid and enforceable or alternatively, if the
trust was unenforceable, a judgnent declaring and inposing a
resulting trust and adjudging that Jin Sook Lee, as trustee, was
entitled to receive 50 percent of the stock of H E as of
Septenber 8, 1987, and all profits and earnings therefrom (2) an
accounting of the E&P of H E from Septenber 8, 1987, through that
time; and (3) reinbursenent of the costs of the lawsuit and an
award of attorney’ s fees and ot her appropriate anounts.

On June 26, 1995, M chael Boulware, as trustor of the denn
Lee Boul ware Trust, responded to Jin Sook Lee's petition in the
trust case and admtted that the trust was established, that the
trust was funded with 50 percent of the shares of H E, and that

the trust was valid. Contenporaneously, M chael Boul ware, as
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trustor, filed with the court a counterpetition to renove Jin
Sook Lee as trustee of the G enn Boulware Trust for breaches of
fiduciary duty, conflicts of interest, and conversion of trust
funds; to appoint a substitute trustee as designated by hinm and
to order an accounting of all funds received by Jin Sook Lee from
H E or M chael Boulware from Septenber 8, 1987, through present.

The trust case and the JSL litigation were initially
consolidated for all purposes because the counterclains filed in
t hose cases essentially mrrored each other. The cases were
| ater severed on or about June 16, 1997, at which tinme the trial
of the JSL litigation commenced before a jury.

D. Sharehol der Derivative Case

On January 15, 1997, Jin Sook Lee, as trustee of the denn
Lee Boul ware Trust, commenced in the Crcuit Court for the First
Crcuit of Hawaii a sharehol der derivative case against HE, its
board of directors (M chael Boulware, Sidney Boul ware, and Merwyn
Manago), and its enpl oyee Mal Sun Boul ware (sharehol der
derivative case). The sharehol der derivative case was docketed
by the court as Civil No. 97-0197-01. The sharehol der derivative
case primarily sought to enforce the rights of a sharehol der
(i ncluding access to corporate records) afforded to Jin Sook Lee,

as trustee of the denn Lee Boulware Trust, to throw out the



- 133 -
exi sting board of directors, and to appoint a receiver to control
and manage H E
On July 1, 2004, the court dism ssed the sharehol der
derivative case for lack of any activity since June 7, 2002.

E. H E s Perception of GCivil Litigation

H E did not perceive Jin Sook Lee as posing an actual threat
t hrough her filing and prosecution of the aforenentioned civil
[itigation.

F. Actions Taken by HE Board of Directors

1. Resol uti on

As of June 30, 1995, H E s board of directors (M chael
Boul war e, Si dney Boul ware, and Merwyn Manago) resolved that only
the persons |isted as shareholders in the books of H E would be
permtted to exercise the rights of shareholders. The board
noted that Jin Sook Lee was claimng as trustee of the denn Lee
Boul ware Trust to own a |legal or beneficial interest in the
shares of H E, that Jin Sook Lee was not then shown as a
shar ehol der on the books of HE, that judicial proceedings were
ongoing to renove Jin Sook Lee as trustee of the denn Lee
Boul ware Trust, that the court in the judicial proceedi ngs had
not yet determned Jin Sook Lee’s interest in the shares of HE
and that the board had determ ned that under the circunstances it

was neither proper nor in the best interests of HHE to recognize
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Jin Sook Lee as a shareholder of HE or to allow her to exercise
any rights afforded to sharehol ders of HE

2. Paynent of Legal Expenses

H E s board of directors determned that it was proper to
pay the | egal expenses associated with the trust case and M chael
Boul ware’s counterpetition in that case. HFE s board of
directors determned that it was proper to pay for the |egal
expenses associated with the defense of M chael Boulware, Sidney
Boul ware, Merwyn Manago, and Mal Sun Boul ware in the sharehol der
derivative case.

Xl V. Referral of M chael Boulware for Prosecution and M chael
Boul ware’s Grand Jury | ndi ct nent

A. Referral to DQJ for Prosecution

Sonetinme before June 10, 1996, Jerry Yamachi ka recomended
to one of his superiors, the chief of the CI D, Pacific-Northwest
Di vision, that M chael Boulware and Jin Sook Lee be prosecuted
for attenpting to evade Federal income tax for 1989 through 1992
and 1990, respectively. Jerry Yamachi ka al so recomended to the
chief that M chael Boulware be prosecuted for filing false
Federal corporate incone tax returns for HE for 199006 through
199206 and that Jin Sook Lee be prosecuted for aiding in the
preparation of those corporate inconme tax returns. Jerry

Yamachi ka al so recommended to the chief that M chael Boul ware and
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Jin Sook Lee be prosecuted for conspiracy to defraud by filing or
causing the filing of false corporate and individual Federal
income tax returns. On June 10, 1996, the chief concurred in al
of Jerry Yamachi ka’s recommendati ons and forwarded Jerry
Yamachi ka’s final report to the District Counsel, Honol ul u,
Hawaii. The forwarded docunents included the chief’s approval
(under the signature of the district director) of the
recommendations set forth in Jerry Yamachi ka's final report.

By a witing dated June 10, 1996, the CID notified M chael
Boul ware (wth copies to Martin Celfand and Barney Shiotani) that
it was recommendi ng that M chael Boul ware be prosecuted
crimnally in connection with the subject matter of the crim nal
investigation. The witing stated in part:

The investigation conducted by the Cri m nal

| nvestigation Division has devel oped evi dence

i ndi cating you conspired to defraud the Internal
Revenue Service by inpeding and obstructing its | awf ul
function of determ ning and assessing the rel evant tax
liabilities for yourself, as well as HAWAI | AN | SLES
ENTERPRI SES, I NC. The evidence further indicates that
you willfully subscribed to fal se Federal corporate tax
returns for HAWAI | AN | SLES ENTERPRI SES, INC., for the
fiscal years 9006 through 9206; and that you willfully
evaded your personal incone tax liabilities by
subscribing to fal se Federal individual incone tax
returns for the years 1989 through 1992. The
violations alleged are Title 18, United States Code,
Section 371; Title 26, Internal Revenue Code, Section
7206(1); and Title 26, Internal Revenue Code, Section
7201 * * *
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On June 26, 1996, Martin Gel fand spoke with Carol Muranaka,
an attorney in the Ofice of D strict Counsel, Wstern Region,
and requested a conference with the Ofice of District Counsel to
di scuss the matter. 1In a letter dated June 27, 1996, Martin
Cel fand was inforned that the requested conference was set for
July 10, 1996, and that M chael Boulware was entitled at that
conference to present any information in his defense.
Afterwards, the Ofice of District Counsel (through Carol
Mur anaka) concurred in Jerry Yamachi ka’s reconmendati on of the
prosecution of M chael Boulware but did not agree with Jerry
Yamachi ka’ s recommendati on of the prosecution of Jin Sook Lee.
As to the latter, the Ofice of District Counsel did not believe
that the case against Jin Sook Lee was strong enough because it
believed that all anobunts received by Jin Sook Lee could be
viewed as gifts (and not taxable incone) to her.

On Septenber 11, 1996, respondent notified Martin Gel fand
that the crimnal investigation was being referred to the
Departnent of Justice (DQJ) for its consideration of crimnal
prosecution of M chael Boulware. Subsequently, on Novenber 18,
1996, in connection with a conference held with the DQJ, Martin
Gel fand was gi ven a breakdown of nunbers related to all eged tax
deficiencies of both Mchael Boulware and H E. The nunbers

i ncl uded anobunts that the United States could allege were fal se
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on H E s 199006, 199106, and 199206 Federal incone tax returns
and would directly affect Mchael Boulware. Specifically, the
DQAJ infornmed Martin Gelfand that HHE had failed to report incone
of $1,518,579 in 199006, $403,578 in 199106, and $366, 070 in
199206.

B. Referral to Grand Jury

After a crimnal prosecution is approved by the DQJ, the
case is usually returned to the local Ofice of the U S. Attorney
for crimnal prosecution. At or about the begi nning of August
1997, the recommended cri m nal prosecution of M chael Boul ware
was approved by the DQJ, his case was returned to the U S.
Attorney for Hawaii, and a grand jury proceedi ng was comrenced to
det erm ne whether M chael Boul ware should be indicted in
connection with his diverting of HE inconme. The United States
did not seek an indictnment of HE in that the United States
viewed HE as the victimof crimnal activities perpetrated by
M chael Boulware. Applicable policy of the DQJ as set forth in
sections 9-11. 150 through 9-11. 153 of the U S. Attorneys’ Munual
(Cctober 1, 1990) would have required that H E be notified that
it was a “target” in the grand jury phase if the United States

had sought H E s indictnent by the grand jury.
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C. Gand Jury Indictnent

On May 19, 1999, the grand jury returned a 10-count
i ndi ct mrent agai nst M chael Boulware. The indictnment charged
M chael Boulware with four counts under section 7206(1) of filing
fal se personal Federal inconme returns for 1989 through 1992, one
count under 18 U.S.C. section 371 of conspiring to nake a fal se
statenent to a federally insured financial institution (nanely,
GECC), and four counts under 18 U S.C. section 1014 of nmaking the
referenced fal se statenents. The 10th count sought forfeiture of
funds associated with the false statenents. The indictnent
alleged in part that M chael Boul ware

certified, as a representative of Hawaiian Isles

Enterprises, Inc., that he had i nspected and accepted

delivery of arcade ganes, pool tables, and jukeboxes

from Al oha Ganes and Automati c Coi n Equi pnent, Inc.,

and that the equipnent was in good condition and

repai r, whereas defendant M CHAEL H. Boul ware knew t hat

the listed equi pnrent had not been received from Al oha

Ganmes and Automatic Coi n Equi pnent, Inc.

On April 6, 2000, and February 14, 2001, a superseding
i ndi ctment and second superseding indictnent, respectively, added
five additional counts under section 7206(1) of filing fal se
personal Federal inconme tax returns for 1993 through 1997 and
four new counts under section 7201 of tax evasion for 1994

t hrough 1997 and anended the factual allegations of the

conspiracy count. Although the referral for crimnal prosecution
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had been for tax evasion regarding both his personal and HE' s
corporate tax returns, M chael Boulware was not indicted for
fal se statenents on HHE' s corporate tax returns. Afterwards
during Mchael Boulware’s first crimnal trial, the false tax
return counts for 1994 through 1997 were severed, redacted from
the indictnment, and dism ssed with prejudice.

The grand jury indictnents agai nst M chael Boul ware centered
on his diversion of HHE s incone during 1989 through 1997.

XV. Resol ution of JSL Litiqgation

A.  Overview

The legal issues in the JSL litigation were the subject of
an approxi mately 2-week jury trial in June and July 1997. By
consent of the parties in the JSL litigation, the court reserved
and | ater decided without a jury the equitable issues of unjust
enri chnment and the formation of a constructive trust regarding
the cash and checks of H E that were delivered by M chael
Boul ware to Jin Sook Lee. As to those equitable issues, the
parties in the JSL litigation and the trust case stipul ated that
the court could consider all of the evidence presented in the

trial of the JSL litigation as if such evidence had been
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presented before the court sitting without a jury in the trust
case.

B. Jury Verdict

By special verdict rendered on July 3, 1997, the jury in the
JSL litigation found that Jin Sook Lee was hol di ng $4, 551,931 in
constructive trust for HE and ordered Jin Sook Lee to return
that nmoney to HE. Most specifically, the jury found that:
(1) None of the cash and checks that M chael Boulware and H E
transferred to Jin Sook Lee from March 1987 t hrough May 1994 were
gifts to her, that the noneys (listed as totaling $4, 551, 931)
bel onged to HE, and that Jin Sook Lee owed H E the $4, 551, 931;
(2) HE did not convert title to the Kol oa house from Jin Sook
Lee; (3) the $840,000 that M chael Boulware took fromthe safe
did not belong to Jin Sook Lee; (4) M chael Boul ware was
obligated to pay Jin Sook Lee $250,000 pursuant to the $1.2
mllion prom ssory note that he had given her; and (5) Jin Sook
Lee owned the Atkinson condom nium the Punahou condom nium and
t he Makai wa house. The jury awarded Jin Sook Lee $250, 000 on the
prom ssory note and ownership of the three just-referenced real
properties.

C. Equi tabl e | ssues Decided by State Court

As to the equitable issues reserved by the court for its

decision, the court noted that the jury in the JSL litigation had
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found that “$4,551,931 in cash and checks delivered to Plaintiff
bel onged to HE and that Plaintiff should return that sumto
H E’, and the court stated as a fact that “The Court agrees with
the jury’s verdict, and |likew se finds that the $4,551, 931
delivered to Plaintiff was not a gift and belongs to HE.” 1In
addition, the court found that M chael Boul ware had given the
$4,551,931 to Jin Sook Lee without receiving any consideration in
return and that Jin Sook Lee would be unjustly enriched by
retai ning those noneys. 1In relevant part, the court concl uded:

3. There was a binding agreenent between
Plaintiff [Jin Sook Lee], [Mchael] Boulware and H E
for Plaintiff to hold nonies belonging to HE to pay
Mal Sun Boulware for her marital interest in HE
Pursuant to that agreenent, nonies belonging to HE
were entrusted to Plaintiff until such tinme the nonies
were needed to pay Mal Sun for her interest in HE

4. The $4,551,931 held by Plaintiff belongs to
H E and Plaintiff wongfully refused to return the sum
to HE.

5. For Plaintiff to retain the $4,551, 931
bel onging to HHE for which she paid no consideration
woul d be unj ust.

6. The Court said in Small v. Badenhop, 67 Haw.
626 (1985), “it is axiomatic that ‘a person who has
been unjustly enriched at the expense of another is
required to make restitution to the other.”” 67 Haw.
at 636.

7. “A constructive trust will be inposed where
the evidence is clear and convincing that one party
will be unjustly enriched if allowed to retain the
entire property.” Mria v. Freitas, 73 Haw. 266
(1992). Based upon the Court’s finding that Plaintiff




- 142 -
woul d be unjustly enriched, a constructive trust is
i mposed on the $4,551,931 and Plaintiff is deenmed to be
hol di ng those nonies for HE
The court ordered, adjudged, and decreed that “Jin Sook Lee hol ds

$4,551,931 in trust for HE and should return such suns to HE.”

D. Fi nal Judgnent Ent ered

On August 29, 1997, a final judgnent was entered in the JSL
l[itigation. Part of that judgnment was against Jin Sook Lee in
favor of H E in the anbunt of $4,551, 931.

E. H E Records Receivable From Jin Sook Lee

After the JSL litigation had concluded, Merwyn Manago set up
a receivable fromJin Sook Lee on HE s books. Merwn Manago
est abl i shed that receivable, entitled “Due From Trustee, JSL”, at
the direction of Nathan Suzuki and Barney Shiotani. The
recei vabl e reported a bal ance due of $6,518, 965 as of June 30,
1992.

XVI . Bankruptcy Case of Jin Sook Lee

A Overview

In early Septenber 1997, HI E sought to garnish assets of Jin
Sook Lee and to | evy against her personal and real property to
coll ect the $4,551,931 judgnent due it fromthe JSL litigation.
On Septenber 29, 1997, Jin Sook Lee filed a chapter 7 petition in

the U S. Bankruptcy Court for the District of Hawaii, conmencing
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the case of In re Jin Sook Lee, BK Case No. 97-03203.% The

I nternal Revenue Service was not initially listed as a creditor
but was added on October 2, 1997, in an anended |ist of
creditors.

Jerald Guben was a partner at the Hawaii | aw firm Rei nwal d
O Connor & Playdon (Reinwald O Connor) and specialized in
bankruptcy, reorgani zati on, and insolvency. 1In 1997, shortly
after the chapter 7 petition was filed on behalf of Jin Sook Lee,
Jeral d Guben and Reinwald O Connor were retained by HE to
represent HHE in the bankruptcy case and, nost specifically, to
collect fromJin Sook Lee’'s bankruptcy estate (or otherwse to
satisfy) the $4,551, 931 judgnment awarded H E in the JSL
litigation. Jerald Guben and Reinwal d O Connor continued to
represent HHE as to that matter through June 1999.

B. Property Transfers and d ai ns

Paul Sakuda was the chapter 7 trustee in Jin Sook Lee’s
bankruptcy case.® On or about COctober 15, 1997, Jin Sook Lee
delivered to Paul Sakuda, as chapter 7 trustee, cash, cashier’s
checks, and cash equival ents val ued by Jin Sook Lee at the net

fair market value of $1,550,600. Wthin 60 days of her filing of

\W use the term“chapter 7 petition” to refer to a
petition under ch. 7 of the Bankruptcy Code.

¥\We use the term“chapter 7 trustee” to refer to a trustee
under ch. 7 of the Bankruptcy Code.
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her chapter 7 petition in the bankruptcy court, Jin Sook Lee
noved that court to convert her case to one under chapter 11 of

t he Bankruptcy Code. In that Jin Sook Lee’ s bankruptcy case was
t hen pendi ng under chapter 7, Paul Sakuda, as chapter 7 trustee,
hel d the assets of Jin Sook Lee in her bankruptcy estate. The
nmotion, if granted, would have all owed Jin Sook Lee to continue
to possess her assets as a “debtor in possession” under chapter
11 of the Bankruptcy Code. HE, objecting to Jin Sook Lee’'s
nmotion, asserted that Jin Sook Lee was not eligible to be such a
debtor in possession because of her prepetition conduct.

On Novenber 3, 1997, HIE filed in the bankruptcy court a
“Conpl aint for Declaratory and Injunctive Relief that Property Be
Turned over to Plaintiff Hawaiian Isle Enterprises, Inc.” That
filing named Paul Sakuda, as chapter 7 trustee, as a defendant
and resulted under rule 7001(2) of the Federal Rul es of
Bankruptcy Procedure in an “adversary proceedi ng” docketed as

Hawai i an Isles Enterprises, Inc., v. Paul Sakuda, Trustee of the

Estate of Jin Sook Lee, Adv. Pro. No. 97-0142 (1997 adversary

proceeding). The conplaint alleged that Jin Sook Lee had no
interest in the cash, cashier’s checks, and cash equival ents held
by Paul Sakuda, as chapter 7 trustee, in that those assets were
subject to the prepetition constructive trust referenced in the

judgnent in the JSL litigation entered before the comencenent of
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Jin Sook Lee’ s bankruptcy case. Thus, the conplaint stated,

t hose assets were not part of Jin Sook Lee's bankruptcy estate
and should be turned over to H E as paynent of the $4,551, 931
debt owed to H E under the judgnent.

On Novenber 24, 1997, Jin Sook Lee’s bankruptcy case was
converted to one under chapter 11 of the Bankruptcy Code. Eighty
days later, on February 12, 1998, the Internal Revenue Service
filed with the court a proof of claimasserting pursuant to 11
U.S.C. sec. 507(a)(8) an unsecured priority claimof $21,661 for
unassessed 1990 Federal income tax.* The only other claimfiled
in Jin Sook Lee’s bankruptcy case was by H E

C. Adversary Proceedi ngs Conmenced in 1998

On March 2, 1998, H E commenced an adversary proceedi ng

agai nst Jin Sook Lee, Hawaiian Isles Enterprises, Inc. v. Lee,

Adv. Pro. No. 98-0026, relating to a request that the bankruptcy
court determne the dischargeability of Jin Sook Lee’s debts to
HE and to the A enn Lee Boulware Trust. Four days later, the
chapter 7 trustee and M chael Boul ware each commenced a simlar

proceedi ng, Boulware v. Lee, Adv. Pro. No. 98-0029, and Boul ware

v. Lee, Adv. Pro. No. 98-0031, respectively.

A proof of claimis a formthat is filed with a bankruptcy
court by a creditor listing the creditor’s claimagainst the
debtor and the debtor’s bankruptcy estate.



- 146 -

D. Settlenent of 1997 Adversary Proceedi ng

Paul Sakuda, as chapter 7 trustee, agreed with the relief
requested by HE in the 1997 adversary proceeding, i.e., that he
turn over the disputed assets to H E, and he noved the court on
Novenmber 12, 1997, to order as much. Jin Sook Lee opposed that
nmoti on and succeeded Paul Sakuda, as chapter 7 trustee, as the
defendant in the 1997 adversary proceeding. On May 8, 1998, the
bankruptcy court called the notion for hearing. Present were
counsel for H E, counsel for Jin Sook Lee, counsel for M chael
Boul ware, and counsel for the G enn Lee Boulware Trust. Jin Sook
Lee then withdrew her opposition to the notion, and the parties
in the 1997 adversary proceeding informed the bankruptcy court
that they had settled their dispute underlying that proceedi ng.

The settl enment agreenent was executed by H E and Jin Sook
Lee and was reflected in a witten docunment entered into on or
about May 8, 1998 (May 1998 settlenent agreenent). The May 1998
settl ement agreenent included a specific reference to and
provision for “IRS Clains”, and oral notice of a hearing as to
the settlenent agreenent was given to the United States and to
the Internal Revenue Service. Neither the United States nor the
I nt ernal Revenue Service objected to the May 1998 settl enent
agreenent. On May 11, 1998, the bankruptcy court entered an

order granting the Novenber 12, 1997, notion and incorporating
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within its order the terns and conditions set forth in the
settlenment agreenent. That action resolved the rel evant disputes
of the parties in the 1997 adversary proceedi ng except to the
extent that those disputes were at issue in the three adversary
proceedi ngs comenced in 1998.

E. May 1998 Settl enent Agreenent

1. Overview
The May 1998 settl enment agreenent stated that H E woul d
recei ve cash (inclusive of cash equival ents) and property val ued
at $2, 611, 062.

2. Property Distributions

a. Cash and Cash Equi val ents

The May 1988 settl enent agreenent stated that all cash, cash
equi val ents, and accounts held by Paul Sakuda, as chapter 7
trustee, would be turned over to HHE. Those anounts had an
aggregat e val ue of $1, 546,662, plus accrued interest.

b. Autonpbil es

The May 1988 settl enent agreenent stated that Jin Sook Lee
would retain title to a Mercedes Benz but had to relinquish any
claimto a Rolls Royce. The Rolls Royce was val ued at $100, 000.

C. Real Properties

The May 1998 settl enent agreenent stated that Jin Sook Lee

woul d convey to HHE title to the Makai wa house, with a
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reservation of a life estate for her, and that she would convey
to HE fee title to the Atki nson condom nium and to the Punahou
condom nium The fee sinple interest in the Makaiwa house was
val ued at $84,500. The values of the other two real properties
were $115, 000 and $310, 000, respectively.

d. Jewelry and Furs

The May 1998 settl enment agreenent stated that H E woul d
recei ve from Paul Sakuda, as chapter 7 trustee, title to jewelry
and furs collectively valued at $204, 900.

e. Judgnent Agai nst M chael Boul ware

The May 1998 settl enment agreenent stated that H E woul d
recei ve the $250, 000 judgnent agai nst M chael Boul ware received
by Jin Sook Lee in the JSL litigation.

f. Summary
In sum the May 1998 settl enent agreenent stated that H E

woul d receive the foll ow ng assets:

Cash and cash equival ents $1, 546, 662
Aut onobi | e:

Rol | s Royce 100, 000
Real properties:

At ki nson condomi ni um $115, 000

Makai wa house 84, 500

Punahou condom ni um 310, 000 509, 500
Jewelry and Furs 204, 900
Judgnent agai nst M chael Boul ware 250, 000

Tot al 2,611, 062
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3. Di sbhursenents by HE

H E was required to nmake three disbursenents fromthe assets
turned over to it. First, HE was required to pay certain
adm ni strative expenses related to Jin Sook Lee’s bankruptcy
proceedi ngs. The anount of each of these expenses was relatively
mnimal. Second, H E was required to disburse $100,000 to Jin
Sook Lee to “pay and satisfy any and all federal and State of
Hawaii inconme tax liabilities for 1990 and all penalties and
interest therein”. Once those liabilities were satisfied, the
settl enment agreenent stated, Jin Sook Lee was required to provide
H E with proof of such satisfaction and could retain any portion
of the $100, 000 that was not needed to pay those liabilities.
Third, H E was required to satisfy a judgnent in the anmunt of
$123, 000 rendered agai nst Jin Sook Lee in favor of the denn Lee
Boul ware Trust in the trust case; Jin Sook Lee in turn was
required to relinquish her interest in that trust as a contingent
beneficiary.

F. Settlenent of 1998 Adversary Proceedi ngs

H E, M chael Boulware, Jin Sook Lee (individually and as the
former trustee of the G enn Lee Boulware Trust), and Florence
Boul ware (as the then-current trustee of the A enn Lee Boul ware
Trust) entered into a settlenment (1999 settlenment) of the subject

matter of the three 1998 adversary proceedings. Jin Sook Lee
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filed an unopposed notion in the bankruptcy court, requesting
that the 1999 settlenent be approved. The Internal Revenue
Service did not object to the requested approval. On June 9,
1999, the bankruptcy court approved the 1999 settlenent through
an Anended Order Granting Debtor Jin Sook Lee’s Mdtion to Approve
Settlenment Agreenment. The 13-nonth del ay between the 1999
settlenment and the May 1998 settl enent of the 1997 adversary
proceedi ng was attributable to allowing the earlier filed case to
remai n open for the resolution and |Iiquidation of the Internal
Revenue Service’'s Federal incone tax claimagainst Jin Sook Lee.

The 1999 settlenent stated in part that H E and Jin Sook Lee
woul d execute a stipulated judgnent in HE s adversary proceedi ng
in favor of HIE in the amount of $2 mllion and that the
sti pul ated judgnment woul d be good for 10 years.* The 1999
settlenent also stated that the parties thereto would dism ss the
ot her two remaini ng adversary proceedings with prejudice. The
1999 settlenent also stated that upon the entry of the final
order in Jin Sook Lee's bankruptcy case, on or about June 2000,
none of the parties involved in the bankruptcy case could attenpt

to collect on a debt accrued before Septenber 1997.

“The $2 mllion judgnent to be entered for H E suppl emrent ed
t he paynent of $2,611,062 to be nade under the earlier settlenent
agr eenent .
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G dained Bad Debt Deductions Related to Anpunts
Consi dered Due From Jin Sook Lee, Trustee

As discussed infra, HE filed its Federal income tax returns
for 199306 through 199506 in March or April 1997; HIEfiled its
Federal incone tax return for 199706 in March 1998; and H E filed
its Federal incone tax return for 199806 in Cctober 1999. On
those returns, H E reported bad debt deductions in the follow ng
amounts in connection with its book witedown of the “Due From

Trustee, JSL” account as uncoll ecti bl e:

Peri od Ended Bad Debt Deduction
June 30, 1993 $300, 000
June 30, 1994 1, 000, 000
June 30, 1995 700, 000
June 30, 1997 700, 000
June 30, 1998 905, 340

The reporting and anmounts of these witeoffs cane from Nat han
Suzuki and Barney Shiotani. The clainmed bad debts related to the
portion of the $4,551,931 judgnment in the JSL litigation that
went unpai d.

XVII . NOL Adj ust nents

A. HE s Filing of Its Federal |ncone Tax Returns for
198906 Through 199906

HE filed its Federal inconme tax returns for 198906 through

199906 on or about the foll ow ng dates:
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Taxabl e Year Filing Date
198906 3/ 15/ 90
199006 3/ 24/ 91
199106 3/ 20/ 92
199206 3/ 20/ 93
199306 3/ 19/ 97
199406 4/ 8/ 97
199506 3/ 27/ 97
199606 3/ 21/ 97
199706 3/ 19/ 98
199806 10/ 1/ 99
199906 7/ 14/ 00

B. Pre-199806 Reported NOLs and Applications

On its Federal incone tax returns for 198906 t hrough 199706,

reported the followi ng anmounts of taxable income or NOLs:

Taxabl e Year Taxabl e I ncone or NOL
198906 $711, 246
199006 1,867, 628
199106 146, 663
199206 317, 325
199306 (30, 604)
199406 190, 543
199506 2,013, 243
199606 (2, 355, 508)
199706 (439, 557)

had a $788,939 NOL carryover fromtaxabl e years before 198906
used the full amount of that carryover to offset incone on
Federal incone tax returns for 198906 and 199006. H E did
carry over any of the $30,604 NCL reported for 199306. O

$2, 355,508 NOL reported for 199606, H E carried back $190, 543

to 199406 and $2, 013, 243 to 199506, |eaving $151, 722 of the

$2, 355,508 avail able for carryover. Wth the $439, 557 NOL
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reported for 199706, H E's NOL carryover from 199706 as reported
on its Federal inconme tax returns total ed $591, 279 (i.e.,
$151, 772 from 199606 + $439,557 from 199706). H E s Federal
income tax return for 199706 did not explicitly report that HE
had any NOL carryover from prior years.
C HE dains on Its Federal Incone Tax Return for 199806

That Its NOL Carryover From Earlier Years Is Larger Than
That Previously Reported

On its Federal incone tax return for 199806, H E reported
$2, 086, 891 of taxable incone before application of any NOL
deduction, clainmed a $5,718,663 NOL carryover to that year, and
applied $2,086,891 of the carryover to reduce its reported
t axabl e income for 199806 to zero. HE did not claimNOLs on its
Federal income tax returns for 198906 through 199706, as
originally filed, that would generate or otherw se support the
$5, 718,663 NOL carryover clainmed on its return for 199806. Nor
did HE file any anended Federal incone tax return for the
earlier years that would generate or support the clained
$5, 718,663 NOL carryover. |In or about June 1997, H E anended its
Federal incone tax returns for 199406 and 199506 to reflect its
carryback to those years of $190, 543 and $2, 013, 243,
respectively, of the originally reported $2, 355,508 NOL for

199606. Those anended returns do not reflect any NOLs or other
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itens that woul d generate or support the clained $5, 718,663 NCL
carryover
The 199806 return included a statenent that reported that

the clai ned $5, 718,663 NOL carryover was attributable to the

fol | ow ng:
Taxabl e Loss Loss Previously Loss
Year Sust ai ned Appl i ed Renai ni ng
198906 $1, 082,577 $1, 082, 577 - 0-
199006 789, 355 789, 355 - 0-
199106 401, 319 401, 319 - 0-
199206 709, 192 186, 049 $523, 143
199306 2, 056, 262 - 0- 2, 056, 262
199406 1, 449, 457 - 0- 1, 449, 457
199606 1, 689, 801 - 0- 1,689, 801
NOL carryover avail able this year 5,718, 663

Subsequently, H E used the $5,718,663 NCOL carryover (as nodified
in later years) to offset fully taxable incone of $2,086, 891,
$541, 268, $1, 184, 192, $324,767, and $145, 145 that H E reported
for 199806 through 200206, respectively.

D. Source of Larger NOL Carryover Reported for 199806

Merwn Manago did not know about the specifics of the
increase in the amount of the NOL carryover as cal cul ated from
H E s Federal incone tax return for taxable years before 199806
fromthat reported on HHE s Federal inconme tax return for 199806.
The increase was cal cul ated by Nat han Suzuki and Barney Shi ot an
during the crimnal investigation of Mchael Boulware and was

given to HE s tax preparer, Kobayashi Doi, to report on HFE s
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tax returns.* Nathan Suzuki worked for HE, first as its
controller (imedi ately before Merwn Manago) and then as an
i ndependent contractor. Nathan Suzuki was a classmate of Sidney
Boul ware and a longtinme friend of both Sidney Boul ware and
M chael Boul ware. Nathan Suzuki prepared M chael Boulware’s
Federal inconme tax returns fromthe 1980s through 1994 and during
1995 through 1997 worked with HHE s attorneys as a Kovel
accountant wth respect to the crimnal investigation.

E. H E s 199906 Federal |ncone Tax Return

1. Overview

Wen HE filed its Federal incone tax return for 199906, it
again reported that its NOL carryover from 198906 to 199606 was
cal cul ated on the basis of NOLs not reported on its previously
filed returns for those years. HE also reported on its 199906
return that its NOL carryover to 199906 was cal cul at ed usi ng NOLs
in amounts different fromthose underlying the $5,718,663 NOL
carryover that it had cal cul ated the previous year for 199806.

Specifically, HYE reported on its Federal inconme tax return

for 199906 that its NOL carryover to 199906 total ed $5, 104, 261

“2Kobayashi Doi was a nere pawn for M chael Boul ware and the
subj ect corporations and accepted at face value (and w t hout any
meani ngful review) all information provided by or on behalf of
M chael Boul ware and the subject corporations.
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H E included within its 199906 return a statenent listing the

cal cul ati on of that ampbunt as foll ows:

Taxabl e Loss Loss Previously Loss
Year Sust ai ned Appl i ed Renai ni ng
198906 $1, 408, 949 $1, 408, 949 - 0-
199006 1, 097, 485 1, 097, 485 - 0-
199106 511, 610 511, 610 - 0-
199206 784, 670 784, 670 - 0-
199306 2,642,615 416, 083 $2, 226, 532
199406 2,771, 257 - 0- 2,771, 257
199606 67, 207 - 0- 67, 207
199706 39, 265 - 0- 39, 265
NOL carryover avail able for 199906 5,104, 261

H E applied the reported $5, 104,261 NOL carryover as foll ows:
$541, 268 to 199906; $1, 184,192 to 200006; $324,767 to 200106; and
$145, 145 to 200206.

2. Exhibit 18-J

The record includes as Exhibit 18-J a one-page docunent that
was prepared by Nat han Suzuki in consultation w th Barney
Shi otani. The docunent was prepared on one or nore days during
the period between the filings of HE s Federal incone tax
returns for 199806 and 199906. The docunent purports to list for
the relevant years the off-book activity income that respondent
was claimng was unreported by H E (as perceived by HE s
representatives through conversations with representatives of
respondent), the actual inconme that was reported by HI E through

the nonthly adjustnments and AJEs discussed infra, and HE' s
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realization of NOLs greater than those reported on H E s Federal
income tax returns as originally filed. The amobunts of the
realized NOLs reported on this exhibit correspond to the anmounts
reported as “Loss Sustained” on the statenent included in HE s
199906 Federal incone tax return.

H E s reconputation of its NOLs is grouped into three main
categories: Adjustnents related to Mchael Boulware’ s activities
that were part of the evidence presented during his crimnal
trial (i.e., the incone fromthe off-book activities),
adj ustnments | abel ed “Cost of Sal es Coffee”, and adjustnents
relating to HHE s treatnent of Hawaii tobacco tax refunds. The
docunent shows that the reportable incone and the reported incone
for 198906 through 200106 each total $28,471,824 and reflects
HE s viewthat all HE income at issue in the crimna
prosecution of M chael Boulware was actually reported by HE
Petitioners assert that the docunent establishes that $21, 625, 236
of the $28,471,824 in nonthly adjustnents and AJEs was related to
t obacco tax refunds and that the remai ning $6, 846, 588 was rel at ed
to HE s reporting of inconme fromthe off-book activities
(%21, 625,236 + $6, 846,588 = $28,471,824). Petitioners also nmake
an alternative assertion as to HE s reporting of inconme fromthe
of f-book activities. Specifically, petitioners assert, if the

$6, 846, 588 was not included in the nonthly adjustnments and AJEs,
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then the nonthly adjustnments and the anortization adjustnents
were overstated by $6, 846,588, which was enough to cover
respondent’s determ ned unreported inconme fromthe of f-book
activities.

We consider Exhibit 18-J to be incredible and unreliable,
and we give it no significant weight. Nor do we give any
significant weight to Exhibit 2136-P, a purported updated version
of Exhibit 18-J. The later exhibit states that H E reported
$3, 440,904 of inconme greater than the anobunt of incone that was
actually reportable for 198906 through 200106. Upon our review
of the credible evidence in the record, we conclude that both
docunents were prepared sinply to attenpt to support through a
witing a position of Barney Shiotani that the United States
could not prevail on any crimnal or civil issue if M chael
Boul ware and HI E could make all of their incone tax deficiencies
“di sappear”.

3. Caimto Additional COGS

In conputing the anbunts reported as “Loss Sustained” on the
statenent included in HHE s Federal income tax return for 199906
(and on exhibit 18-J), HE clained an extra $1, 963,973 in COGS
for Kona coffee cash purchases. Petitioners have not
substantiated that HHE is entitled to a | arger anount of COGS

than that reported as COGS on its filed returns.
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F. H E s Position as to Its NOL Carryovers Reported for
199806 and Later Years

1. Overview

H E s NOL carryovers clainmed on its Federal incone tax
returns for 199806 and | ater years are attributable to HE s
position that: (1) H E prematurely reported on its 198906
t hrough 199506 Federal income tax returns approxi mately
$21, 440, 000*® of income from Hawaii tobacco tax refunds that was
properly reported in, and now had to be shifted to, 199506
t hrough 200106, and (2) “self-hel p” tobacco tax credits and net
income fromthe off-book activities that were the bases of
M chael Boulware’s grand jury indictnments were included in
nmont hl y adjustnents reported on HHE' s tax returns or,
alternatively if the nonthly adjustnents did not include the
referenced net incone, the nonthly adjustnment were overreported
on account of tobacco tax adjustnents by an anount sufficient to

cover that net incone.*

“*\W¢ hereinafter consistently refer to the anount of refund
income that H E clains to have prematurely reported as totaling
$21, 440, 000. Petitioners have not been as consistent. Qur
hol di ngs herein woul d be the sane regardl ess of the actual total
anmount of refund incone that HE clainms to have prematurely
reported.

“As discussed infra, we decline to find on the basis of the
credi ble evidence in the record that H E reported any of the
referenced net incone for Federal incone tax purposes. Merwyn
Manago did not believe that the nonthly adjustnents included the

(continued. . .)
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2. HE s Liability for Hawaii Tobacco Tax

H E was required to pay tobacco tax to Hawaii w th respect
to HHE s tobacco/cigarette business, and HE was required to file
with Hawaii nonthly tobacco tax returns with respect thereto.
(We set forth in appendix A the relevant Hawaii statutory
provi sions underlying its tobacco tax.) HE was required to
report on those returns the anount of its tobacco tax liability
for the nonth and to enclose with the return a paynent of any
reported liability. Before July 1, 1993, the tobacco tax
liability of a whol esal er such as H E equal ed 40 percent of the
total of its wholesale and retail tobacco sales for the nonth.
After that date, the tobacco tax liability of a whol esal er such
as H E equal ed at |east 40 percent of that anount.

3. H E' s Purported Overpaynent of Hawaii Tobacco Tax

Before 1989, H E paid tobacco tax to Hawaii on the basis of
the prices at which HE sold its cigarettes to custoners. In
1989, Thonas Ckinmoto i nformed M chael Boulware that sone of HE s

conpetitors were instead conputing that tax on the basis of the

4(...continued)

of f-book activities; he adjusted the tobacco tax returns by the
full nmonthly adjustnment amobunt and never tried to correct them
H E s tax and accounting records could not have included the net
incone fromthe off-book activities; HE s return preparer was
unawar e of those activities and of M chael Boulware’'s story that
the nonthly adjustnents included those activities until 6 years
after the start of the off-book activities.



- 161 -

| ower cost that the conpetitors paid to purchase the cigarettes
for resale. M chael Boulware asked M chael MCarthy for |ega
advice on the matter.

Later in 1989, Mchael MCarthy advised Merwn Manago and
M chael Boulware that H E had arguably m scal cul ated and over pai d
its Hawaii tobacco tax liability in periods before 1989 (for the
reasons referenced by Thomas Ckinoto) and, if there was such an
over paynent, that the overpaynent was approximately $5 mllion.*
If in fact H E had overpaid its tobacco tax liability, M chael
Boul ware wanted to recover the overpaynent sooner than |ater.
M chael Boul ware, however, was hesitant to notify Hawaii about
hi s possi bl e argunent as to an overpaynent (i.e., that H E should
have conputed its tax on the basis of the cost that HE paid to
purchase the cigarettes for resale, rather than of the prices at
which HE sold its cigarettes to custoners) because he thought
that Hawaii would review the nerits of the argunent and di sagree
withit. Mchael MCarthy told Mchael Boul ware and Merwyn
Manago that over time H E arguably could discreetly recover any

per cei ved overpai d Hawaii tobacco tax through “self-help”; in

“The record contains no credi bl e evidence establishing any
speci fic anpount of tobacco tax H E purportedly overpaid before
1989 or the precise years of any such overpaynent. Nor has H E
stated consistently the specific anount of tobacco tax it clains
to have overpai d.
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ot her words, by understating its tobacco tax liabilities for the
t hen-current and future nonths w thout notifying Hawaii. M chae
McCarthy nade no earnest attenpt to discuss this issue with
anyone working for Hawaii. Nor did H E or any of its other
representati ves nake an earnest attenpt to do so.

The sel f-hel p nethod descri bed by M chael MCarthy was not
an appropriate nmethod to claima refund of Hawaii tobacco taxes.
From 1989, the recogni zed procedure to claima refund of overpaid
Hawai i tobacco tax was to file an anended return with the Hawai i
Department of Taxation. Hawaii did not have a specific form
(such as a Form 1040- X, Anmended Return), on which to file such an
amended return.

4. Tobacco Tax Liability Adjustnment

Merwyn Manago prepared and filed HHE s nonthly tobacco tax
returns for February 1989 through at |east June 1995. Wt hout
noti fying Hawaii, M chael Boul ware caused each of those returns
to underreport the anmount of that nonth' s tobacco sales (and thus
H E s Hawaii tobacco tax liability for that nonth) to take into
account an adjustnment to HHE s tobacco tax liability (tobacco tax
l[tability adjustnent). M chael Boul ware, who had no accounting
background, gave the anobunts of the tobacco tax liability
adj ustnents to Merwn Manago w t hout any supporting docunentation

and instructed Merwn Manago to incorporate those adjustnents
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into the returns by reducing the actual anmounts of H E s tobacco
sal es reported on those returns. For each of those nonths,
Merwn Manago reduced the anobunt of tobacco sales that H E
reported on its nonthly tobacco tax return so as achieve the
requested reduction in tobacco tax liability. HE then reported
to Hawaii that H E s actual tobacco sales for the nonth was the
anount of the tobacco sales as reduced by Merwn Manago. H E
(through Merwyn Manago) included in its cost of sales the anount
of tobacco tax owed to Hawaii as conputed on the reduced sal es.
Merwyn Manago neither asked M chael Boul ware about the specifics
of the tobacco tax liability adjustnents nor attenpted on his own
to verify or recal cul ate those adjustnents. For 198906 t hrough
199506, the tobacco tax liability adjustnments total ed $1, 400, 000,
$3, 320, 000, $1, 960, 000, $2, 420, 000, $4, 280, 000, $4,510, 000, and
$3, 550, 000, respectively, or $21,440,000 collectively. (W set
forth in appendi x B the anmounts underlying these annual anounts.)

None of the referenced tobacco tax returns showed the actual
gross tobacco sales for a nonth, showed the tobacco tax liability
adj ustnment reported for the nonth, or indicated that H E was
offsetting its current tobacco tax liability by any perceived
prior overpaynment. The Hawaii nonthly tobacco tax return, Form
M 19 (rev. 1971), did not change between 1971 and June 1993 and

had at the bottoma line entitled “Adjustnents (Explain Fully)”.
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As to each of the referenced tobacco tax returns, H E did not use
this line to disclose to Hawaii that H E was adjusting the anount
of its actual tobacco tax sales or a reason why H E was doi ng so.
In other instances, H E typed specific unrelated adjustnments on
the returns with expl anations.

During sone of the period H E was underreporting its tobacco
sales, H E was on a paynent plan to Hawaii as to tobacco taxes
that were past due. The paynent plan started sonetine in the
early 1990s.

5. H E s Monthly Book Adjustnents

For each of the nonths from February 1989 through June 1995,
H E incorporated the correspondi ng tobacco tax liability
adjustnment into its books through nonthly adjustnents that
reduced the actual anobunt of H E s tobacco sales to the anount
reported on that nonth's tobacco tax return and increased the
anmount of HI E s nontobacco sal es by an ambunt corresponding to
that of the reduction. Initially, Nathan Suzuki, the controller
at the time, showed Si dney Boul ware, who | acked an accounting
background, how to conpute the anmount of tobacco sal es that
needed to be recharacterized as nontobacco sales in order to
correspond to the tobacco tax liability adjustnment supplied by

M chael Boul ware. Later, Merwyn Manago did the nonthly
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recharacterization calculation and reflected that calculation in
H E s books.

H E s regular practice was to record the anount of tobacco
taxes payable by HE to Hawaii as a debit to H E s purchase
account (pertaining to tobacco) and a credit to HE s tobacco
t axes payabl e account. In order to reflect the nonthly
adj ustnents, Merwyn Manago recorded the anmpbunts in those accounts
for each nonth as what otherwi se woul d have been the proper
anmounts for that nonth | ess the nonthly adjustnent. The anounts
in the purchase and payabl e accounts, therefore, reflected the
anount of tobacco tax that H E would actually pay to Hawaii for
each nont h.

6. HFEs AJEs

In 1997, Nathan Suzuki, w th assistance by Barney Shiotani,
devi sed and began preparing AJEs for HE to nmake either to report
additional inconme or to appear to report additional incone.

These AJEs were confusing on their face, and they were
unintelligible in their descriptions as to their purpose. Mny
of the AJEs were intended in part to attenpt to persuade the jury
inthe JSL litigation that H E viewed the funds at issue there as
owed to H E by Jin Sook Lee, without alerting the jury that the
AJEs had just recently been recorded. One group of the AJEs was

designed in part to record as a loan to M chael Boulware the
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unreported i nconme uncovered by Jerry Yamachi ka. Anot her group of
the AJEs was | abeled by H E “anortization adjustnents”. Simlar
to the nonthly adjustnents, these anortization adjustnents
reduced (debited) H E's tobacco tax liability to Hawaii and did
not include an offsetting credit to any income account of HE
The effect of the anortization adjustnents was that the
adj ustnents reported H E' s tobacco tax expense to the anount of
tobacco tax that was actually paid.

Begi nning in or about 1997, Merwyn Manago began entering the
AJEs into HHE s books at the direction of Nathan Suzuki and
Barney Shiotani. Merwn Manago did not independently verify the
nunbers in any of the AJEs, nor was he sure of their accuracy.
Anmong ot her things, the AJEs reclassified sone of the nonthly
adj ustnments that Merwyn Manago had previously recorded in HE s
books.

On its 200006 and 200106 Federal income tax returns, HE
reported anortization adjustnents of $1,927,648 and $962, 426,
respectively, as “Forgiveness of Debt--Tobacco Taxes”.

7. Tobacco Tax Refund | ncone d ai med Reported and
Reportable by HE

a. | ncone d ai ned Reportable

Petitioners claimthat the tobacco tax refund i ncone was

properly reportable by H E in 198906 through 200106 as fol |l ows:



198906 - 0-
199006 - 0-
199106 - 0-
199206 - 0-
199306 - 0-
199406 - 0-
199506 $3, 095, 400
199606 2,773, 800
199706 1, 648, 200
199806 3, 638, 100
199906 4,347,000
200006 4, 055, 600
200106 1, 850, 000
21, 408, 100

b. | ncone d ai ned Reported Through Mnthly
Adj ust nent s

Petitioners claimthat H E from 198906 t hrough 199506

reported the follow ng anmounts of incone fromtobacco tax

r ef unds:

198906 $1, 420, 939
199006 3, 393, 432
199106 1, 890, 360
199206 2,496, 304
199306 4,364, 201
199406 2,831, 800
199506 2, 050, 000

18, 447, 036

Petitioners claimthat H E reported those anounts as incone

t hrough their posting of the $21, 440,000 of nonthly adjustments,
which they later reduced to $18,447,036 by two AJEsS in the
amounts of $1.7 million and $1.5 mllion made for 199406 and

199506, respectively.
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C. | ncone d ai ned Reported Through AJEs

Petitioners claimthat H E from 199506 t hrough 200106
reported through the AJEs the follow ng anounts as “anortization
adj ustnents” related to tobacco tax refunds inconme, on the basis
of its viewthat this incone was reportable as the Hawaii period

of limtations (as to its tobacco tax) expired:

199406 $230, 000
199506 1,074, 875
199606 1, 294, 293
199706 1, 739,529
199806 4,276, 360
199906 1,442,274
200006 1,927, 648
200106 962, 426

12, 947, 405

d. Sumary

In sum petitioners’ view as to the reported and reportable

inconme fromH E s tobacco tax refund incone is as foll ows:

Mont hl'y Report ed Reportabl e

Adj ust nent s AJEs | ncone | ncone
198906 $1, 420, 939 - 0- $1, 420, 939 -0-
199006 3, 393, 432 - 0- 3, 393, 432 - 0-
199106 1, 890, 360 - 0- 1, 890, 360 -0-
199206 2,496, 304 - 0- 2,496, 304 - 0-
199306 4,364, 201 - 0- 4,364, 201 - 0-
199406 2,831, 800 $230, 000 3,061, 800 - 0-
199506 2, 050, 000 1,074, 875 3,124,875 $3, 095, 400
199606 - 0- 1, 294, 293 1, 294, 293 2,773,800
199706 - 0- 1, 739,529 1, 739,529 1, 648, 200
199806 - 0- 4,276, 360 4,276, 360 3, 638, 100
199906 - 0- 1,442,274 1,442,274 4,347, 000
200006 - 0- 1,927, 648 1,927, 648 4, 055, 600
200106 - 0- 962, 426 962, 426 1, 850, 000

18, 447,036 12,947, 405 31, 394, 441 21, 408, 100
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8. H E s Purported I ncone Shift

H E noved the purported tobacco tax self-help credits from
earlier years (198906 thru 199506) to |later years (199506 to
200106), thus generating the NCL carryover clained in 199806.
Respondent determ ned in the applicable NOD that H E was not
entitled to shift its tobacco tax credits fromearlier to |ater
years and thus disallowed the resulting NOL and reduced H E s
i ncome for 200006 and 200106 (the non-NOL years) by $1, 927,648
and $962, 426, respectively. These are anounts H E purports to
have already reported for the non-NOL years above the anount it
shows it was supposed to report even absent a timng shift. The
NOD notes that HHE is entitled only to these $1, 927,648 and
$962, 426 adjustnents if respondent’s disall owance of the NOL is
sust ai ned.

XVIIT. M chael Boulware's Crimnal Trials

A. First Trial

1. CGeneral I nformation

I n Novenber 2001, M chael Boulware was crimnally tried for
the first time as to the 11 remaining counts stemmng fromthe
subject matter of the crimnal investigation.

2. Rel evant Evi dence and Argunents

At M chael Boulware's first trial, the United States

presented evidence relevant to HE s corporate taxes and
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corporate activities. M chael Boulware naintained that transfers
of noneys fromHE, which the United States all eged were for
M chael Boulware’ s benefit, were actually for corporate purposes.
M chael Boul ware mai ntai ned, as petitioners argue here, that all
anounts charged as incone to M chael Boulware were reported by
H E.

2. Jury Verdict

On Novenber 29, 2001, followng a 6-day trial by jury and
2-1/2 days of jury deliberation, the jury convicted M chael
Boul ware on all nine tax counts. The jury also convicted M chael
Boul ware on the single count under 18 U. S.C. section 1014 of
conspiring to nake a false statenent to influence a federally
insured financial institution. The jury acquitted M chael
Boul ware of the substantive fal se statenent count.

The tax counts related in part to the funds that M chael
Boul ware diverted fromHE and failed to report on his personal
Federal income tax returns or to pay taxes on. The indictnent
al l eged that the unreported incone included over $1.7 mllion
that M chael Boulware received fromnom nee entities and bank

accounts located in the Kingdom of Tonga and Hong Kong. #®

4®M chael Boul ware asserts that the $1.7 million was not
i ncone to himbecause he borrowed that noney from Harol d ki not o.
We find that assertion incredible and decline to find the
(continued. . .)
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M chael Boul ware’s renai ning convictions related to the
fraudul ent | easing schene involving HE and GECC.

B. Sent enci ng Phase and First Appeal

1. Positions as to Sentenci ng

At the sentencing phase, respondent prepared and caused to
be included in the presentence report as rel evant conduct an
anal ysis wherein respondent asserted that HE failed to report
$9, 281,970 of income in addition to the tax | osses steming from
an underreporting of inconme by Mchael Boulware. The United
St ates advocated this position. Counsel for M chael Boul ware
tried to establish that HHE had fully reported all of the incone
that the United States all eged had been underreport ed.

Respondent al so asserted and caused to be inserted in the
presentence report as relevant conduct that the nonthly
adj ustments by H E caused a $21, 402, 640 t obacco tax loss to
Hawaii. The United States advocated this position. Counsel for
M chael Boulware tried to establish that H E had not caused any
t obacco tax |l oss to Hawaii .

2. Sentence | nposed

The U.S. District Court sentenced M chael Boulware to a

36-nmonth term of inprisonnent on each of the false tax return

(... continued)
assertion as a fact.
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counts, a 51-nonth termon each of the tax evasion counts, and a
51-nonth termon the conspiracy count, all ternms to run
concurrently. The court also inposed a 3-year term of supervised
rel ease, fines, and forfeiture of $495, 814.

3. Appeal of Conviction

In May 2002, M chael Boul ware appeal ed his crim nal
conviction to the U S. Court of Appeals for the Ninth Crcuit.

On Septenber 14, 2004, that court filed its opinion in United

States v. Boulware, 384 F.3d 794 (9th Cr. 2004), which reversed
and remanded M chael Boulware’s conviction on all nine tax counts
because certain evidence was inproperly withheld fromthe jury.
The wi thhel d evi dence consisted of the judgnent in the JSL
litigation wherein Jin Sook Lee was found to have received in
constructive trust for HHE, and not as a gift, the noney M chael
Boul ware had given her. The U S. Court of Appeals for the Ninth
Crcuit affirmed the conspiracy conviction but remanded that
count to the U S. District Court for resentencing.

C. M chael Boulware’'s Retri al

The United States retried M chael Boulware on the nine tax
counts for which he had been convicted at his first trial; i.e.,
five counts of filing fal se Federal inconme tax returns for 1989
t hrough 1993 and four counts of tax evasion for 1994 through

1997. On July 15, 2005, M chael Boul ware was convicted a second
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time on all of those counts following a 9-day trial and 2 days of
deli beration. The U S. District Court again sentenced Boul ware
to 36 nonths’ inprisonnment on the false return counts, but
i ncreased the sentence from51 to 60 nonths on the tax evasion
and conspiracy counts, all to run concurrently. The U S. Court
of Appeals for the Ninth Circuit later affirmed that second

convi ction upon appeal. See United States v. Boulware, 470 F. 3d

931 (9th G r. 2006), vacated and remanded 552 U.S. _ , 128 S.
Ct. 1168 (2008). 1In so doing, the U S. Court of Appeals for the
Ninth Grcuit held that a crimnal defendant such as M chael

Boul ware could rely upon a return of capital defense as to the
taxability of funds diverted froma corporation only if it was
intended at the tine of diversion that the funds be a return of
capital. See id. at 933-935.

D. Cinnal Case Heard by U.S. Suprene Court

On May 11, 2007, M chael Boulware petitioned the U. S
Suprene Court for a wit of certiorari to the U S. Court of
Appeals for the Ninth Grcuit. The petition asked the U S
Suprene Court to decide the follow ng two questions:

1. Wat effect nust a federal court give a final,
non-col |l usive state court judgnment adjudicating
ownership of property in determning a taxpayer’s

federal inconme tax liability arising fromthat
property?
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2. “Wether a taxpayer who seeks to invoke the
return of capital rule in a crimnal tax case nmust show
a contenporaneous intent to treat the corporate
distribution as a return of capital?” * * *

On Septenber 25, 2007, the U. S. Suprene Court granted M chael
Boul ware’s petition limted to the foll ow ng question:

Whet her the diversion of corporate funds to a

shar ehol der of a corporation w thout earnings and
profits automatically qualifies as a non-taxable return
of capital up to the shareholder’s stock basis, see 26
US C 8 301(c)(2), even if the diversion was not
intended as a return of capital.

See Boulware v. United States, 552 U. S. , 128 S. . 32

(2007).
On March 3, 2008, the U S. Suprene Court decided in Boul ware

v. United States, 552 U.S. ___, 128 S. C. 1168 (2008), that a

di stributee accused of crimnal tax evasion may claim
return-of-capital treatnment w thout producing evidence that
either he or the corporation intended a capital return when the
distribution occurred. On the basis of that opinion, the U S
Suprene Court vacated the judgnent of the U S. Court of Appeals
for the Ninth Grcuit and remanded the case to the U S. Court of
Appeals for the Ninth Grcuit for further proceedi ngs consi stent
with the Suprene Court’s opinion. [|d.

E. Remand From U. S. Suprene Court

Upon remand fromthe U S. Suprenme Court, the U S. Court of

Appeals for the Ninth Grcuit filed its opinion in United States
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v. Boulware, 558 F.3d 971 (9th Gr. 2009). The court decided in

t hat opi ni on whet her M chael Boulware’ s offer of proof was
sufficient to justify the presentation of a return of capital
theory to the jury in his second crimnal trial. The court held
it was not and affirned the judgnment of the U S. District Court.

Xl X. Cvil Exam nations and Requests for |Information

A. Start of G vil Exam nations

In July 2002, respondent began a civil Federal incone tax
exam nation of H E for 199806 t hrough 200206. Three nonths
|ater, in Cctober 2002, respondent began a civil Federal incone
tax exam nation of Holdings and its subsidiaries for 199806
t hrough 200206. I n or about My 2004, respondent began a civil
Federal inconme tax exam nation of M chael Boulware’s 1998 through
2002 t axabl e years.

B. Requests for I nformation

1. HE
During the civil exam nation of H E, respondent gave to H E
witten requests for docunents and related information. The
requests sought docunents fromH E that would support its
prof essi onal fees deductions for 199406 through 199706.
Subsequent|ly, on Decenber 11, 2003, after the witten requests
were not honored fully by H E, respondent served a summons upon

Si dney Boulware in his capacity as HE s president. The sumons
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request ed docunents that substantiated H E s professional fees
deductions for 199406 t hrough 199706 and 200006 t hrough 200206.
The sumons requested information regardi ng the bad debt
deduction, the activities of Mchael Boulware that were the
subject of his crimnal trial, the deductions for the salary
paynents to Mal Sun Boul ware, and the reported busi nesses
Par adi se Roasting and Video Consultant. Shortly thereafter,
before M chael Boulware or H E had produced any of the docunents
referenced in the summons, M chael Boul ware petitioned the U. S.
District Court for the District of Hawaii to quash the summons.
H E joined in that petition. On January 30, 2004, the U S
District Court dismssed that petition for lack of jurisdiction,
hol di ng that neither M chael Boulware nor H E was authorized to
petition the court to quash the summons.

On April 21, 2004, the United States petitioned the U S
District Court to enforce the sutmmons. M chael Boul ware noved to
i ntervene and requested an evidentiary hearing. Follow ng a
hearing on the matter, a magi strate judge found that the summons

met the requirenents established in United States v. Powell, 379

U S 48 (1964), and that H E failed to show that the sunmons was
issued in bad faith or as an abuse of process. The magistrate

j udge recomended that the petition to enforce the sumons be
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granted and that M chael Boulware’s notion to intervene be
deni ed.

M chael Boulware and H E objected to the findings and
recomendation of the magistrate judge. On Septenber 20, 2004,
the U S District Court for the District of Hawaii denied the
obj ections and ordered that the sunmons be enforced. See United

States v. Boulware, 350 F. Supp. 2d 837 (D. Haw. 2004), affd.

203 Fed. Appx. 170 (9th Gr. 2006). M chael Boul ware appeal ed
the judgnents of the U S. District Court to the U S. Court of
Appeals for the Ninth Crcuit. Those judgnents were affirmed by

that court on October 19, 2006. See United States v. Boul ware,

203 Fed. Appx. 170 (9th G r. 2006); see also Boulware v. United

States, 203 Fed. Appx. 172 (9th Cr. 2006). On or about February
22, 2006, after the NOD as to H E was issued and the rel ated case
was commenced in this Court, petitioners produced to respondent
i nvoices within the subject matter described in the summons.
2. Hol dings

Hol di ngs paid many of the | egal fees deducted by HE On
June 9, 2003, respondent issued Hol dings an informati on docunment
asking for a schedule of professional fees and certain
prof essional fee invoices for 200006 through 200206, sone of
whi ch were deducted by HHE. For each invoice for which the

busi ness reason for the fee was not clearly indicated on the
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i nvoi ce, respondent requested an expl anation of the purpose of
the professional fee. Holdings did not produce the requested
information at that tine.

On Decenber 11, 2003, respondent served a summobns upon
Sidney Boulware in his capacity as president of Holdings. The
sumons directed Sidney Boulware to appear, to give testinony,
and to produce for exam nation certain books, papers, records, or
ot her data described in the sumons. Respondent requested in the
sumons, inter alia, a sunmary of the professional fees Hol di ngs
deducted during 19906 t hrough 200206; all invoices, agreenents,
contracts, engagenent |letters, correspondence, nenoranda, and
schedul es to support the professional fees; and docunentation to
substantiate the allocation to H E of professional fees paid by
Hol di ngs. Holdings partially conplied with the sunmons by
suppl yi ng sone substantiation for the professional fees that it
deducted for 199906 through 200106. Hol dings did not supply any
substantiation for the professional fees expense that it deducted
for 200206, and Hol dings did not at that tinme supply any
substantiation for the allocation of professional fees to HE

On April 21, 2004, the United States noved to enforce the
sumons. Two days later, the matter was set for an order to show
cause hearing. On May 14, 2004, Holdings filed with the U S

District Court a menorandumin opposition to the petition to
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enforce the summons, and M chael Boulware filed with the U S.
District Court a cross-notion for intervention and for
evidentiary hearing. M chael Boulware at that tine also filed
wth the U S District Court a nmenorandumin support of
cross-notion and in opposition to order to show cause. On
June 1, 2004, a hearing on the order to show cause was held
before a magi strate judge. On day later, the nagistrate judge
i ssued his findings and recommendation that the petition to
enforce the sumobns be granted.

On August 16, 2004, M chael Boulware filed an objection to
the findings and recomrendati on of the magistrate judge. On
Novenber 16, 2004, the U S. District Court for the District of
Hawaii affirmed those findings and recommendati on and deni ed
M chael Boul ware’s cross-notion. Four weeks |ater, M chael
Boul war e appeal ed the judgnents of the U.S. District Court to the
U S. Court of Appeals for the Nnth Grcuit. Those judgnents
were affirmed by that court on Cctober 19, 2006. See United

States v. Boulware, 203 Fed. Appx. 168 (9th Gr. 2006); see al so

Boulware v. United States, 203 Fed. Appx. 172 (9th Gr. 2006).

On or about February 22, 2006, after the NOD was issued to
Hol di ngs and the rel ated case was commenced in this Court,
petitioners produced to respondent invoices within the subject

matter described in the sunmons.
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3. Actions During This Proceedi ng

During this proceeding, petitioners have given respondent
what petitioners claimare 10,000 invoices that substantiate the
| egal fees H E and Hol dings paid for 199806 t hrough 200206.

XX. Pr of essi onal Fees

A Overview

Starting on or about June 30, 1996, the professional fees of
t he subject corporations and their subsidiaries were generally
pai d by Hol di ngs, regardl ess of who actually incurred the fees.
The subject corporations are separate entities that are | ocated
on the same prem ses and that share the same accounting offices
and other overhead. Initially, Holdings also paid HE s other
adm ni strative expenses.

On a yearly basis, Holdings allocated to HHE a portion of
the total professional fees and adm nistrative expenses that
Hol di ngs paid during the year. The specific percentage that was
applied to all ocate those expenses was ascertai ned by the
managenent of the subject corporations. Wen the allocation was
made, a receivable was booked in the sanme anmount as ow ng by H E
t o Hol di ngs.

For 199906, 200006, and 200206, Hol dings paid all of the
prof essional fees for the subject corporations, and portions of

those fees were allocated to HHE. The portion of the fees
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allocated to HE for each of those respective years was 76
percent, 81.5 percent, and 45 percent. For 199806 and 200006
t hrough 200206, the total amounts that H E deducted as
“professional fees” and “O' H all ocations” and respondent’s
adjustnents (in the NOD issued to HE) to those anbunts are set
forth bel ow

Taxabl e Report ed Deducti on
Year Deducti on Al | owed Ad] ust ment

199806  $2, 745,685  $1, 503, 690 $1, 241, 995

200006 3, 356, 440 2, 196, 805 1,159, 635
200106 3, 405, 235 2,248, 871 1, 156, 364
200206 2, 208, 588 - 0- 2, 208, 588

For 199406 t hrough 199706, the amounts that H E deducted for
prof essi onal services through its clainmed NOL deductions and

respondent’s adjustnents (in the NOD issued to HHE) are set forth

bel ow:
Taxabl e Report ed Deducti on
Year Deducti on Al | onwed Adj ust ment
199406 $599, 644 $77, 954 $521, 690
199506 1, 038, 730 135, 035 903, 695
199606 1, 490, 009 193, 701 1, 296, 308
199706 1,779, 640 231, 353 1, 548, 287

B. Source of Professional Fees

1. HE
During 199306 t hrough 199506, 199706, 199806, and 200006
t hrough 200206, HI E deducted professional fees related to:

(1) The crimnal investigation, the grand jury proceedi ngs, and
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the first crimnal trial of Mchael Boulware; (2) M chael
Boul ware’ s uncontested di vorce proceeding; (3) the JSL
litigation; (4) the 1997 adversary proceeding; (5) the trust
case; and (6) other matters.
2. Hol dings

During 199906 t hrough 200206, Hol di ngs deduct ed prof essi onal
fees related to: (1) The crimnal investigation, the grand jury
proceedi ngs, and the first crimnal trial of M chael Boul ware;
(2) M chael Boulware’ s uncontested divorce proceeding; (3) the
JSL litigation; (4) the 1997 adversary proceeding; (5) the trust
case; and (6) other matters.

C. Cateqgories of Disputed Professional Fees

1. Overview

The parties agree on six categories that the disputed
prof essional fees nmay be grouped into. These categories are:
(1) Fees related to the crimnal investigation, (2) fees related
to the grand jury proceedings, (3) fees related to M chael
Boulware’s first crimnal trial, (4) fees involving the
l[itigation initiated by Jin Sook Lee, (5) fees that are not
included in any of the just-nentioned four categories and that
respondent concedes are ordi nary and necessary expenses of sone
entity, but not necessarily deductible, and (6) the remaining

(other) fees.
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2. Specifics of Expenses in Each Category

a. Crimnal Investigation

The expenses in this category are for the |legal and ot her
prof essional services related to the crimnal investigation.
These services include all such | egal and other professional
services provided fromon or about June 16, 1993, up through the
start of the grand jury proceedings in or about the beginning of
August 1997. Respondent disall owed the deduction of these
anounts. Petitioners argue primarily that these anobunts are
deductible in their entirety by either H E or Hol di ngs because
both M chael Boul ware and the subject corporations were potenti al
targets of the crimnal investigation and benefited fromthese
servi ces.

b. Gand Jury Proceedi ngs

The expenses in this category are for the |legal and
prof essional services related to the grand jury proceedi ngs up
t hough M chael Boulware’s initial indictnment on May 19, 1999 (and
in some cases related to the grand jury proceedi ngs afterwards up
t hrough the superseding indictnent and through the second
supersedi ng i ndictnent on April 6, 2000, and February 14, 2001,
respectively). Respondent disallowed the deduction of these
anounts. Petitioners argue primarily that these anmounts are

deductible in their entirety by either H E or Hol di ngs because
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both M chael Boul ware and the subject corporations were potenti al
targets of the investigation and benefited fromthese services.

C. M chael Boulware's Crimnal Trial

The expenses in this category are for the |legal and
prof essional services related to M chael Boulware' s first
crimnal trial (including his sentencing and his appeal of his
conviction in that trial) generally to the extent that the
under |l yi ng expenses were incurred after Mchael Boulware’s
i ndi ctnment; the expenses also are for services provided before
his indictnment but related to matter to be used at his first
trial. Respondent disallowed the deduction of these anounts.
Petitioners argue that these anobunts are deductible in their
entirety by either H E or Hol di ngs because the subject
corporations were still potential targets and benefited from
these services. Petitioners also argue that these anobunts were
paid pursuant to the subject corporations’ obligation to
i ndemmi fy M chael Boul ware.

d. Fees Involving Jin Sook Lee

The expenses in this category are for the |legal and
prof essional services related to the civil litigation initiated
by Jin Sook Lee and to her bankruptcy proceedi ngs. Respondent
di sal | oned sone of these fees and required that the remaining

fees be capitalized as incident to the acquisition of property
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fromJdin Sook Lee’s bankruptcy estate. Petitioners argue that
t hese anounts are deductible in their entirety by H E because H E
was the real party in interest in all of that litigation.

e. Fees Accepted as Ordinary and Necessary

The expenses in this category are for |egal and professional
services and are the ordinary and necessary busi ness expenses of
either H E or Hol dings, but respondent determ ned petitioners had
not substantiated which entity incurred the expenses or which
entity deducted the expenses. Petitioners argue that these
anounts are deductible in their entirety by the entity that
cl ai med the deducti on.

f. O her Fees

The expenses in this category are for the renaining |egal
and professional services that do not fit within any of the other
categories. Respondent disall owed deductions for these fees.
Petitioners argue that these anobunts are deductible in their
entirety by either HE or Holdings as ordinary and necessary
busi ness expenses.

3. Ampunts of Fees Attributable to Each Cateqory

We set forth in appendix C the anmobunts that we attribute to

each category.
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D. Provi ders of the Professional Services Underlyving the
Legal Costs

1. Crimnal Investigation

a. Representation of H E Enpl oyees

i. Overview
In connection with the crimnal investigation, H E retained
two attorneys to represent sone of its enployees as to matters
arising fromthe investigation.

ii. Peter Wl ff

I n Decenber 1994, H E retained and paid Peter Wl ff, Jr.
(Peter WIlff), a crimnal defense attorney, to represent Merwn
Manago in his interview by Jerry Yamachi ka. The interview was
related to the crimnal investigation. Peter WIff’'s sole client
in the crimnal investigation was Merwn Manago. Peter Wl ff
represented Merwn Manago in the crimnal investigation through
no | ater than 1996.

i Benj am n Cassi dy

On Cctober 17, 1995, Martin Gel fand advi sed M chael Boul ware
to cause HHE to hire and pay for an attorney to represent Stanley
Hrai and two other H E enpl oyees, Mdrris Myasato and M| ton
| keda, as to their interviews by Jerry Yamachi ka in connection
with the crimnal investigation. Martin Gelfand informed M chael

Boul ware and H E that the enployees were entitled to
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representation and that it was customary for HE, as their
enpl oyer, to pay their legal fees. H E s managenent al so was
informed that H E and certain of its enpl oyees could becone
targets of the crimnal investigation and that an enployer in
such a situation comonly hires counsel to represent the
interests of its enployees and not the interests of the conpany.

One or both of the subject corporations retained an
attorney, Benjamn B. Cassidy IIl (Benjam n Cassidy), for that
pur pose. Benjanmin Cassidy charged a flat $5,000 for his
services, which was paid by Hol dings on Decenber 18, 1997. The
clients to whom Benjam n Cassiday rendered his services were
Morris Myasota, Stanley Hirai, and MIton | keda.

b. Danon Key

M chael Yoshida, an attorney, and his |law firm Danon Key
were retained as an adviser to Mchael Boulware as to the
crimnal investigation. For the nost part, M chael Yoshida and
Danmon Key produced H E s records in response to docunent requests
and subpoenas and advi sed M chael Boulware as to his crimnal
defense and with respect to mail fraud. M chael Yoshida and
Danon Key al so di scussed those issues with Barney Shiotani in
order to present a solid defense for Mchael Boulware. For July
1997, Danon Key charged $13,874.12 for services that it perforned

in connection with the crimnal investigation. Danon Key
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performed those services on behalf of its client, M chael
Boul ware. The charge for those services was paid by Hol di ngs.

After M chael Boulware was indicted but before his crimnal
trial, Mchael Boulware asked M chael Yoshida to offer to give
|l egal work to Bl ake Ckinmoto. Wien M chael Yoshida appeared to
testify in this proceeding, the Court sustained his claimto
decline to answer certain questions related to Blake Ckinoto on
the basis of the Self-Incrimnation Cause of the Fifth Arendnent
to the U.S. Constitution.

C. lrell Mnella

In 1993, M chael Boulware retained Martin Celfand and his
law firmlirell Manella to represent M chael Boulware in
connection wth the crimnal investigation. For services that
were provided in 199806 with respect to the crim nal
i nvestigation, Martin Gelfand and his firm charged $15, 279. 94.
Martin CGelfand’ s client as to those services was M chael
Boul ware. The charge for those services was paid by Hol di ngs.

d. Shiotani |nouye

Barney Shiotani and his firm Shiotani & I nouye (Shiotani
| nouye) advised M chael Boulware and H E on tax matters rel ated
to the crimnal investigation. For 199806, Shiotani |nouye

charged $356,826.59 for a range of services that it provided to
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M chael Boulware or to M chael Boulware and H E jointly.* Those
charges related to the crimnal investigation and were paid by
Hol dings. O the $356,826.59, $25,073.13 related mainly to
nmeeti ngs, docunent preparation, and docunent review that Shiotan
| nouye undertook solely on behalf of Mchael Boulware. The
remai ni ng $331, 653.46 related to services that Shiotani |nouye
(or its Kovel accountant Nathan Suzuki) provided to M chael
Boulware and HE jointly. O the $331, 653.46, $259, 355. 24
related mainly to neetings, docunent preparation, and docunent
revi ew undertaken by Shiotani |nouye, and $72, 298. 22 consi sted of
accounting and consulting services provided by Nathan Suzuki .

e. Wachi Wit anabe

During 199806, Stanley Wachi and his accounting firm Wach
& Wat anabe, CPA, Inc. (Wachi Watanabe), charged $3, 986. 95 for
accounting services that it provided as to the crim nal
i nvestigation. The services were perfornmed fromJuly 3 through
18, 1997, and concerned the fictitious |easing transactions
between HI E and GECC. The charge for those services was paid by
Hol di ngs. The clients on whose behal f those services were

performed were M chael Boulware and H E jointly.

“In some cases, such as here, a professional provided a
service to one or nore clients jointly.
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2. Guand Jury Proceedi ngs

a. Bi rney Bervar

Bi rney Bervar was a crimnal defense attorney who in Mrch
2000 was retained by HE (through one of its attorneys, Lyle
Hosoda) to represent Stanley Hirai in interviews with the U S
Attorney’s Ofice and as to any subsequent testinony that Stanley
Hirai coul d be subpoenaed to give before the grand jury during
the grand jury proceeding. H E agreed to pay for Birney Bervar’s
representation of Stanley Hirai. Birney Bervar clarified to Lyle
Hosoda, on behalf of H E, that this arrangenment did not change
the fact that Birney Bervar’s sole client was Stanley Hirai.
During 200106, Birney Bervar charged a flat fee of $5,000 for his
services. Hs client as to that fee was Stanley Hrai. The fee
was pai d by Hol di ngs.

b. Br ook Hart

Brook Hart was a crim nal defense attorney who was retained
by HEto represent Merwn Manago in 1998 in interviews with the
U S Attorney’'s Ofice and with regard to his grand jury
testinmony. Brook Hart was retained after Peter Wl ff was unable
to continue that representation. During 199806, 199906, and
200006, Brook Hart charged $13, 049.23, $7,712.85, and $4,532. 77,
respectively, for those services. Holdings paid those charges.

Brook Hart’s client was Merwyn Manago.
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Brook Hart believed that H E could or mght be a target of
the grand jury investigation, and he understood that there were
several potential targets, including HE (if in fact H E was not
already a target), Merwyn Manago, and possibly others. As part
of his representation of Merwyn Manago, Brook Hart negotiated an
i munity agreenent for Merwn Manago. At a neeting on April 27,
1998, Brook Hart nmade a proffer on behalf of Merwn Manago,
foll ow ng which Merwn Manago di sclosed, for the first tine, the
nmont hl y adj ustnents he made at the direction of M chael Boul ware.
Thereafter, Merwyn Manago provi ded the docunents related to the
nmont hl y adj ustnents, was given immunity, and then was questi oned
in front of the grand jury regarding the nonthly adjustnents.

c. Chee Markham

During 200006, Kevin Chee of the law firm Chee & Mar kham
(Chee Markham represented Mal Sun Boul ware as to her invol venent
in the grand jury proceedings. Kevin Chee and his firm charged
$2,806.88 for that representation. Holdings paid that charge.
Kevin Chee’s and Chee Markhamis client as to this charge was Ma
Sun Boul war e.

d. Danon Key

After the crimnal investigation was referred to the grand

jury, Danon Key continued to advise Mchael Boulware as to the

grand jury proceedings and began to a limted extent to represent
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H E as to those proceedings as well. During 199806 and 199906,
Danon Key charged $122, 706. 28 and $173, 275.20 as to the grand
jury proceedings. Holdings paid those charges. O the
$122, 706. 28, $121,214.19 related to services provided to M chael
Boul ware as the client of Danon Key. The bal ance, $1,492. 09,
related to services provided to HHE as the client of Danon Key.
The $173,275.20 related entirely to services provided to M chael
Boul ware as the client of Danon Key.

e. Gaham Janmes

In April 1997, WIIliam James, a business and tax
attorney/litigator, and his law firm G aham & Janes LLP (G aham
Janes) were contacted by Barney Shiotani and retained to
represent H E and M chael Boulware from April 1997 through Apri
2000. WIlliamJanmes and his firmwere retained primarily to
provi de tax advice to Mchael Boulware and to HE as to the grand
jury proceedi ngs and subsequently as to M chael Boulware’s first
crimnal trial. WIliamJanes nmet initially wi th Barney
Shiotani. During that neeting, Barney Shiotani expressed his
view that the United States could not prevail on any crimnal or
civil issue if Mchael Boulware and H E coul d nake al
deficiencies “disappear”. Barney Shiotani explained a theory
that, if established, he believed woul d make the deficiencies

di sappear.
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Wl liam James generally did not neet with M chael Boul ware
but advi sed ot her attorneys working for Mchael Boulware or for
H E as to tax issues that m ght affect M chael Boulware, as well
as other issues that mght affect M chael Boulware such as issues
arising fromhis first crimnal trial and sentencing. WIIiam
Janmes advi sed M chael Boul ware on a proposed pl ea agreenent
bet ween M chael Boulware and the U S. Attorney’'s Ofice. WIIiam
Janmes advi sed M chael Boul ware on sentenci ng enhancenents.

Wl liam James advised M chael Boulware on pretrial nmotions in his
first crimnal trial. WIIliam Janes advised M chael Boulware in
his first trial on the disqualification of Dennis O Connor, Sr.
(Dennis O Connor), and his law firm Reinwal d O Connor from
representing Mchael Boulware at that trial (discussed infra).

Wl 1liam James provided M chael Boulware and HHE with | egal advice
concerning the civil and crimnal tax inplications of M chael

Boul ware’s | awsuits agai nst Jin Sook Lee.

The costs of the services of WIlliamJanmes and his firmwere
$56, 848. 50, $65, 403. 96, and $53,977.76 during 199806, 199906, and
200006, respectively. The services underlying the $56, 848. 50
related to the grand jury proceeding, and the services underlying
the $53,977.76 related to Mchael Boulware’s crimnal trial. O
t he $65, 403. 96, $41,371.59 related to the grand jury proceedi ngs

and the bal ance of $24,032.37 related to M chael Boulware’s
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crimnal trial. Mchael Boulware and H E were joint clients as
to the $56, 848.50 and the $65, 403. 96, and M chael Boul ware was
the sole client as to the $53,977.76. Holdings paid all of the
costs.

f. Hochman Sal ki n

Steven Toscher was an attorney with the |aw firm Hochman,
Sal kin & DeRoy (Hochman Sal kin), and he specialized in civil and
crimnal tax litigation and controversy. Steven Toscher was
approached by Barney Shiotani and then retained in or about My
1998 to represent M chael Boul ware by providing himsupport and
consul tation concerning crimnal and potential civil tax matters
arising out of the grand jury proceedi ngs. Steven Toscher was
not retained to provide any services to either subject
corporation. During 199806 and 199906, Steven Toscher and
Hochman Sal ki n charged $48, 590. 23 and $3, 475. 70, respectively,
for services that they provided as to the grand jury proceedi ngs.
During 200006, Hochman Sal kin issued a $10,000 refund as to those
charges. The cost of the services provided by Hochman Sal ki n was
pai d by Hol di ngs.

g. Howard Chang

Howard Chang was a crimnal defense attorney. During 199806
t hrough 200006, Howard Chang represented M chael Boulware in the

grand jury proceedings. During 199806 through 200006, Howard
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Chang charged $42, 853. 42, $20,638.78, and $16, 837. 64,
respectively, for those services. Holdings paid those charges.

h. lrell Mnella

Martin Celfand and his firmlrell Manella continued to
represent M chael Boulware after his case was referred to the
grand jury. For services that were provided in 199806 from
August 1, 1997, through March 31, 1998, Martin CGelfand and his
firmcharged $29,121.20. Martin Celfand’s client as to those
services was M chael Boulware. The charge for those services was
pai d by Hol di ngs.

i Lopeti Foli aki

Lopeti Foliaki was a |l aw practitioner in the Kingdom of
Tonga. During 200006, he provided | egal services to his client,
Nat han Suzuki, related to discovery conducted during the grand
jury proceedings. The cost of the services, $13,579.50, was paid
by Hol di ngs.

] . Perkin Hosoda

Lyl e Hosoda was an attorney/civil litigator who worked first
for the law firm Perkin & Hosoda (Perkin Hosoda) and then for the
law firm Lyl e Hosoda & Associ ates (Lyl e Hosoda Associates). 1In
Decenber 1999, Lyle Hosoda and his firmwere retained to
represent the interests of the subject corporations for potenti al

| egal problens relating to the grand jury proceedi ngs and charges
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made agai nst M chael Boulware. Primarily, Lyle Hosoda net with
vari ous enpl oyees of H E who m ght be involved in the crimnal
i nvestigation and the grand jury proceedi ngs and expl ai ned the
process to them He also acted as the facilitator of
comruni cati ons between those enpl oyees and the various Governnent
and private attorneys involved in the process. He also responded
to various subpoenas issued to H E for docunents. Lyle Hosoda
and his firmcontinued to represent the subject corporations
t hrough 2002.

During 200006, Perkin Hosoda charged $44, 480.01 for services
that it perforned as to the grand jury proceedings. That charge
was paid by Holdings. Perkin Hosoda’'s clients as to this charge
were M chael Boulware and HE jointly.

k. Rei nwal d O Connor

In 1996, Dennis O Connor, an attorney/litigator, and his | aw
firmReinwald O Connor were retained to represent HE in the JSL
l[itigation in an attenpt to reclaimH E assets from Jin Sook Lee.
They did not represent Mchael Boulware in that litigation.

Dennis O Connor was HHE's lead trial attorney, and he tried the
case on its behal f.

Begi nning in Decenber 1997, Dennis O Connor and Rei nwal d

O Connor began assisting in the representation of HE in the

grand jury proceedings. Dennis O Connor was told by Jerry
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Yamachi ka and nenbers of the U S. Attorney’'s Ofice that M chael
Boul ware was the target of the grand jury proceedi ngs and that
H E and Merwn Manago, anong ot hers, were potential targets.
Denni s O Connor was never subsequently informed that H E was no
| onger a potential target.

At or after the end of 1997, the U S. Attorney’s Ofice in
Hawai i began serving H E enpl oyees and ot her individuals
connected with H E with subpoenas for grand jury testinony.

Rei nwal d O Connor hel ped those wi tnesses prepare for their
testinmony pursuant to its retention by HHE. Dennis O Connor and
Rei nwal d O Connor al so hel ped respond to nunmerous grand jury
subpoenas for H E records, e.g., by challenging those subpoenas
and arguing those challenges in hearings before the U S. District
Court. The subpoenas focused on H E records rather than on the

i ndi vidual records of M chael Boulware. Dennis O Connor was
assisted in the hearings by Howard Chang.

During 199806 and 199906, Rei nwal d O Connor charged
$353, 348. 98 and $307, 988. 61, respectively, for services that it
performed in connection with the grand jury proceedi ngs.

Rei nwal d O Connor’s clients as to those charges were M chael

Boul ware and H E jointly. Holdings paid those charges.
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| . Shi ot ani | nouye

For 199906, Shiotani |nouye charged $285,228.94 for a range
of services that it provided to Mchael Boulware or to M chael
Boul ware and H E jointly. Those charges were related to the
grand jury investigation and were paid by Holdings. O the
$285, 228. 94, $40,647.25 related mainly to neetings, docunent
preparation, and docunent review that Shiotani |nouye undert ook
solely on behalf of M chael Boulware. The remaining $224,581. 69
related to services that Shiotani |Inouye (or its Kovel accountant
Nat han Suzuki) provided to Mchael Boulware and HE jointly. O
t he $224,581. 69, $200, 124.48 related nmainly to neetings, docunent
preparation, and docunent review undertaken by Shiotani I|nouye,
and $44, 457. 21 consisted of accounting and consulting services
provi ded by Nat han Suzuki .

m St ephen Pi ngr ee

In connection with the grand jury proceedi ngs, Stephen
Pingree represented his client, Nathan Suzuki, from Novenber 1998
until 2000. During 199806, 199906, and 200006, Stephen Pingree
charged $15, 117.06, $8,111.50, and $24, 749. 15, respectively, for
his services. Holdings paid those charges.

n. Wachi Wit anabe

During 199806, Wachi WAt anabe provided services related to

the grand jury proceedings. Wachi Witanabe charged $17, 486. 87
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for those services. Holdings paid those charges. Wich
Wat anabe’s clients as to these charges were M chael Boul ware and
HE jointly.

3. Crimnal Trial

a. Accucopy

In connection with Mchael Boulware's first crimnal trial
docunents were photocopied at Accucopy, Inc. (Accucopy). The
costs of those services were $8, 665. 37 during 200006, $5, 000. 58
during 200106, and $7,016.57 during 200206. Hol di ngs paid those
costs.

b. Ayabe Chong

In 1999, after M chael Boulware was indicted, Sidney Ayabe,
an attorney, and his law firm Ayabe, Chong, N shinpto, Sia &
Nakamura LLP (Ayabe Chong) were retained as | ocal counsel to
represent M chael Boulware in his first crimnal trial; as
di scussed infra, Mcheal Boulware also was represented in that
matter by Leonard Sharenow (and |later Vincent Marella). Sidney
Ayabe and his firmcontinued to represent M chael Boul ware
t hrough 2002. M chael Boulware was the client of Sidney Ayabe
and his firm and the costs of the services of Sidney Ayabe and
his firmtotal ed $201, 741. 42, $61, 982.97, and $93, 953. 20 duri ng
200006, 200106, and 200206, respectively. Holdings paid those

costs.
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C. Bird Marell a

In or about May 2000, M chael Boul ware repl aced Leonard
Sharenow with Vincent Marella, a crimnal defense
attorney/litigator with the law firmBird, Mrella, Boxer &

Wl pert (Bird Marella). Neither Vincent Marella nor his firmwas
retained to performservices for HE or Holdings. Vincent

Marel la continued to represent M chael Boul ware through his first
crimnal trial until April 2002. M chael Boul ware was the client
of Vincent Marella and his firm and the costs of the services of
Vincent Marella and his firmwere $101, 842. 85, $1, 018, 262. 37, and
$1, 170, 735. 31 during 200006, 200106, and 200206, respectively.*®
The cost of the services perfornmed by Bird Marella was paid by
Hol di ngs.

d. Bowen Hunsaker

Mar k Hunsaker was a certified public accountant and a
specialist in business valuation and litigation forensic
accounting. Mark Hunsaker and his firm Bowen Hunsaker
Consul ti ng (Bowen Hunsaker), were retained by Reinwald O Connor
in or about July 1999 to review accounting records of HE with

respect to the first crimnal trial of Mchael Boulware and to

“8The cost for 200206 included invoices totaling
$1, 279, 335.32 less credit adjustnments totaling $108, 600. 01
($1, 279, 335.32 - $108, 600. 01 = $1, 170, 735. 31).
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testify with respect thereto at that trial. The work of Mark
Hunsaker and his firmceased as to the case when Rei nwal d
O Connor was renoved as counsel in the case. M chael Boul ware
was the client of Mark Hunsaker and his firm and the cost of the
services of Mark Hunsaker and his firmwas $100, 887. 28 during
200006. Hol dings paid this cost.

Mar k Hunsaker and his firmwere retained a second tinme by
Rei nwal d O Connor in the early part of 2000 or 2001 with respect
to M chael Boulware’s appeal, and then later the firm provided
services as to Mchael Boulware s second trial.

e. Br ook Hart

Brook Hart began representing Merwn Manago in connection
with the grand jury proceedings. During 200206, Brook Hart
continued to represent Merwyn Manago. At that tine, Brook Hart
advi sed Merwn Manago as to his testinony at M chael Boulware’s
first crimnal trial and appeared at the trial to nonitor Merwn
Manago’' s testinmony. Brook Hart al so advised Merwn Manago as to
his testinony during the sentencing phase of M chael Boulware’s
crimnal trial. Brook Hart charged $4,864.74 for his services
during 200206. Hol dings paid these costs.

f. Candon Consulti ng/ John Candon

John Candon was a certified public accountant and a busi ness

appraiser. In 1998, John Candon and his firm Candon Consulting
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G oup LLC (Candon Consulting) were retai ned by Kobayashi Doi to
ascertain the fair market value of a 100-percent interest in
Royal Hawaiian Water as of June 30, 1997 and 1998. The
engagenent was | ater expanded to include an estimate of the
potential investnent value of Royal Hawaiian Water to HE if
acquired as of those two dates. John Candon gave his finished
report to Kobayashi Doi on or about February 14, 2002.

Kobayashi Doi al so retai ned John Candon and his firmto
ascertain the value as of July 1, 1992, of a 100-percent interest
in Mchael Boulware’s hypothetical coffee processing and
whol esal i ng busi ness operated as a sol e proprietorship.* John
Candon gave his finished report to Kobayashi Doi on or about
March 12, 2002.

John Candon testified in Mchael Boulware's first crim nal
trial as an expert appraiser of businesses. During that
testi nony, John Candon referred to the analysis in the
af orenenti oned two reports.

The costs of the services of John Candon and his firmwere
$8, 615, $5,002.28, and $11, 761. 55 during 200006, 200106, and

200206, respectively. As to the services underlying those cases,

“°M chael Boul ware acknow edged in this proceeding that he
di d not have a coffee business that was separate fromH E
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M chael Boulware was the client of John Candon and his firm
Hol di ngs pai d these costs.

g. Chicoine Hallett

Bird Marella retained an attorney, Darrell Hallett, of the
tax law firm Chicoine & Hallett P.S. (Chicoine Hallett) to
testify as an expert in defense of Mchael Boulware at his first
crimnal trial. Chicoine Hallett performed such services in
200206 and charged $34,784.24 for the services. Chicoine
Hallett’s client in that matter was M chael Boulware. Hol di ngs
pai d these costs.

h. Corniel
i. Overview

H E retained private investigators, Corniel & Associates
(Corniel) and Goodenow & Associ ates (Goodenow), to provide
surveillance services as to Jin Sook Lee and to investigate
background i nformati on and underlying facts regardi ng her.

Rei nwal d O Connor believed that this investigation was necessary
because the Internal Revenue Service was doing a simlar

i nvestigation, and Reinwald O Connor believed that any
information and facts that its investigators uncovered which were
favorable to M chael Boulware could be used by himat his

crimnal trial were he to be indicted and prosecut ed.
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ii. Specifics

Corniel performed its services during 199506 t hrough 199806.
The cost of those services (inclusive of clerical, investigative,
and surveillance) for 199806 (specifically, for the period
generally fromJuly 1997 through January 1998) was $18, 559. 93.
H E i ssued checks to Corniel from 1994 through 1996. Hol di ngs
i ssued checks to Corniel from1996 to 1998. Corniel’s client as
to these services was M chael Boul ware.

i. Danpbn Key

During 199906, 200006, 200106, and 200206, Danopn Key
provi ded services to its client, Mchael Boulware, in connection
with his first crimnal trial. The costs of these services in
t he respective years were $25,864.59, $373, 737.84, $47,055. 32,
and $4,486.71. Holdings paid these costs.

i, Gains Wil

The law firmof Gains, Weil, West & Epstein, LLP (Gains
Weil) provided advice to M chael Boulware in connection with his
first crimnal trial and provided to himrelated services, e.g.,
Gainms Wil prepared a notion that full faith and credit be given
to the State court judgnent for purposes of the appeal of his
conviction, and Gains Weil reviewed an appellate brief as to an
i ssue whether the trial court had inproperly excluded reference

to that judgnment. For 200006, 200106, and 200206, Gai nms Wil
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charged $36, 927. 34, $548. 64, and $395, respectively, for services
that Gains Wil provided to M chael Boulware incident to his
first crimnal trial. Holdings paid those charges.
k. Goodenow

Goodenow was the second of the two firnms di scussed supra
p. 203 that provided private investigation services to HE
During 199806, specifically for the nonths of July, August,
Sept enber, and Novenber 1997, Goodenow provi ded the requested
services for investigation and surveillance of Jin Sook Lee at a
cost of $35,351.94. Holdings paid these costs. Goodenow s
client as to these charges was M chael Boul ware.

| . G aham Janes

We di scussed supra in the section on the grand jury
proceedi ngs that related to G aham Janes the facts related to the
servi ces provided by G aham Janes as to M chael Boulware’s
crimnal trial.

m Hawai i Nati onal Bank

I n connection with Mchael Boulware's crimnal trial
Hol dings paid the travel and | odgi ng expenses of sone of the
attorneys representing M chael Boulware. Holdings paid those
expenses fromthe account of Hawaii National Bank. During 200106
and 200206, these expenses total ed $31, 227. 39 and $29, 146. 04,

respectively.
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n. Leonard Shar enow

Fol l owi ng the disqualification of Dennis O Connor and his
firm HE (through a partner of Barney Shiotani) retained Leonard
Sharenow, a crimnal defense attorney/litigator, in or about
Septenber or QOctober 1999 to represent M chael Boulware in his
first crimnal trial. Leonard Sharenow continued to represent
M chael Boul ware through May 2000. Leonard Sharenow never
represented HHE as to the subject matter at hand. During 200006,
Leonard Sharenow charged $758,111.97 for his services. Leonard
Sharenow i nvoiced H E for the cost of his services, and that cost
was pai d by Hol di ngs.

0. Lyl e Hosoda Associ ates

Lyl e Hosoda and his firmLyle Hosoda Associ ates continued to
provi de services to Mchael Boulware during his first crimnal
trial. During 200106 and 200206, Lyl e Hosoda charged $665.29 and
$15, 667.22 for such services. Holdings paid those charges.

p. MCorriston Mller

During 200106 and 200206, McCorriston M Il er Mikai Macki nnon
(McCorriston MIler) represented its client, Nathan Suzuki, in
defense of his crimnal prosecution by the United States. In
t hose respective years, MCorriston MII|er charged $25, 154. 47 and

$9, 343.61 as to those services. Holdings paid those charges.
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g. Mchael MCarthy

During 200206, M chael MCarthy provided services to M chael
Boul ware incident to his first crimnal trial. M chael MCarthy
charged $3,646.54 for those services. That charge was paid by
Hol di ngs.

r. Nat han Suzuki

During 200106, Hol di ngs paid Nat han Suzuki $17,500 for
services previously perforned as a Kovel accountant.

S. Per ki n Hosoda

During 200106, Perkin Hosoda provi ded services to M chael
Boul ware in connection with his first crimnal trial. Holdings
paid the cost of those services, $136.55.

t. PWC

During 200006, 200106, and 200206, PriceWterhouseCoopers
LLP (PWC) provided expert consultant services to its client,
M chael Boulware, incident to his first crimnal trial. For the
respective years, PWC charged $60, 225. 24, $56, 023. 89, and
$69, 436. 14. Hol di ngs paid those char ges.

Patrick Oki is a certified public accountant who worked for
PWC in 2003. At that tinme, he perforned work for M chael
Boul ware for his first crimnal trial. The work involved a
proj ect regardi ng unclai med potential deductions or costs of

goods sold available to M chael Boulware. One of those potenti al
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deductions invol ved determning the price of green coffee beans
pur chased by M chael Boulware, for the purpose of opining on
whet her M chael Boul ware had taken into account all of the costs
of goods sold attributable to coffee sales nade to third parties.

u. Pr of essi onal | mage

Prof essional |Inmage i s a photocopyi ng conpany in Honol ul u.
Duri ng 200006, Professional |mage provided photocopying services
to Ayabe Chong on behalf of M chael Boulware with respect to his
first crimnal trial. The cost of those services, $5,763.36, was
pai d by Hol di ngs.

V. Rei nwal d O Connor

Denni s O Connor and Rei nwal d O Connor were asked to conti nue
to represent M chael Boulware and H E after the grand jury
indictnment. The United States questioned whether such
representation would present a conflict of interest. The United
States noted as to a potential conflict between H E and M chael
Boul ware that Dennis O Connor was representing HE and its
enpl oyees, including Merwn Manago, that Dennis O Connor had
acquired privileged information fromthat representation that he
woul d not ot herwi se have acquired, and that Merwn Manago woul d
be called as a Governnent witness at M chael Boulware’s crim nal
trial. At a hearing on August 30, 1999, in response to a direct

question by then Chief US. D strict Court Judge David A Ezra,
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an attorney for the United States acknow edged that it was
possi bl e that H E m ght becone a defendant in the case. The
court ruled that Dennis O Connor and his firmwere disqualified
fromrepresenting Mchael Boulware in his first crimnal trial
because of a conflict of interest that could not be waived.*®

During 200006 and 200206, Reinwald O Connor provided
services to Mchael Boulware incident to his first crimnal
trial. Holdings paid the respective costs of those services,
$259, 730. 35 and $23, 090. 85.

W. Robert Waters

Robert Waters was a sole practitioner attorney who
specialized in sentencing and appeals. In January 2002, he was
retained (at the request of Barney Shiotani) to represent M chael
Boul ware in an appeal of his first conviction and later, at the
request of Vincent Marella, to represent M chael Boulware in the
sentenci ng phase of his first crimnal trial. Robert Waters did
not provide any of his services on behalf of H E, and he did not
provi de any services to either subject corporation. Robert

Wat ers represented M chael Boulware until 2006

I n or about April 2002, Reinwald O Connor provided
services to Mchael Boulware as to his second crimnal trial
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During 200206, Robert Waters charged $158,073 for his
services. That charge was paid by Holdings. His client for
t hose services was M chael Boul ware.

X. Sar anow Pagani

On or about March 3, 1996, Martin Gelfand and his firm
retained a certified public accountant, Ronald Saranow, as a
Kovel accountant to assist Martin Gelfand. Mst specifically,
Ronal d Saranow was retained as an expert consultant to help
Martin Celfand and his firmdeterm ne the taxable incone of
M chael Boulware and HE for “all relevant years through and
i ncludi ng 1995”. During 200006, 200106, and 200206, Saranow
Pagani charged $31, 345. 34, $292,282.61, and $192,644.18 for its
services. Holdings paid those charges.

y. Shernman Sherman

Robert Waters recommended, and H E retained, two crim nal
def ense attorneys, Victor Sherman and his partner Janet Sherman,
and their firm Sherman & Sherman (Sherman Shernan) to represent
M chael Boulware with regard to sentencing. Sherman Sherman
represented its client, Mchael Boulware, from February 2002
t hrough May 2002, and the firmdid not represent HE. During
200206, Shernman Sherman charged $91,179.04 for its services, and

t hat charge was paid by Hol di ngs.
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Z. Shei | a Bal kan

Robert Waters recommended, and HI E retai ned, Sheila Bal kan
as a sentencing consultant. Sheila Bal kan advi sed her client,
M chael Boulware, as to his sentencing. Sheila Bal kan charged
$32,430 for her services, and that charge was paid by Hol di ngs.

aa. Shiotani | nouye

i. 200006

For 200006, Shiotani |nouye charged $199, 130. 37 for services
that it provided to Mchael Boulware or to M chael Boul ware and
H E jointly. Those charges related to M chael Boulware’'s first
crimnal trial and were paid by Holdings. O the $199, 130. 37,
$96, 458. 27 related mainly to neetings, docunent preparation,
docunent review, and research that Shiotani |nouye undert ook
solely on behalf of M chael Boulware. The bal ance, $102,672. 10,
related to services that Shiotani |nouye (or its Kovel accountant
Nat han Suzuki) provided to Mchael Boulware and HE jointly. O
the $102,672.10, $83,353.98 related mainly to neetings, docunent
preparation, docunment review, research, and pl eadi ngs undertaken
by Shiotani |nouye, and $19, 318.12 consi sted of accounting and
consul ting services provided by Nathan Suzuki .

ii. 200106
For 200106, Shiotani |nouye charged $124,213.60 for services

that it provided to M chael Boulware or to M chael Boul ware and
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H E jointly. Those charges related to M chael Boulware’'s first
crimnal trial and were paid by Holdings. O the $124,213. 60,
$42,109.94 related mainly to neetings, docunent preparation,
docunent review, and research that Shiotani |nouye undert ook
solely on behalf of Mchael Boulware. The bal ance, $82, 103. 66,
related to services that Shiotani |nouye provided to M chael
Boul ware and HE jointly. Those services consisted primarily of
nmeeti ngs, docunent preparation, docunent review, and research.
iii. 200206

For 200206, Shiotani |nouye charged $56, 266. 17 for services
that it provided to Mchael Boulware or to M chael Boul ware and
H E jointly. Those charges related to M chael Boulware’'s first
crimnal trial and were paid by Holdings. O the $56, 266. 17,
$43,662. 14 related mainly to neetings, docunent preparation, and
revi ew that Shiotani |nouye undertook solely on behalf of M chael
Boul ware. The bal ance, $12,604.03, related to services that
Shi ot ani | nouye provided to M chael Boulware and HE jointly.
Those services consisted primarily of neetings, docunent
preparation, and review.

bb. Squire Sanders

During 200106, the law firmof Squire, Sanders & Denpsey
L.L.P. (Squire Sanders) provided $3,888. 10 of services to M chael

Boul ware in connection with his first crimnal trial. Those
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servi ces consisted of |egal research and advice as to the Federal
sent enci ng gui del i nes.

ccC. St ephen Pl att

Stephen Platt was the court reporter at the U S. D strict
Court who prepared the trial transcripts for Mchael Boulware’'s
first crimnal trial. During 200206, Hol di ngs paid $13, 102. 18
for trial transcripts related to that proceeding.

dd. Wachi Wit anabe

Duri ng 200006 and 200206, Wachi Watanabe provi ded expert
consulting services to Mchael Boulware incident to his first
crimnal trial. For 199906, 20006, and 200206, Wachi Wit anabe
charged $10, 000, $7,298.13, and $3,776.02, respectively, as to
t hose services. Holdings paid those charges.

ee. WIlmngton Institute

Wl mngton Institute was retained to assist in the defense
of Mchael Boulware at his first crimnal trial. W]I mngton
Institute hel ped Vincent Marella with respect to jury polling and
preparing Mchael Boulware for his testinony. WI m ngton
Institute charged $67, 225 for services perfornmed in May and June
2001 and $26,853 for services perforned in |late June 2001 and in
July and August 2001. Holdings paid those charges. W] m ngton

Institute’s client as to these charges was M chael Boul ware.
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4. Fees Concerning Jin Sook Lee

a. Chee Mar kham

Kevin Chee and his firm Chee Markham were retained to
represent Mal Sun Boulware fromin or about March 1995 t hrough
July 1998 in the sharehol der derivative case and as to her
i nvol venent as a witness in the JSL litigation and in the trust
case. The costs of the services provided as to those matters by
Kevin Chee and his firmwere $2,207.94 and $2, 046. 86 during
199806 and 199906, respectively. Holdings paid those costs.
Chee Markhamis client as to these costs was Mal Sun Boul war e.

b. Danpbn Key

M chael Yoshida and Danon Key first represented H E and
M chael Boulware in or about October 1994 in connection with the
JSL litigation. They were the second counsel to be retained by
t he defendants in that case, retained as |ocal counsel under a
pro hac vice process to assist the primary counsel, John Gai ns
and Any Rice of the lawfirmGains Wil. M chael Yoshida and
Danmon Key advised HHE with respect to reclaimng HE s cash and
property fromJin Sook Lee. Apart fromthe JSL litigation,

M chael Yoshi da and Danon Key al so advi sed Hol di ngs with respect
to ownership of its stock by the trustee of the denn Lee
Boul ware Trust. During 199806, 199906, 200006, and 200106, Danopn

Key charged $227, 005. 66, $55,025.96, $5, 762.90, and $438. 25,
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respectively, as to services provided incident to the civil
matters related to Jin Sook Lee. Holdings paid those charges.
Wth the exception of the portion of the charges related to the
referenced services provided to Hol dings, the charges related to
services provided jointly to HHE and M chael Boulware as clients
of Danon Key.

c. Gains Wil

I n or about October 1994, H E and M chael Boul ware retained
a business attorney/litigator, Any Rice, and her law firm Gai ns
Weil to represent HIE and M chael Boulware in the JSL litigation,
including pursuit of their counterclaim Reinwald O Connor
subsequently entered the case as associate counsel and in or
about June 1996 replaced Gains Wil as counsel of record for HE
Gainms Wil remained as counsel of record for M chael Boul ware.

In 1995, M chael Boulware retained Gains Weil to represent
himin the trust case. Gains Wil neither represented HE in
that case nor considered HHE to be a party to that case.

In 1997, the individual directors listed as defendants in
t he sharehol der derivative case retained Gains Wil to represent
themin that case. HE paid Gains Wil’s bills regarding the
i ndi vidual H E directors.

During 199806 and 199906, Gains Wil charged $65, 234. 68 and

$11, 558, respectively, as to services provided incident to the
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civil matters related to Jin Sook Lee. Except for the portion of
the charges related to the above-referenced services paid by HE
t he $65, 234. 68 and $11, 558 were paid by Hol dings. M chael
Boul ware and HE jointly were the clients connected to the
services attributable to the portion of those charges paid by
Hol di ngs.

d. denn Lee Boul ware Trust

For 199906, petitioners seek a $35,000 deduction for anounts
paid to the denn Lee Boulware Trust. On March 15 and April 14,
1999, Hol dings paid the trust $25,000 and $10, 000, respectively,
as aresult of the JSL litigation and the resulting bankruptcy of
Jin Sook Lee.

e. Rei nwal d O Connor

During 199806, 199906, 200006, and 200206, Kel vin Kaneshiro,
an attorney, and his firm Reinwald O Connor provided services
related to the civil litigation involving Jin Sook Lee and to the
bankruptcy of Jin Sook Lee. Kelvin Kaneshiro and his firm
represented HHE with respect to the sharehol der derivative case,
the trust case, and Jin Sook Lee’'s bankruptcy. Kelvin Kaneshiro
and his firmprovided | egal services with respect to the 3 enn
Boul ware Trust. Reinwald O Connor did not represent M chael

Boulware in any of the litigation related to Jin Sook Lee.
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For the respective years, Reinwald O Connor charged
$180, 142. 72, $13,857.04, $534.10, and $452.64. Hol dings paid
those charges. Reinwald O Connor’s clients for these charges
were M chael Boulware and H E

5. Fees Accepted as Ordinary and Necessary

a. Carlsmth Bal

Carlsmth Ball was a Honolulu law firm During 199806
t hrough 200206, it provided services to the subject corporations
jointly at costs of $14,258.83, $8,401.97, $14,272.77, $2,478.22,
and $5, 026. 03, respectively. The services involved general
corporate matters that benefited both corporations. The subject
corporations were the joint clients as to these services. The
expenses were paid by Holdings or in sone cases in 199806 and
200206 by Hawaiian |Isles Kona Coffee.

b. Danpbn Key

Duri ng 199806, 200006, 200106, and 200206, Danopn Key
provi ded services generally to the subject corporations at costs
of $2,831.89, $40,913.91, $6,792.73, and $1, 977. 36,

respectively.® The services involved general corporate matters

*As a single exception, Danon Key provided to Royal
Hawai i an Water $132.28 of the services included in the
$40,913.91. The services provided to Royal Hawaiian \Water
related to general business matters.
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t hat benefited one or both of the subject corporations. Holdings
pai d these costs.
C. Marr Hipp

Marr Hi pp Jones & Pepper (Marr Hi pp) was a Honol ulu | aw
firm From 199806 t hrough 200206, Marr H pp provi ded general
| egal services to the subject corporations in connection with a
sexual harassnment lawsuit. During the respective years from
199806 to 200206, Marr Hi pp charged $825.26, $293.39, $771. 14,
$465. 10, and $469.79 for those services. Holdings paid those
charges. The clients for those charges were the subject
corporations jointly.

d. Seyfarth Shaw

Seyfarth, Shaw, Fairweather & Ceral dson (Seyfarth Shaw) was
an Illinois law firmthat was involved with a tobacco cl ass
action lawsuit that Hawaii commenced in the First Grcuit Court
of Hawaii against Brown & WIIlianson Tobacco Corp. and ot hers.
That |awsuit involved tobacco tax litigation brought by Hawaii
agai nst all tobacco manufacturers and distributors. During
199806, Seyfarth Shaw provided to H E | egal services related to
that lawsuit. Seyfarth Shaw charged $122.50 for those services.

That charge was paid by Hol di ngs.
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e. Oher Leqgal

For 199806 and 199906, petitioners claimdeductions of $.23
and ($.16), respectively, related to “Oher Legal”. The record
contains no docunentation for these clai ned expenses. Nor does
the record indicate the identity of the client related to these
expenses, the nature of the services purportedly provided, or
whet her the expenses were ever paid.

6. O her Fees

a. Accucopy

As di scussed supra p. 199, docunents were photocopi ed at
Accucopy, and the cost of those services for 200006 was
$8, 665.37. Holdings paid twice one of the underlying invoices
included in the $8,665.37. The invoice paid twice was in the
amount of $893. 25.

b. Case Bi gel ow

For 200006, petitioners claima $736.31 deduction related to
“Case Bigel ow Lonbardi” (Case Bigelow). The record contains no
docunentation for this clainmed expense. Nor does the record
indicate the identity of the client related to this expense, the
nature of the services purportedly provided, or whether the

expense was ever paid.
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c. Danpbn Key

Douglas Smth, an attorney, and his |law firm Danon Key began
representing HE and M chael Boulware in 1994 or 1995 as to
certain corporate and tax issues. Douglas Smth advised M chael
Boul ware on estate pl anning, on stockholder’s rights, on general
| egal matters concerning the theory of tobacco tax and coffee
sales, on legal matters concerning Jin Sook Lee’s bankruptcy, on
tax matters, and on matters related to M chael Boulware’s
indictment. Douglas Smth advised M chael Boulware on matters
related to the JSL litigation, the trust case, and the
shar ehol der derivative case. Douglas Smth advised H E on
corporate tax matters, such as the restructuring, and on Hawai i
tobacco tax matters. Douglas Smth advi sed Hol dings on corporate
matters.

During 199806, 199906, 200006, 200106, and 200206, Danobn Key
billed $11, 843. 45, $58,569. 60, $3,277.85, $9,604.45, and
$16,598. 25 for services provided to the subject corporations
general ly concerning general corporate matters.® Hol dings paid

all of these costs for 199806 through 200106. For 200206,

2As the single exception, Danon Key billed to its client,
M chael Boul ware, $712.49 of the referenced charges for 199806.
The services underlying this exception invol ved personal estate
pl anni ng for M chael Boul ware.
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Hol di ngs paid $14, 387.24 of the $16,598.25; Hawaiian |sles Kona
Cof fee paid the bal ance of $2,211.01.

d. Fol ey Jones

Fol ey & Jones P.C. (Foley Jones) was a Las Vegas, Nevada,
law firm During 200006, Fol ey Jones perfornmed services at a
cost of $1,459.50. The client as to these services was Hol di ngs.
The services related to an unidentified | egal proceeding
occurring in June 1999.

e. GWK Consul ti ng

In 200206, Gary Kuba and his firm GW Consulting charged H E
and Hol di ngs $9,374.94 as an “interimbilling” for services
rendered in connection with valuation anal yses of H E and
Hol di ngs as of June 30, 2001. Approximately every 2 weeks from
June 17 through August 12, 2002, Hol di ngs issued a $2,000 check
to Gary Kuba and GW Consulting to pay the bill (in other words,
$10,000 in total). Approximately every 2 weeks from August 26
t hrough Sept enber 23, 2002, Hol dings issued a $2,000 check to
Gary Kuba and GWK Consul ting, and on Qctober 14, 2002, Hol di ngs
i ssued a $2,854.05 check to Gary Kuba and GWK Consulting (in
ot her words, $8,854.05 in total). These latter checks were in
final paynent of the services just referenced. The total cost of

t he services was $18, 854. 05. M chael Boul ware’'s accountants at
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Kobayashi Doi retained Gary Kuba and his firmto performthese
services on behalf of M chael Boul ware personally.
f. King King
For 200006, petitioners claima $2,500 deduction related to
“King & King” (King King). The record contains no docunentation
for this clainmed expense. Nor does the record indicate the
identity of the client related to this expense, the nature of the

services purportedly provided, or whether the expense was ever

pai d.
g. Laird Christianson
For 200006 and 200106, petitioners claim $252.20 deductions
related to “Laird Christianson”. The record contains no

docunent ation for these clai ned expenses. Nor does the record
indicate the identity of the client related to these expenses,
the nature of the services purportedly provided, or whether the
expenses were ever paid.
h. Louis Wi

Louis Wai, an attorney, charged $5,000 for services that he
was asked to performduring 200006. Louis Wai's clients were the
subj ect corporations and M chael Boulware. Holdings paid this

char ge.
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i M chael MCarthy

During 199806, 199906, 200006, 200106, and 200206, M chael
McCarthy charged $21,747.02, $18,193.49, $14,914.59, $2,019. 44,
and $11, 619. 48, respectively, for services rendered to the
subj ect corporations jointly concerning general corporate
matters. Hol dings paid those costs.

] . Nathan Suzuki

During 200006, Hol di ngs paid Nat han Suzuki $1,118 for
services previously perforned for the subject corporations as to
general corporate matters.

k. Robert Hol | and

For 199806, petitioners claima $925 deduction related to
“Robert Holland”. The record contains no docunentation for this
cl ai mred expense. Nor does the record indicate the identity of
the client related to this expense, the nature of the services
purportedly provided, or whether the expense was ever paid.

| . Yoshi da, |nc.

For 199906, petitioners claima $1, 894. 04 deduction rel ated
to “Yoshida, Inc.” The record contains no docunentation for this
cl ai med expense. Nor does the record indicate the identity of
the client related to this expense, the nature of the services

purportedly provided, or whether the expense was ever paid.
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m O her Legal

For 200006, 200106, and 200206, petitioners clai mdeductions
of $290. 34, $298.77, and $270.51, respectively, related to “Q her
Legal ”. The record contains no docunentation for these clainmed
expenses. Nor does the record indicate the identity of the
client related to these expenses, the nature of the services
purportedly provided, or whether the expenses were ever paid.

E. Oher Professional Fees

1. Fees Related to Crimnal Tria

Al an Kobayashi was a certified public accountant with
Kobayashi Doi. During 200206, Al an Kobayashi and Kobayashi Do
provi ded accounting assistance to M chael Boulware with regard to
his first crimnal trial. Kobayashi Doi charged $2,195.28 for
t hose services. That charge was paid by Hol di ngs.

2. Fees Accepted as Ordinary and Necessary

a. Antoneita DeWang- Seo

Ant onei ta DeWang- Seo was a conputer consultant. During
199806, Antoneita provided $7,000 of conputer services to HE
Hawai i an | sl es Kona Coffee paid that cost.

b. Applied Computer

Appl i ed Conput er Technol ogi es (Applied Conputer) was a
conpany that provided support on conputer software. During

199806 and 200206, respectively, Applied Conputer provided $405
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and $1, 025 of such services to Royal Hawaiian Water. Royal
Hawai i an Water paid those costs.

c. AS|I Food Safety

During 199906, Hawaiian |Isles Kona Coffee received a
manuf acturing certification from*®“ASlI Food Safety”. The
certification cost $150.

d. Back to Basics Pl us

During 200206, Back to Basics Plus charged Hol di ngs $1, 074
for sales training provided to Hol di ngs.

e. Br ewer Environnent al

During 199806, 199906, 200006, 200106, and 200206, Brewer
Envi ronnent al charged Royal Hawaiian Water $145.83, $2,004. 15,
$1, 899.98, $2,158.32, and $1, 999.98, respectively, for “HW
testing”. Royal Hawaiian Water paid those charges.

f. Busi ness Consul ti ng

Busi ness Consulting Resources (Business Consulting) charged
t he subject corporations jointly $19,999. 93 during 199806 and
$4, 999. 98 during 199906 for nanagenent consulting services
provided to them Hol dings paid those charges.

g. Ceridian Enployer

Duri ng 200006, Ceridi an Enpl oyer Services (Ceridian
Enpl oyer) charged Hol di ngs $520 for payroll services provided to

Hol di ng. Hol di ngs paid those charges.
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h. Charl es Abr aham

Petitioners claima $675 deduction for 200206 for “advance
price list services” provided by Charles Abraham The record
contai ns no docunentation for this clainmed expense. Nor does the
record indicate the identity of the client related to this
expense or whether the expense was ever paid.

i. COLI FORM

Petitioners claima $145. 83 deduction for 199906 related to
“COLI FORM'. The record contains no docunentation for this
cl ai mred expense. Nor does the record indicate the identity of
the client related to this expense, the nature of the services
purportedly provided, or whether the expense was ever paid.

]. Commercial Plunbing

Petitioners claima $125 deduction for 200006 for “H Wtest
backf | ow preventor” provided by Commercial Plunbing. The record
contai ns no docunentation for this clainmed expense. Nor does the
record indicate the identity of the client related to this
expense or whether the expense was ever paid.

k. Communi cations Pacific

During 200206, Communi cations-Pacific, Inc. (Comrunications
Pacific), provided $979.16 of public relations services to the
subj ect corporations. Hawaiian |Isles Kona Coffee paid that

char ge.
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| . Datahouse
During 199806, 199906, and 200106, Dat ahouse provided
conputer consulting services to the subject corporations jointly
at costs of $1,588.53, $8,234.22, and $6, 054. 64, respectively.
The subject corporations paid those costs.

m Dat aprofit Corp.

During 200006 and 200106, Dataprofit Corp. provided conputer
consulting services to Holdings at costs of $53,532.46 and
$5, 400, respectively. Holdings paid the cost for 200006, and the
subj ect corporations paid the cost for 200106.

n. Dunn Br adstr eet

During 199806, Dunn & Bradstreet (Dunn Bradstreet) provided
credit and collection services to the subject corporations at a
cost of $158.22. Hawaiian Isles Kona Coffee paid that cost.

0. El ectra Form

Electra Form Inc. (Electra Form), was an “H W Bl owol di ng
conpany”. During 199906, Electra Form provided services to
Hol di ngs at a cost of $10,302.58. Royal Hawaiian Water paid that
cost .

p. EMS Solutions

EMS Sol utions, Inc. (EMS Solutions), was a conpany that
provi ded services related to the upgrade of software. During

199806 and 199906, EMS provi ded such services to HHE. During
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200006, EMS provided such services to the subject corporations
jointly. The costs of these services were ($90), $2,045, and
$21, 970 during 199806, 199906, and 200006, respectively.
Hol di ngs pai d these costs.

g. Fidelity Investnents

Hol di ngs had a section 401(k) profit sharing plan. During
200006, Fidelity Investnents provided Hol dings with services as
to that plan. Holdings paid the cost of these services,
$7,017. 53.

r. Fol ey Jones

Petitioners claima $741 deduction for 199906 related to
servi ces provided by Foley Jones in collecting a “vendi ng debt”.
The record contains no docunentation for this clained expense.
Nor does the record indicate the identity of the client rel ated
to this expense or whether the expense was ever paid.

S. Food Products

During 199806, Food Products Laboratory (Food Products)
provi ded services to Royal Hawaiian Water related to an anal ysis
of Japanese drinking water. Holdings paid the cost of those
services, $2,345. During 199906 and 200006, Food Products
provi ded services to Holdings related to “H Wtesting”. Holdings
paid the respective costs of those services, $2,860 and $2, 860.

During 200106, Food Products provided services to the subject
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corporations related to “HHWtesting”. Holdings paid the cost of
t hose services, $2,660.

t. GEM Conmmuni cati ons

Duri ng 200006, GEM Conmuni cati ons provided public relations
services to the subject corporations. Holdings paid the total
cost of those services, $5,841.12.

u. GI Service

During 200006, GI Service provided welding services to the
subj ect corporations at a cost of $1, 080.

V. Hawai i an Har dwar e

Duri ng 200006, Hawaiian Hardware Co. (Hawaiian Hardware)
provi ded the subject corporations with $324. 76 of suppli es.

W. | ntrastate

During 200006, Intrastate Comrunications (Intrastate)
charged the subject corporations $86.46 to broadcast on June 7,
1999, M chael Boulware’ s plea of not guilty to the United States’
charge that he had underreported i ncone.

Xx. W

During 199906, iWdba Italia Wang (I'W charged the subj ect

corporations $32,000 to produce a brochure. Holdings paid that

char ge.
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y. John Ching

Petitioners claima $1,075 deduction for 200006 related to
first aid classes provided by John Ching. The record contains no
docunentation for this clainmed expense. Nor does the record
indicate the identity of the client related to this expense or
whet her the expense was ever paid.

Z. Kinura I nternationa

During 200106 and 200206, Kinmura International provided
services to the subject corporations. The services consisted of
the nonitoring of groundwater proximte to the headquarters of
t he subject corporations. Holdings paid the charges for these
services, $19,428.68 and $11, 562. 42, respectively.

aa. KPMG

During 199806 and 200006, KPMG Peat Marw ck LLP (KPMQ
provi ded accounting services to the subject corporations jointly
as to their pension plans. Holdings paid the costs of those
services, $17,291 and $8, 854. 11, respectively.

bb. L. C. Fi nanci al

Petitioners claima $451 deduction for 199806 related to
fees for collection services provided by L.C. Financial, Inc.
(L.C. Financial). The record contains no docunentation for this

cl ai med expense. Nor does the record indicate the identity of
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the client related to this expense or whether the expense was
ever paid.
cc. Leung Pang
During 200006, Leung & Pang Associ ates (Leung Pang) provided
engi neering services to the subject corporations. The cost of
t hese services was $1, 800.
dd. Melvin Kam
Mel vin Kam was a ri sk managenent consultant. During 199806,
Mel vin Kam provi ded i nsurance consulting services to the subject
corporations jointly. Holdings paid the cost of those services,
$760. 50.

ee. M chael Toi go

M chael Toigo, an attorney, provided services to Hol di ngs
during 199806 and 200006. The services related to the collection
of a vending debt. For the respective years, Mchael Toigo
charged $246. 75 and $1, 291. 60 for those services.

ff. Pensi on Servi ces

Pensi on Services Corp. (Pension Services) provided actuary
and adm ni strator services for pension and profit sharing plans.
During 20006, Pension Services provided $781. 20 of such services
to HE as to its pension plan. Holdings paid the cost of those

servi ces.
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gg. Procomm
Duri ng 200006 and 200106, Procomm provi ded public relations
services to the subject corporations. The costs of those
services in the respective years were $751. 60 and $1, 734. 92.

hh. Pr of essi onal | rage

During 200206, Professional |Inmage provided $125.68 of
phot ocopyi ng services to the subject corporations. That cost was
pai d by Hol di ngs.

ii. Profit Concepts

During 200006 and 200106, Profits Concepts |nternational
(Profits Concepts) provided conmputer consulting services to
Hol dings. Hol dings paid the costs of those services in the
respective years, $360 and $7, 400.

jj. Quadrel Labeling

Petitioners claima $14, 142. 33 deduction for 199806 for
“Field Service” provided by Quadrel Labeling Systens (Quadrel
Labeling). The record contains no docunentation for this clained
expense. Nor does the record indicate the identity of the client
related to this expense or whether the expense was ever paid.

kk. Rhanda Kim
During 200106 and 200206, Rhanda Kim LLC (Rhanda Kim,

provi ded conputer consulting services to Holdings. Holdings paid
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the costs of those services in the respective years, $7,127.56
and $7, 658. 81.

1. Ri chard Kit agawa

Ri chard Kitagawa was an i ndependent contractor. For 200106
and 200206, petitioners claimdeductions of $500 and ($1, 000),
respectively, for services perfornmed by Richard Kitagawa.

mm RIJR Packagi ng

During 200206, RJR Packagi ng provided $745 of filmto
Hol di ngs.

nn. Servend of Hawai i

Servend of Hawaii was a vending consultant. During 199906,
Servend of Hawaii charged $2,500 for services provided to
Hol di ngs. Hol di ngs paid that expense.

00. Stewart Engi neering

During 199906 and 200006, Stewart Engineering, Inc. (Stewart
Engi neering), provided engineering services to the subject
corporations jointly. Holdings paid the costs of these services
for the respective years, $8,853.60 and $2, 197. 78.

pp. Tricia Young

In connection with an audit of HIE's cigarette cartoons,

Tricia Young provided $613. 60 of services to H E during 200006.
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gq. Wayne Arakaki

Wayne Arakaki, an engi neer, provided engineering services to
Hol di ngs during 200106. Hol dings paid the cost of those
servi ces, $353. 60.

3. Oher Fees

a. Henry Yokogawa

Henry Yokogawa, an independent contractor, provided services
concerning the manufacturing and sale of coffee. For 200106 and
200206, petitioners clai mdeductions of $26,500 and $63, 600,
respectively, for nonthly paynents of $5,300 that Hawaiian Isles
Kona Coffee nade to Henry Yokogawa. Hol dings made 5 such
paynents in 200106 and 12 such paynments in 200206.

b. Kobayashi Do

i. Overview

As to services provided by Kobayashi Doi, petitioners claim
deducti ons of $65,837.29, $61, 140.22, $57,966.64, $67,758.54, and
$76, 116. 85 for 199806, 199906, 200006, 200106, and 200206,
respectively. From 1993 t hrough 2002, Kobayashi Doi provided
accounting services to Mchael Boulware and to the subject
corporations. Those services included the conpilation of
financial statenents, the preparation of tax returns, and
[itigation support as to accounting matters. As to the tax

returns, Kobayashi Doi prepared M chael Boul ware’s anended 1994
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t hrough 2002 Federal income tax returns, H E s Federal corporate
i ncone tax returns for 198906 t hrough 200406, Hol ding’ s Feder al
corporate incone tax returns for 199706 through 200206 and
200406, and Royal Hawaiian Water’s Federal corporate incone tax
returns for 199506 through 199706. As to the litigation support,
Kobayashi Doi provided accounting services to H E in connection
with the civil litigation initiated by Jin Sook Lee and in
connection with the crimnal investigation, the grand jury
proceedi ngs, and M chael Boulware's first crimnal trial.

ii. 199806

O the $65,837.29 clained for 199806, $63,268.56 related to
services provided to the subject corporations jointly; Holdings
pai d those charges. The bal ance, $2,568.73, related to services
provi ded to Royal Hawaiian Water; Royal Hawaiian Water paid that
bal ance.

iii. 199906

O the $61, 140.22 clainmed for 199906, $47,687.22 related to
services provided to the subject corporations jointly; Holdings
pai d those charges. The bal ance, $13,453, related to services
provi ded to Royal Hawaiian Water; Royal Hawaiian Water paid that

bal ance.



O the $57,966.64 clained for 200006, $57,611.14 related to
services provided to the subject corporations jointly; Holdings
pai d those charges. The bal ance, $355.50, related to services
provi ded to Royal Hawaiian Water; Royal Hawaiian Water paid that
bal ance.

v. 200106

Al of the $67,758.54 clained for 200106 related to services
provided to the subject corporations jointly. Holdings paid
t hose charges.

vi. 200206

O the $76,116.85 clained for 200206, we set forth supra
p. 224 our finding that $2,195.28 of the $76, 116. 85 was
attributable to Mchael Boulware's first crimnal trial. The
bal ance, $73,921.57, related to services provided to the subject
corporations jointly.

C. Lori n Kushi yvama

For 199906, petitioners claima deduction for a $20, 000
paynment that Hol di ngs made to Lorin Kushiyana.

d. Ri chard Kit agawa

For 200006, petitioners claima $4,500 deduction related to

Ri chard Kitagawa.
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e. TR Pac
For 199906, petitioners claima $10,000 deduction for two
$5, 000 paynents that Hol dings nade to TRI Pac Inquiries (Tri
Pac). The subject corporations were joint clients of Tri Pac
during 199906. The record contains no docunentation for this
cl ai mred expense. Nor does the record indicate the nature of the
servi ces provided.

f. Vendi ng Consulting

For 200006 and 200106, petitioners clai mdeductions of
$60, 000 and $15, 000, respectively, for nmonthly paynents of $5, 000
t hat Hol di ngs made to Vendi ng Consulting Co. (Vending
Consul ting). Holdings made 12 such paynents in 200006 and 3 such
paynents in 200106.

g. Watson Watt

The firmof Watson & Watt (Watson Watt) provided financial
managenent consulting. For 199906, petitioners claima $15, 857
deduction for paynents nmade by Hol dings to Watson Watt. The
record contains no docunentation for this clained expense. Nor
does the record indicate the identity of the client related to
thi s expense.

h. Anortization

The subject corporations anortized certain professional fees

over the period that those fees were estimted to have val ue and
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deducted that anortization. These fees included, for exanple,
prof essional services related to consulting fees for technical
and conputer support, coffee art work, and ot her expenses related
to coffee. For 199806, 199906, 200006, 200106, and 200206, these
anortization deductions total ed $30,643. 54, $116, 176. 10,
$38, 387. 03, $45,080.13, and $40,570.67, respectively.

XXl . Kona Coff ee

A. Backgr ound

A Kona coffee plant grows fruit called cherries, and a
coffee bean is the seed found inside the cherry. Wen a cherry
is renoved froma coffee plant, the cherry is converted (mlled)
into a parchnent. The parchnent contains a thin | ayer of skin.
When that thin skin is renoved, the product is referred to as a
green bean. Wen the green bean is roasted, the result is
roasted coffee. The process that mlls cherries into parchnent,
the process that nakes parchnment into green beans, and the
process that makes green beans into roasted coffee are each
separate stages that result in the coffee beans’ weighing | ess at
the end of the stage than at the start of the stage. Five pounds
of Kona cherries typically yield one pound of green Kona coffee

beans.
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B. Season for Kona Coffee

The season for Kona coffee generally coincides with the
period during which the Kona coffee cherries are harvested from
the coffee plants and brought to market. That season generally
extends fromJuly to March, with the main part of the season
bei ng from August to January.

C. Shelia David

Kona farmers generally preferred to sell to relatives the
coffee the farners grew. Shelia David, a.k.a. Shelia Baptista,
was born in Kona, and she had famly nenbers in Kona who were
Kona coffee farnmers and mllers (i.e., individuals who ml|
cherries into parchnent). 1In 1988, Marvin Fukum tsu worked for
H E, and he did not have a famlial connection with the Kona
farmng community. Marvin Fukum tsu approached Shelia David and
asked her if she would buy coffee for H E as an i ndependent
contractor of HE. Shelia David agreed to do so, and she bought
Kona coffee for H E as an i ndependent contractor from 1988
t hrough 1990 (in other words, during the 1988-89 and 1989-90
cof fee seasons). Shelia David operated this business under the
name Kona Sunrise Farns.

Shelia David and Marvin Fukum tsu set up bank accounts in
the name of Kona Sunrise Farnms. |In order for Shelia David to buy

coffee, Marvin Fukum tsu deposited into the Kona Sunrise Farns



- 240 -
account the proceeds of H E checks. Marvin Fukum tsu got the
checks from M chael Boul ware. M chael Boul ware al so gave Marvin
Fukum t su cash of approximtely $10,000 to $20,000 to deposit
into that account. Wen the petitions were filed in these cases,
copi es of many of the bank records of Kona Sunrise Farns existed.

Shelia David and her famly operated in Kona dropoff
stations (i.e., places where farners would bring their coffee
cherries to be wei ghed and purchased) solely to buy coffee for
H E. The Kona coffee farnmers who sold Kona coffee to Shelia
David and her famly accepted checks for the sales; no one
refused to sell coffee because he was not paid in cash. During
each of the 1988-89 and 1989-90 Kona coffee seasons, Shelia David
and her famly gave receipts to the farners from whom t hey
pur chased Kona coffee. Shelia David retained copies of these
receipts until Marvin Fukumtsu took the receipts to HE. The
recei pts indicated the weight, the dollar anount, the date, the
farmer, and “Kona Sunrise Farns”.

During each of the 1988-89 and 1989-90 Kona coffee seasons,
Shelia David and her fam |y bought Kona coffee for HHE  After
Shelia David purchased that coffee, she had the coffee mlled
into parchnment and shipped the resulting product to Honol ul u
t hrough a conpany cal l ed Young Brothers. Young Brothers gave to

Shelia David bills of lading for the shipnments. Marvin Fukum tsu
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took those bills of |ading back to Honolulu. During each of the
1988-89 and 1989-90 Kona cof fee seasons, Young Brothers was the
only conpany that shipped Kona coffee fromthe |Island of Hawaii
to Honolulu. Shelia David usually purchased coffee cherries for
H E. Shelia David wote checks for parchnment purchases at Marvin
Fukum tsu’s direction; no cash was used.

In the spring of 1990, Shelia David received a cease and
desist letter fromKona Kai Farns telling her to stop purchasing
Kona coffee fromthe Kona coffee farnmers. Kona Kai Farnms was
owned by Robert Regli and M chael Norton, and Shelia David's
operation was taking business away from Kona Kai Farns.

Marvin Fukum tsu worked for H E from Septenber 1982 to March
1991. On March 11, 1991, Marvin Fukum tsu stopped working for
H E and began working for Superior Coffee. Marvin Fukumtsu did
not sell coffee to or purchase coffee for HE or Mchael Boul ware
when he worked at Superior Coffee. Marvin Fukumtsu |eft
Superior Coffee in March of 1997, and he began selling coffee to
HE Marvin Fukumtsu died on April 17, 2005.

OPI NI ON

Percepti on of Wtnesses

W observe the candor, sincerity, and deneanor of each
witness in order to evaluate his or her testinony and to assign

wei ght to that testinony for the primary purpose of finding
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di sputed facts. W determine the credibility of each w tness,
wei gh each piece of evidence, draw appropriate inferences, and
choose between conflicting inferences in finding the facts of a
case. The nere fact that one party presents unopposed testinony
on its or his behalf does not necessarily mean that the elicited
testimony will result in a finding of fact in that party's favor.
W will not accept a witness's testinony at face value if we find
that our inpression of the witness coupled with our review of the
credi ble facts at hand conveys to us an understanding contrary to

t he spoken word. See Neonatol ogy Associates, P.A V.

Commi ssioner, 115 T.C. 43, 84-87 (2000), affd. 299 F.3d 221 (3d

Cr. 2002); cf. Gllick v. Balt. & Ghio R R, 372 U S. 108,

114- 115 (1963); Boehmv. Conmm ssioner, 326 U.S. 287, 293 (1945);

Wl mngton Trust Co. v. Helvering, 316 U S. 164, 167-168 (1942);

Ruark v. Comm ssioner, 449 F.2d 311, 312 (9th Cr. 1971), affgqg.

per curiamT.C. Meno. 1969-48; dark v. Conm ssioner, 266 F.2d

698, 708-709 (9th Cir. 1959), affg. in part and remanding T.C
Meno. 1957-129.

The parties called a total of 52 witnesses to testify at
trial. W generally found the testinony of 34 of these w tnesses
to be reliable in our finding of the facts underlying the issues
at hand. Those witnesses were Trinidette Abaya-Wight, Birney

Bervar, Margery Bronster, Janmes Chan, Shelia David, Martin
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Cel fand, Anthony Guffanti, Jerald Guben, Brook Hart, Antoinette
Hirai, Patty Hrai, Lyle Hosoda, Mark Hunsaker, M Iton |keda,
WIliamJanmes, Kelvin Kaneshiro, Janmes Kuni hiro, Harry Lyckman
Vincent Marella, Mrris Myasato, Dennis O Connor, Bl ake Ckinoto,
Bruce ki noto, Thonmas Ckinmoto, Larry O son, Any Rice, Leonard
Sharenow, Victor Sherman, Douglas Smth, Steven Toscher, Robert
Waters, Peter Wl ff, John Yamada, and Jerry Yam chika. W
generally did not find the entire testinony of any of the other
18 witnesses to be reliable for that purpose.® As to 5 of those
18 witnesses, nanely, M chael Boulware, Sidney Boul ware, Nathan
Suzuki, Lorin Kushiyama, and Barney Shiotani, we find al nost none
of their testinony to be reliable or helpful to petitioners’
case. As to the remaining 13 of the 18 w tnesses, including
anong others Jin Sook Lee and Mal Sun Boul ware, we found only
l[imted portions of their testinony to be helpful. To the extent
that we di sregarded or discounted any testinony given in these

cases, we generally perceived the witnesses giving that testinony

*Nor do we rely heavily on the transcripts of testinobny
given by various witnesses in prior proceedings that were
included in the record at hand through the parties’ stipul ations.
We were unable to observe those witnesses during that testinony,
and we decline in the setting at hand to accept that prior
testinmony nerely on the basis of the witten words. W have,
however, given that testinony proper regard in finding the facts
of these cases and do not sinply reject that testinony out of
hand.
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to be untrustworthy during that testinony or considered the
testinony sel f-serving, vague, elusive, uncorroborated, and/or
inconsistent with docunentary or other reliable evidence. W
al so note that many of the witnesses in these cases testified
previously in admnistrative and/or | egal proceedings as to the
subject matter at hand and that their testinony in these cases
was in that sense sonewhat rehearsed and versed, rather than
given strictly on the basis of their nenories. W are not
required to rely on testinony that we consider to be
untrustworthy and/or unreliable, and we do not rely on any such
testinony given in these cases to support either our findings of
fact or our decisions with respect to the issues at hand. See

Ruark v. Commi ssioner, supra at 312; dark v. Conm Sssioner, supra

at 708-709; Neonatol ogy Associates, P.A. v. Conm Ssioner, supra

at 84-87; see also Tokarski v. Conm ssioner, 87 T.C. 74, 77

(1986) .

1. Burden of Proof

A.  Overview

Petitioners argue that section 7491(a)(1l) places the burden
of proof upon respondent with respect to the issues we decide
herein. Alternatively, petitioners argue, respondent has the
burden of proof on all those issues because the NODs were

arbitrary and unreasonabl e. Respondent disagrees with
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petitioners on both points. As respondent sees it, petitioners
bear the burden of proof on all issues that we decide herein. W
agree with respondent.

B. Applicability of Section 7491

Taxpayers generally bear the burden of proving by a
preponder ance of evidence that the Conmm ssioner erred as to any

determ nation in dispute. See Rule 142(a); I NDOPCO, Inc. V.

Commi ssioner, 503 U.S. 79 (1992); Welch v. Helvering, 290 U S

111, 115 (1933); Rockwell v. Comm ssioner, 512 F.2d 885-887 (9th
Cr. 1975), affg. T.C. Meno. 1972-133; see also Merkel v.

Comm ssioner, 109 T.C 463, 476 (1997) (citing 2 McCorm ck on

Evi dence, sec. 339, at 439 (4th ed. 1992), and stating that “the
proponent nust prove that the fact is nore probable than not” in
order to prove the fact by a preponderance of the evidence),

affd. 192 F. 3d 844 (9th Gr. 1999). In certain cases, the burden
of proof may shift to the Comm ssioner with respect to a factual

i ssue relevant to the taxpayer’s liability for tax.% See sec.

7491(a)(1). Such a shift may occur when the record establishes

>“Respondent determined that HHE is liable for an addition
to tax under sec. 6651(a) for 199806. Wile sec. 7491(c) pl aces
a burden of production upon the Conm ssioner with respect to an
individual’s liability for an addition to tax under sec. 6651(a),
sec. 7491(c) has no applicability where, as here, the taxpayer is
a corporation. See NI, Inc. v. Conm ssioner, 126 T.C 191
(2006); Beiner, Inc. v. Conmm ssioner, T.C Menp. 2004-2109.
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that the taxpayer produced credi ble evidence relating to the
i ssue; that the taxpayer net the requisite substantiation
requi renents, maintained all requisite records, and cooperated
with the Comm ssioner’s reasonable requests for information,
docunents, interviews, wtnesses, and neetings; and, in the case
of a corporation, partnership, or trust, that such a taxpayer net
the net worth requirenent of 28 U S. C. sec. 2412(d)(2)(B)

(2000).% See sec. 7491(a)(1) and (2); NT, Inc. v. Conmi ssioner

126 T.C. 191, 194-195 (2006); Santa Monica Pictures, LLC v.

Comm ssioner, T.C Menp. 2005-104; see also H Conf. Rept.

105-599, at 240, 242 (1998), 1998-3 C.B. 747, 994, 996. For this
pur pose, the term “credi bl e evidence” connotes “‘the quality of
evi dence which, after critical analysis, the court would find
sufficient upon which to base a decision on the issue if no

contrary evidence were submtted ”, Higbee v. Conm ssioner,

116 T.C. 438, 442 (2001) (quoting H Conf. Rept. 105-599, supra
at 240, 1998-3 C.B. at 994), and the Court need not consider the

testinony of a witness to be credible sinply because it is

*As to a proceeding in this Court, a petitioning taxpayer’s
net worth is determined as of the tine that the taxpayer’s
petition was filed with the Court. See Hubert Enters., Inc. &
Subs. V. Comm ssioner, 125 T.C. 72, 91 n.6 (2005), affd. in part
and remanded on anot her issue not relevant herein 230 Fed. Appx.
526 (6th Cr. 2007); Jondahl v. Comm ssioner, T.C Meno. 2006-
142.
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unopposed, see Bl odgett v. Conm ssioner, 394 F.3d 1030, 1035-1038

(8th Gr. 2005), affg. T.C. Menpb. 2003-212; Nichols v.

Comm ssioner, T.C Meno. 2003-24, affd. 79 Fed. Appx. 282 (9th

Cir. 2003); see also H Conf. Rept. 105-599, supra at 240-241,
1998-3 C. B. at 994-995 (stating that “A taxpayer has not produced
credi bl e evidence for these purposes if the taxpayer nerely makes
i npl ausi bl e factual assertions * * *, The introduction of
evidence will not neet this standard if the court is not
convinced that it is worthy of belief.”). \Wether a taxpayer has
cooperated with the Conm ssioner is a factual determ nation that
turns on the unique facts and circunstances of the case. See

Pol one v. Commi ssioner, T.C Meno. 2003-339, affd. 505 F. 3d 966

(9th Cr. 2007); see also H Conf. Rept. 105-599, supra at 240,
1998-3 C.B. at 994 (explaining the requirenents of
“cooperation”).

The record does not establish that petitioners net the

credi bl e evi dence or cooperation requirenents.®* As to the forner

*®Nor have petitioners established that they met the
substantiation requirenment or that either H E or Hol dings net the
applicable net worth requirenent. On the latter point,
petitioners rely upon consolidated financial statenents for
Hol dings and its subsidiaries that were admtted into evidence as
Exhi bit 1123-P. Those statenents were prepared on Nov. 17, 2005,
by Kobayashi Doi and purport to show the financial status of
Hol di ngs as of June 30, 2005. The problens with the statenents
are twofold. First, the statenents state specifically that the

(continued. . .)
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requi renent, petitioners rely primarily upon the testinony of
Barney Shiotani. As noted above, we find alnost all of Barney
Shiotani’s testinony to be incredible and do not rely upon it.
As to the latter requirenent, although petitioners (through
Kobayashi Doi) nay have cooperated with respondent on sone
matters during the audit, petitioners acknow edge that respondent
served themw th various information docunent requests during the
audit and that they failed to honor those requests because,
petitioners state, they believed incorrectly that respondent was
i nproperly comunicating with the DQJ in the crimnal prosecution
of Mchael Boulware. Petitioners attenpt to rectify that |ack of
cooperation by stating that they ultinmately gave the requested
informati on and other information to respondent after the notices
of deficiency were issued. W consider that attenpt unavaili ng.
Numer ous court opinions detail petitioners’ continual resistance
to respondent’s attenpts to uncover relevant facts underlying the

i ssues at hand. See Boulware v. United States, 203 Fed. Appx.

172 (9th Cr. 2006) (affirm ng decision denying M chael

Boul ware’s notion to quash sumons issued to HE); United States

(... continued)
information set forth therein is based entirely on the
representations of “the managenent” of Holdings and its
subsidiaries. Second, the values of many of the assets included
in the financial statenents are reported at historic cost, rather
than at fair market val ue.
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v. Boulware, 203 Fed. Appx. 170 (9th Cr. 2006) (affirmng

deci sion enforcing sumons issued to H E and denyi ng M chael

Boul ware’s notion to intervene); United States v. Boul ware,

203 Fed. Appx. 168 (9th G r. 2006) (affirm ng decision enforcing

sumons issued to third party); United States v. Boulware, 350 F

Supp. 2d 837 (D. Haw. 2004). Petitioners’ |ack of cooperation
W th respondent during the audit is not cured by their production
of docunents after the notices of deficiency were issued. See,

e.g., Polone v. Comm ssioner, supra; NHUSS Trust v. Conm Ssioner,

T.C. Meno. 2005-236.

C. ClaimThat NODs Are Arbitrary

Petitioners also argue that respondent bears the burden of
proof because the NODs are arbitrary or unreasonable. W
disagree. In order to prevail as to this issue, petitioners nust
persuade us that the deficiencies determned in the respective
NCDs do not bear the requisite relationship to the petitioner’s
liability or are wthout a rational factual foundation. See

Zuhone v. Conmm ssioner, 883 F.2d 1317, 1324-1326 (7th G r. 1989),

affg. T.C. Meno. 1988-142; dapp v. Conm ssioner, 875 F.2d 1396,

1402-1403 (9th Cir. 1989); see also Helvering v. Taylor, 293 U S

507, 514-515 (1935) (holding that the burden of going forward

with the evidence shifts to the Comm ssioner if the taxpayer
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shows that the notice of deficiency underlying the proceeding is
arbitrary). Petitioners have failed to nake this show ng.

In an attenpt to neet their burden as to this issue,
petitioners stress that the total anmount of disall owed
professional fees in the NODs issued to the subject corporations
for 200006 through 200206 is substantially greater than the total
anount of professional fees the subject corporations deducted for
those years. Unlike petitioners, we do not consider that fact to
be probative that the NODs issued to the subject corporations are
arbitrary. The tax returns of the subject corporations, even
when viewed in the Iight of any additional information supplied
by petitioners during the audits of the subject corporations, do
not allow for a precise adjustnent as to the professional fees
deduct ed by each of those corporations. Thus, respondent argues,
and we agree, that respondent’s determnations in the NODs with
respect to deductible professional fees were nmade to foreclose a
potential whipsaw. W have previously held in a simlar setting
that the Comm ssioner may defend agai nst an inconsistent result
by hol ding both parties to a transaction liable for the entire
deficiency resulting therefrom until the claimof one of the

parties is resolved. See, e.g., Maggie Mygnt. Co. V.
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Commi ssioner, 108 T.C. 430, 446 (1997). W believe that this

sanme principle applies here.?

[, NOL Deducti on

H E claimed on its Federal inconme tax returns for 199806,
200006, 200106, and 200206 that it was entitled to deduct NCLs of
$2, 086, 891, $1, 184,192, $324,767, and $145, 145, respectively.
Respondent determ ned that H E had established its entitl enment
only to an NOL deduction of $450,569 for 199806. Petitioners
argue that H E established its entitlenent to deduct NOLs in
anounts greater than those clained on the referenced tax returns
(and thus in anpbunts greater than those all owed by respondent).
To that end, petitioners assert, H E nmade nonthly adjustnents
that prematurely recogni zed $21, 440, 000 of tobacco tax incone for
198906 t hrough 199506 and is entitled to correct that m stake by
shifting the referenced incone to the proper reporting years of
199506 t hrough 200106. Petitioners assert that H E al so recorded
AJEs recogni zing $12, 947, 405 of additional inconme as to the
t obacco tax refunds and the of f-book activities of M chael

Boul war e.

Petitioners also assert that respondent arbitrarily
apportioned to each of M chael Boulware and H E one-half of the
prof essional fees attributable to the civil litigation initiated
by Jin Sook Lee. W disagree. On the basis of the facts and
ci rcunst ances of these cases, we believe that this allocation was
nei ther arbitrary nor unreasonable.
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Section 172 allows a taxpayer to deduct an NOL for a taxable
year. The anount of the NOL deduction equals the sum of the NOL
carryovers plus NOL carrybacks to that year. See sec. 172(a).
Absent an election to the contrary, an NOL for a taxable year
must first be carried back 3 years and then may be carried
forward up to 15 years. See sec. 172(b)(1)(A), (2), and (3).°%8
H E, as a taxpayer attenpting to deduct an NOL, bears the burden
of establishing both the existence of the NOL and the anount of
any NOL that may be carried over to the subject years. See Rule

142(a)(1); United States v. Qynpic Radio & Television, Inc.,

349 U. S. 232, 235 (1955); Keith v. Conm ssioner, 115 T.C 605,

621 (2000). Such a deduction is a matter of |egislative grace;

it is not a mtter of right. United States v. AQynpic Radio &

Television, Inc., supra at 235; Deputy v. du Pont, 308 U S. 488,

493 (1940).

H E claimed on its return for 199806 that it was entitled to
carry over to that year a $5,718,663 NOL arising in prior years.
H E claimed on its previous year’s return that its NOL for that
year equal ed $439,557 and indicated that its NOL carryover as of

the end of 199806 total ed $591, 279. The increase in the anmount

8l n 1997, sec. 172(b)(1)(A) was anended to generally
require a 2-year carryback and a 20-year carryover for NOLs for
t axabl e years beginning after Aug. 5, 1997. See Taxpayer Reli ef
Act of 1997, Pub. L. 105-34, sec. 1082, 111 Stat. 950.
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of the NOL carryover reported for 199806 was purportedly
attributable to Barney Shiotani advising HE that it had
prematurely reported Hawaii tobacco tax refunds as incone for its
t axabl e years ended in 1989 through 1995 and that the reported
i ncone for those years was required to be reduced by the anobunt
of tobacco tax incone included therein. W consider to be
unsupported by credi bl e evidence petitioners’ claimthat HE
before the subject years prematurely reported $21, 440, 000 of
sel f-hel p tobacco tax refunds as Federal taxable incone.% The
Hawai i tobacco tax returns filed by H E do not support the claim
that H E received any such refund incone fromHawaii in that the
returns report no “credits” or “offsets” for overpaid Hawai i
t obacco tax, notw thstanding that the returns specifically
contained a line for “Adjustnments (Explain Fully)”. Nor can we
reconcile petitioners’ unbelievable assertion that HE opted to
recover mllions of dollars in refunds through installnents
spread over many years with M chael Boulware s statenent that he
woul d have preferred a single lunp-sumrefund, if in fact H E was
entitled to one. W also find that H E never infornmed Hawaii of

H E s clainmed situation and even went so far, purportedly, as to

**Nor are we persuaded as to petitioners’ claimthat HE
i ncl uded an additional $12,947,405 of taxable incone through
anortization adjustnments made in 199406 t hrough 200106.
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report surreptitiously false nunbers on the |ater years’ tobacco
tax returns rather than to reveal to Hawaii that H E was
attenpting to recoup refunds through HE s self-help concept. W
also find in part on the basis of the credible testinony of
Margery Bronster, a former attorney general of Hawaii, that HFE s
concept of self-help that it purportedly enployed to recover its
overpai d Hawaii tobacco taxes was not all owed under the
applicable laws of Hawaii.® W do not find, on the other hand,
any credible witten | egal advice concerning the situation or for
that matter any credi bl e contenporaneous docunentation that we
believe a reasonable person in the sanme clainmed position as H E
woul d have caused to be prepared to docunent its belief (through
its managenent) that HE was entitled to such a | arge recovery of
dollars. W set forth supra pp. 118-120 our findings that
M chael Boulware | earned in June 1993 that respondent was
starting a crimnal investigation of Mchael Boulware and that

Bar ney Shi otani subsequently advi sed M chael Boul ware on theories

petitioners assert that HHE' s self-help concept is
authorized in Haw. Rev. Stat. Ann. sec. 245-7(c) (LexisNexis
2008). Petitioners also assert that Hawaii audited H E s tobacco
tax returns and did not challenge its self-help concept. As to
the former assertion, we do not read the referenced section to
authorize HHE s self-help concept. As to the latter assertion,
we do not know the specifics of any such audit and on the basis
of the record at hand consider that assertion to be of little
val ue to our decisions herein.
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to pursue to try to avoid a crimnal conviction of M chael
Boul ware resulting fromthat investigation. The purported
shifting of HHE's incone fromearlier to |ater years appears to
us to reflect one of those theories.

Petitioners assert as a point of fact that H E nmade the
mont hly adjustnents in order to report the self-help tobacco
refunds received by H E as taxable incone for Federal incone tax
purposes. W decline on the basis of the record at hand to make
such a finding of fact. Those adjustnents reclassified sone of
H E s tobacco sales fromH E s account for taxable sales (i.e.,
sal es subject to Hawaii tobacco tax) to HE s account for
nont axabl e sales (i.e., sales not subject to Hawaii tobacco tax)
and reduced the COGS as to tobacco products to reflect the anmount
of State tobacco tax that H E actually paid as to its reported
taxable sales. HE did not report any “tobacco tax incone” by
means of those nonthly adjustnments or otherw se pay Federal
income tax on the nonthly adjustnment anounts. HE sinply
reported | ower costs of goods sold attributable to | ower State
t obacco taxes.

We hold that petitioners have failed to establish that HE
prematurely reported tobacco tax refund inconme that could be
shifted to later years so as to support petitioners’ claimto the

referenced NOLs, and we sustain respondent’s primary
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determ nation that H E has failed to substantiate its claimto an
NOL carryover greater than respondent determ ned. Petitioners
argue that this holding neans that HE is entitled to receive
refunds for years to which it had shifted its incone. W
di sagree. The NOD issued to H E reduced H E' s 200006 and 200106
t axabl e i ncome by $1, 927,648 and $962, 426, respectively, with
respect to this issue, and petitioners have not proven that they
are entitled to any further related adjustnments. W note once
again that petitioners have failed to persuade us that HE
recogni zed the approximately $12.9 mllion of purported
anortization adjustnents as incone for 199506 through 200206.

Before leaving this issue, we pause to set forth for
conpl et eness our disagreenent with petitioners’ position that the
referenced shift of inconme woul d have been proper because of the
all events test. As petitioners see it, the all events test was
not net as to the refund income until the |ater years because
before those years the appropriate taxing authority had not nmade
its determnation as to the appropriateness and accuracy of the
refunds (or self-help credits) and the period of |imtations
remai ned open for such a determnation. Thus, petitioners
concl ude, any taxable tax refund inconme that H E had reported for
198906 t hrough 199506 was properly reportable under the al

events test in the later years and HE was required to shift the
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incone reported in the earlier years to the later years. W
di sagree with petitioners’ application of the all events test in
the setting of the issue at hand; in other words, even if we were
to assune for purposes of discussion that HE did report its
sel f-hel p tobacco tax refunds as inconme, an assunption that we do
not actually find as a fact, those anpbunts were not reportable in
the years after 199506 as petitioners argue.

Unl ess a taxpayer’s nethod of accounting dictates otherw se,
i ncome nust usually be recognized in the year in which the incone
is actually or constructively received. See sec. 451(a); sec.
1.451-1(a), Inconme Tax Regs. HI E used an accrual mnethod of
accounting for Federal incone tax purposes, and incone is
recogni zed under such a method when all the events have occurred
which fix the right to receive the inconme and the anmount of the
i ncone can be determ ned with reasonabl e accuracy. See sec.
1.451-1(a), Inconme Tax Regs. The all events test is net as to
i ncone, i.e., inconme must be recognized, when the incone is paid,

due, or earned, whichever occurs first. See Schl ude v.

Commi ssioner, 372 U.S. 128, 133 n.6 (1963); see also A d Harbor

Native Corp. v. Conmm ssioner, 104 T.C. 191, 200 (1995) (stating

that section 451(a) provides that “An itemof incone is generally

included in a corporation’s gross incone for the year that is no
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| ater than the year during which the itemis received by the
corporation”).

In the case of State tax refunds, the Comm ssioner has rul ed
that section 451 requires that an accrual nethod taxpayer
recogni ze State tax refunds for Federal inconme tax purposes upon
recei pt of paynment, or if earlier, when the taxpayer |earns that
the State has approved the refund. See Rev. Rul. 2003-3, 2003-1
C.B. 252. |If HE had in fact been claimng Hawaii tobacco tax
refunds on each of its nonthly returns by reducing the liability
t hat woul d ot herw se have been reported thereon, H E woul d have
received its State tax refunds upon its filing of those returns.
The mere possibility that Hawaii could ultimately learn that HE
was surreptiously enploying a self-help concept to receive
refunds and coul d conpel the repaynent of those refunded anbunts
does not nean that the refunds are not currently reportable as
i ncone under the all events test. As noted by the Court in

Moritz v. Conmi ssioner, 21 T.C 622, 624 (1954):

It has | ong been recogni zed that a taxpayer who keeps
hi s books and reports his inconme on the accrual basis
is subject to tax liability when the right to receive
i nconme becones fixed. Spring Gty Foundry Co. V.
Comm ssioner, 292 U S. 182 (1934). The Court said in
North American Ol Consolidated v. Burnet, 286 U.S.
417, 424 (1932):

| f a taxpayer receives earnings under a claim
of right and wthout restriction as to its
di sposition, he has received inconme which he
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is required to return, even though it may

still be clained that he is not entitled to
retain the noney, and even though he may
still be adjudged liable to restore its

equi valent. * * *

Petitioners cite primarily Doyl e, Dane, Bernbach, Inc. v.

Comm ssioner, 79 T.C. 101 (1982), for the proposition that “It is

wel | established that all events fixing the right to a refund do
not occur until the appropriate taxing authority has made its
determ nation on the issue’”. Petitioners’ reliance upon that and

the other related cases is msplaced. |In Doyle, Dane, Bernbach,

Inc., the Conm ssioner had argued that the taxpayer should accrue
refund i ncome before receipt. Here, by contrast, respondent
argues (and we agree) that H E would have received its refund
income when it filed its Hawaii tobacco tax returns using its
self-help concept. W also disagree with petitioners’ claimthat
any of their cited cases dealing wth taxability of option
paynments supports their proposition. Wile a degree of
uncertainty may be present about the character or taxability of
opti on paynents when received by a taxpayer, no such uncertainty
is present here where Congress has specifically provided in
section 111 that a taxpayer that deducts a State tax on a prior
year’s return nust include in the year of receipt any refund to
the extent that the deduction gave the taxpayer a tax benefit.

See also Hillsboro Natl. Bank v. Commi ssioner, 460 U. S. 370,
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383-384 (1983); Frederick v. Conm ssioner, 101 T.C 35, 41

(1993). In addition, we note a fallacy in petitioners’ argunent.
Specifically, if a State such as Hawaii has a provision simlar
to the false or fraudulent return provision of section

6501(c) (1), that would allow the taxing authority to assess at
any tinme a tax attributable to a false or fraudulent return, then
pursuant to petitioners’ argunment the refunds would never have to
be recogni zed absent a determ nation by the taxing authority.
Such woul d be the case because the period of limtations would
never expire to allow for an earlier recognition.

We also are mndful that HHE s claimto its change in the
reporting of its tobacco tax refund incone was inperm ssibly done
w t hout the consent of the Comm ssioner. Pursuant to section
446(e) and section 1.446-1(e)(2)(i), Incone Tax Regs., taxpayers
desiring to change a nethod of accounting, even an erroneous one,

must first obtain the Conm ssioner’s consent. See Capital One

Fin. Corp. v. Comm ssioner, 130 T.C 147, 164 (2008); see also

Lord v. United States, 296 F.2d 333, 335 (9th Cr. 1961) (stating

that prior consent is required because “If * * * [taxpayers] were
allowed to report inconme in one manner and then freely change to

sonme ot her manner, the resulting confusion would be exactly that

which was to be alleviated by requiring perm ssion to change

accounting nethods”). The Comm ssioner has wi de discretion to
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deci de whether to consent to a taxpayer’s request to change a

met hod of accounting, see Sunoco, Inc. & Subs. v. Conm ssioner,

T.C. Meno. 2004-29, and respondent has stated in these cases that
he woul d not now grant any such request by H E but would require
H E to continue accounting for its tobacco tax refund inconme in
1998 as it had done in prior years. Gven respondent’s |ack of
consent to any such change in nethod of accounting by H E, any
NCL resulting from an unauthorized change by H E woul d not result
in a valid deduction of that NOL.

Petitioners ask the Court not to consider respondent’s
argunent that section 446(e) applies to HE s claimof its change
inits reporting of its tobacco tax refunds. Petitioners note in
their reply brief that respondent first nmade this argunent in his
openi ng posttrial brief and assert that the Court should reject
the argunent as untinely because they “have been prejudiced as
t hey have been denied the opportunity to present any evidence
regardi ng whet her 8446 applies to the treatnent of tobacco tax
refunds.” Petitioners then spend approximately 5 pages of their
40-page reply brief arguing that H E did not change its nethod of
accounting as to tobacco tax refund incone or if it did that the
change either was inpliedly consented to by respondent or did not
requi re the consent of respondent. W do not believe that

petitioners are prejudiced by our consideration of respondent’s
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argunent as we do. A taxpayer changes its nethod of accounting
when it changes either the “overall plan of accounting for gross
i ncone or deductions” or “the treatnment of any material item used
in such overall plan”, and a “material itemis any item which
i nvolves the proper tinme for the inclusion of the itemin incone
or the taking of a deduction.” Sec. 1.446-1(e)(2)(ii)(a), Incone

Tax Regs.; see also Wayne Bolt & Nut Co. v. Conmm ssioner, 93 T.C

500, 510 (1989). HFE s claimof its change in its reporting of
its tobacco tax refunds woul d have been such a change in nethod
of accounting requiring the prior consent of the Conmm ssioner,

see, e.g., Capital One Fin. Corp. v. Conm ssioner, supra; Bank

One Corp. v. Comm ssioner, 120 T.C. 174, 282-283 (2003), affd. in

part and vacated in part sub nom J P Mirgan Chase & Co. V.

Conmm ssioner, 458 F.3d 564 (7th Gr. 2006), and no additi onal

evi dence that petitioners may have included in the record as to
this matter woul d have changed the fact that H E never obtained
the requisite consent for such a change.® W also note that
petitioners have not specifically set forth any reliable
testinmony or docunent that they would have introduced into

evidence as to this matter or to support their assertion that

61\ di sagree with petitioners’ assertions that respondent
inpliedly consented to any such change or that such a change did
not require the consent of respondent because of the crimnal
i nvesti gati on.
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t hey “have been prejudiced as they have been denied the
opportunity to present any evidence regardi ng whet her 8446
applies to the treatnent of tobacco tax refunds.”

| V. Bad Debt Deducti on

H E clainmed on its 199806 Federal incone tax return that it
was entitled to deduct a bad debt of $905,340 with respect to an
anount recorded in HHEs records as “Due From Trustee, JSL”
Respondent determned in part that this deduction was i nproper
because H E did not have a debtor/creditor relationship with Jin
Sook Lee.® Respondent also determ ned that the deduction was
i nproper because H E did not substantiate the accuracy of the
anmount of the debt or the debt’s worthl essness.

Petitioners argue that HHE is entitled to this deduction.
As for the requisite debtor/creditor relationship, petitioners
contend that M chael Boulware, on behalf of H E, transferred the
money to Jin Sook Lee in her capacity as trustee of the denn Lee

Boul ware Trust to hold in trust for HE while H E accunul at ed

62Respondent al so di sal | owed deductions for bad debts of
$300, 000, $1 million, $700,000 and $700,000 for 199306, 199406,
199506, and 199706, respectively, in reduction of NOLs. HE
cl ai med these deductions on the basis of its position that it was
unabl e to recover portions of approximately $6.7 mllion involved
inthe JSL litigation. The $905, 340 deduction at issue arose
fromthe sanme purported debt after the parties in the various
bankr upt cy proceedi ngs involving Jin Sook Lee settled those
pr oceedi ngs.
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enough funds to redeem Mal Sun Boulware’s marital interest in
H E. Petitioners point the Court to the State court’s holding in
the JSL litigation that “There is a binding agreenent between
Plaintiff [Jin Sook Lee], [Mchael] Boulware and H E for
Plaintiff to hold nonies belonging to HHE to pay Mal Sun Boul ware
for her marital interest in HE and contend that the decision in
that proceeding is binding on this Court, or at |east the nost
persuasi ve evidence of the status in which Jin Sook Lee held the
funds. Petitioners also argue that respondent was a party to Jin
Sook Lee’ s bankruptcy proceeding and thus is bound by the

deci sion there.

W agree with petitioners that HHE is entitled to deduct a
$905, 240 bad debt for 199806, but we do so for other reasons.
Section 166 allows a taxpayer to deduct a bad debt under that
section where the taxpayer establishes: (1) Avalid
debtor-creditor relationship, (2) a bona fide debt created or
acquired in connection with a trade or business, (3) the anount
of the debt, (4) the worthl essness of the debt, and (5) the year
in which the debt becanme worthless. See sec. 1.166-1, |nconme Tax

Regs.; see al so Franchise Tax Bd. v. MacFarlane, 83 F. 3d 1041,

1045 (9th Cr. 1996).
H E clainse the bad debt deduction on the basis of the State

court’s finding in the JSL litigation that Jin Sook Lee held
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property belonging to HHE. Contrary to petitioners’ assertion,
we do not consider ourselves bound by the decision in the State
court proceeding as to the characterization of the disputed

funds. See United States v. Boulware, 384 F.3d at 805.% Nor do

we consider ourselves bound on this issue by anything that
occurred during Jin Sook Lee’ s bankruptcy proceedings. W find
in the record no indication that the bankruptcy court inquired
into either the specifics or the nerits of Jin Sook Lee's Federal
income tax liability in the process of confirmation, so as to
give the United States any incentive to participate actively in

the proceedings in that court. See United States v. Bernman, 884

F.2d 916, 922-923 (6th Cr. 1989) (noting that coll ateral
estoppel may not apply to a party who | acked an incentive to
litigate in the first trial). |In fact, the United States
apparently | acked any incentive to challenge the proceedings in
t he bankruptcy court in that Jin Sook Lee’s Federal incone tax
liability was set and secured.

As we view the credi bl e evidence before us, M chael Boul ware

diverted the disputed funds fromH E for his personal benefit,

W al so note that neither respondent nor the United States
was a party to (or effectively represented in) the JSL
[itigation. See United States v. Mendoza, 464 U. S. 154, 158
(1984); Comm ssioner v. Estate of Bosch, 387 U S. 456, 463
(1967); cf. Robinson v. Conm ssioner, 102 T.C 116, 129-133
(1994), affd. on this issue 70 F.3d 34 (5th Cr. 1995).
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and he did not transfer those funds to Jin Sook Lee to hold as a
trustee for either himor HE In fact, Mchael Boulware’s
counsel, M chael MCarthy, had informed M chael Boul ware before
the tines of any of the relevant transfers that it was
i nappropriate for Mchael Boulware to transfer any H E assets to
Jin Sook Lee for her to hold for his divorce from Mal Sun
Boul ware, and M chael Boulware by his own adm ssion clearly
understood fromhis conversations with Mchael MCarthy that it
was neither proper nor wise for Mchael Boulware to give HE s
property to Jin Sook Lee to hold for that purpose. In addition,
H E s controller, Merwn Manago, was unaware of any noney that
Jin Sook Lee owed HI E before June 30, 1992, and did not even know
of Jin Sook Lee until nore than a year after that date.

We consider incredible petitioners’ story that M chael
Boul ware on behalf of H E transferred the funds to Jin Sook Lee
to safeguard the funds fromdissipation for an ultimate return to
HE Wiy would M chael Boulware stealthily have to give the
funds to his mstress for accunulation, let alone with no
i nterest being earned on those funds? Wy would M chael Boul ware
have gone to such great lengths to establish the denn Lee
Boul ware Trust formally in order to protect assets transferred to
the trust for the benefit of his oldest son, while not taking any

simlar formal action to protect a dissipation of the disputed



- 267 -
funds? Wy did M chael Boulware not allow HHE s controller to be
aware of the transfers so that the funds were reported on HE' s
books and records?®* Wy would M chael Boul ware through a prom se
collateralized by HE s vending machi nes agree to repay Jin Sook
Lee $1.2 million for inappropriately taking the Kol oa house from
her? Wy would M chael Boul ware have given Jin Sook Lee an H E
check for $840,000 when she demanded from himthat he return to
her the noney of hers that he had stolen fromher safe? Wy
woul d M chael Boul ware have asked Jin Sook Lee to | end him
$200,000 to use in his divorce from Ml Sun Boulware? The jury
inthe crimnal trials apparently rejected any characterization
of the funds as | oans between H E and Jin Sook Lee, and we reject
t hat characterization as well. M chael Boulware and Jin Sook
Lee, as they showed through both their words and acti ons,

bel i eved those funds to be hers. 5

%As to this point, we do know that Merwyn Manago woul d not
have approved of any transfer of H E funds to Jin Sook Lee to
hol d and safeguard the funds for M chael Boulware’s divorce from
Mal Sun Boul ware, had Merwyn Manago known about the transfer at
the time of the transfer.

I n other words, as stated supra p. 69 in our findings of
fact, we find that M chael Boulware diverted the disputed assets
fromHE for his personal use in that he then gave the assets to
Jin Sook Lee to use or spend the assets as she desired (but with
his wi sh, but not his requirenent, that she use or spend the
assets for the comon benefit of him her, and their children).

By diverting the noney as he did, Mchael Boulware stealthily
reduced the apparent value of H E for purposes of determ ning how
(continued. . .)
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We are mndful, however, that the State court entered a
judgment in the JSL litigation that required that Jin Sook Lee
pay $4,551,931 to HHE. Respondent sets forth no persuasive
argunent that this judgnent was invalid or unenforceable, and we
find that Jin Sook Lee was required by the judgnent to pay HE
$4,551,931. W also find that HHE and Jin Sook Lee during the
latter’s bankruptcy case settled her liability for the $4,551, 931
by her promse to pay to HE a | esser anount and that their
settlenent resulted in $905, 340 of the $4,551, 931 becomni ng
worthless in 199806. The State court judgnent establishes that
H E and Jin Sook Lee’s relationship as to the $4,551, 931 was that
of a debtor and a creditor and that the debt was a bona fide
busi ness debt of HHE. G ven that the record al so denonstrates
t hat $905, 340 of the debt becane worthl ess during 199806, we
sustain H E s deduction of that anmount as a bad debt for 199806.

See sec. 1.166-2(c)(2), Incone Tax Regs.

8(...conti nued)
much he woul d have to pay Mal Sun Boul ware for her share of the
corporation. M chael Boulware also disguised gifts to Jin Sook
Lee for which he presumably would be liable for the paynent of a
significant anmount of Federal gift tax. Federal gift tax is
i nposed on transfers of property by gift by any individual during
a cal endar year, whether the transfer is in trust or otherw se
and whether the gift is direct or indirect. See secs. 2501(a),
2511(a).
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V. Pr of essi onal Fees

A. Overview of Dispute

In the NODs issued to Holdings and to H E, respondent
determ ned that the subject corporations are entitled to deduct
only sone of the professional fees they seek to deduct. The
parties di spute whether the subject corporations nay deduct
certain professional fees that respondent has declined to all ow
as deductions. Respondent argues that the fees are not
deducti ble for various reasons. First, respondent argues that
H E has failed to establish that it incurred fees paid by
Hol di ngs. Second, respondent argues that petitioners have not
substantiated all of the fees. Third, respondent argues that
sone fees were M chael Boulware’s personal expenses and were not
an ordi nary and necessary busi ness expense of either subject
corporation. Fourth, respondent argues that sone fees related to
Jin Sook Lee’ s bankruptcy proceedi ngs are nondeducti bl e because
they are capital expenditures. Petitioners argue that H E has
established that it incurred fees paid by Holdings, that all fees
cl ai mred deductible by the subject corporations are substanti ated,
that all of the fees were ordi nary and necessary busi ness
expenses, and that none of the fees related to Jin Sook Lee’'s
bankruptcy proceedings are capital expenditures. Petitioners

al so argue that certain fees are deductible under certain
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corporate and State statutory provisions. Petitioners do not
argue, nor do we find, that any of the fees were deductible by
the corporations because at the tinme they were incurred they were

intended to be conpensation to M chael Boul ware. See Neonat ol ogy

Associates, P.A. v. Conmm ssioner, 115 T.C. at 92 (stating that

paynents are deducti bl e as conpensation only if the payor intends
at the time that the paynent is nmade to conpensate the recipient

for services perforned; see also Paula Constr. Co. v.

Conmm ssi oner, 58 T.C. 1055, 1058-1059 (1972), affd. w thout
publ i shed opinion 474 F.2d 1345 (5th Cr. 1973).

B. Applicable Law in General

1. Deduction of Ordinary and Necessary Busi ness
Expenses

Section 162(a) provides that “There shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or
busi ness”. The regul ations prescribed under section 162 clarify
that only those ordinary and necessary business expenses
“directly connected with or pertaining to the taxpayer’s trade or
busi ness” may be deducted. Sec. 1.162-1(a), Incone Tax Regs.

Prof essional fees nmay qualify as an ordi nary and necessary

expense of a business. See Commi ssioner v. Tellier, 383 U S

687, 689-690 (1966); Binghanmis Trust v. Conm ssioner, 325 U S
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365, 374 (1945); @uill v. Comm ssioner, 112 T.C. 325, 328-329

(1999). Wiether a professional fee qualifies as such is

generally a question of fact. See Conm ssioner v. Heininger,

320 U. S. 467, 475 (1943). 1In order to be “necessary”, the fee
must be “appropriate and hel pful” to the devel opnent of the

t axpayer’s business. See Conm ssioner v. Tellier, supra at 689;

Welch v. Helvering, 290 U S. at 113-115. In order to be

“ordi nary”, the expense nust be “normal, usual, or customary” in

the type of business involved. See Deputy v. du Pont, 308 U S

at 495-496; see also Welch v. Helvering, supra at 113-115.

2. Corporate Taxpayer's Burdens Underlyi ng Deducti on

A corporate taxpayer’s deduction for professional fees is a
matter of |egislative grace, and the corporation bears the burden

of proving its entitlenent to the deduction. See Conm Ssioner V.

Natl. Alfalfa Dehydrating & MIling Co., 417 U.S. 134, 149

(1974); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934); see also Boyd Gam ng Corp. v. Conm ssioner, 177 F.3d

1096, 1098 (9th Gr. 1999), revg. on another issue T.C Meno.
1997-445. That burden extends not only to the professional fees
the corporation clains on its Federal inconme tax returns but al so
to any professional fee that the corporation first clains as a
deduction after the Comm ssioner has issued to the corporation a

notice of deficiency for the year of the clainmed deduction. See
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Lawl er v. Commi ssioner, T.C Meno. 1995-26. In the case of a

deduction for professional fees clained by a corporate taxpayer
such as H E or Hol dings, the corporation, |ike any other
taxpayer, is required by the Internal Revenue Code to maintain
sufficient records to substantiate that deduction. See sec.

6001; New Colonial lce Co. v. Helvering, supra at 440.

3. Paynent of Anot her Taxpaver's Expense

A taxpayer generally may not deduct the paynment of anot her

person’s expense. See Deputy v. du Pont, 308 U S. 488 (1940);

Dietrick v. Comm ssioner, 881 F.2d 336 (6th Cr. 1989), affg.

T.C. Meno. 1988-180; Lohrke v. Comm ssioner, 48 T.C. 679 (1967);

cf. Betson v. Conm ssioner, 802 F.2d 365, 368 (9th Cr. 1986)

(sharehol der’ s paynent of corporate obligation is not ordinary
and necessary under section 162(a)), affg. T.C. Meno. 1984-264.
In limted cases, however, the taxpayer may be entitled to deduct
the ot her person’s expense upon the satisfaction of a two-prong

test. See Lohrke v. Conm ssioner, supra at 688. The analysis as

to whether a taxpayer may deduct the taxpayer’s paynent of the
ot her person’s expense is essentially the same whether the payor

is an individual or a corporation. See, e.g., Capital Video

Corp. v. Conm ssioner, 311 F.3d 458 (1st GCr. 2002), affg.

T.C. Meno. 2002-40; Hood v. Comm ssioner, 115 T.C 172 (2000);

Bemdji Distrib. Co. v. Comm ssioner, T.C Mno. 2001-260, affd.
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sub nom Langdon v. Conm ssioner, 59 Fed. Appx. 168 (8th G

2003); Norman E. Duquette, Inc. v. Conm ssioner, T.C Meno.

2001-3. Gven our findings that the subject corporations paid
t he expenses of the attorneys and ot her professionals who
represented those corporations’ controlling sharehol der, M chael
Boul ware, in his defense of crimnal income tax and fal se

st atenent charges brought against him (including the appeal s of
his ensuing convictions), in civil litigation, and in various
other matters, we apply that two-prong test here to nany of the
fees in dispute.

a. First Prong of Two-Prong Test

Under the first prong of the two-prong test, the taxpayer
must have paid the other person’s expense primarily to benefit
its business, with the receipt by the other person of any benefit

fromthe paynent being nerely incidental. See Capital Video

Corp. v. Comm ssioner, supra. Were, as here, the payor and the

beneficiary of the paynent are a corporation and a controlling
sharehol der, the corporation’s paynent of the sharehol der’s
expense is closely scrutinized, and the showi ng of the primry
benefit to the corporation nust be strong. See Hood v.

Conmi ssi oner, supra at 179, 181.

CGenerally, the first prong is nore likely to be satisfied if

t he sharehol der is unable to pay the expense, thus requiring the
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corporation to pay the expense in order to protect its own

i nterests. See Square D Co. v. Comm ssioner, 121 T.C. 168, 200

(2003); cf. Dietrick v. Conm ssioner, supra at 339 (stating that

the first prong requires a finding of “*a clear proxinmte danger
to the taxpayer and ... a paynent nade to protect an existing
business fromharm” and “Wiere the taxpayer fails to denonstrate
‘“a direct nexus between the purpose of the paynent and the

t axpayer’s business or inconme producing activities,’ the

deduction will not be allowed” (quoting Young & Rubicam lInc. v.

United States, 187 . d. 635, 410 F.2d 1233, 1243 (1969) and

Lettie Pate Wiitehead Found., Inc. v. United States, 606 F.2d

534, 538 (5th Cr. 1979)). The potential harmfor which a
business is protected through the paynent of the other person’s

expense nust be direct and proximte. See Hood v. Comm ssioner,

supra at 181 (holding that corporation could not deduct the
paynment of its sole shareholder’s |egal fees where it did not
appear that the corporation’s failure to pay the | egal fees would

have caused it to go out of business);® see also AMNInvs., Inc.

%l n Hood v. Conmi ssioner, 115 T.C. 172 (2000), the
corporation had paid the | egal expenses of its sole sharehol der
who had been indicted for tax evasion. Although the sharehol der
was “indi spensable” to the corporation’s business, the Court held
that the expenses were not deductible by the corporation. The
Court stated that the record failed to establish that the
shar ehol der was unable to pay his | egal expenses or that the

(conti nued. . .)
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v. Comm ssioner, T.C Meno. 1996-235 (holding that the corporate

t axpayer could not deduct |legal fees incurred as to the sole
shareholder’s crimnal tax violations where the corporation was
not a defendant in the crimnal proceeding and was not under the
threat of prosecution or forfeiture).

b. Second Prong of Two-Prong Test

Under the second prong of the two-prong test, the expense
must be an ordinary and necessary expense of the payor’s trade or

busi ness. See Capital Video Corp. v. Commi ssioner, supra at 464.

Whet her the | egal expenses of a controlling sharehol der/ enpl oyee
are such an ordinary and necessary expense may bring into play
the well established “origin and character of the clainf test of

United States v. Glnore, 372 U.S. 39, 49 (1963).°% There, the

U.S. Suprene Court stated that “the origin and character of the
claimw th respect to which an expense was incurred, rather than
its potential consequences upon the fortunes of the taxpayer, is
the controlling basic test of whether the expense was ‘ busi ness’

or ‘personal’ and hence whether it is deductible or not”. 1d. at

(... conti nued)
corporation “would have ceased operations if it did not pay the
| egal fees”; thus, the sharehol der was deened the prinmary
beneficiary of the paynent of his legal fees. 1d. at 178, 181.

®Petitioners argue that the origin of the claimtest has no
applicability where, as here, the payors are corporations as
opposed to individuals. W disagree with such a narrow
interpretation.
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49. Thus, if the origin of the legal action is not in the
busi ness activity of the taxpayer, the taxpayer may not deduct
the taxpayer’s paynent of |legal fees. See id. Nor are |egal
expenses deducti bl e under the origin and the character of the
claimtest sinply because the payor faces liability or acts to
prevent such liability. As noted by the U S. Suprenme Court in

United States v. G lnore, supra at 46-47 (quoting Lykes v. United

States, 343 U.S. 118, 125-126 (1952)):

“Legal expenses do not becone deductible nerely
because they are paid for services which relieve a
taxpayer of liability. That argunment would carry us
too far. It would nean that the expense of defending
al nost any cl ai mwoul d be deductible by a taxpayer on
the ground that such defense was made to hel p hi mkeep
clear of Iiens whatever incone-producing property he
m ght have. For exanple, it suggests that the expense
of defending an action based upon personal injuries
caused by a taxpayer’s negligence while driving an
autonobil e for pleasure should be deductible. * * *

* * * * * * *
* * * |t is not a ground for . . . [deduction] that the
claim if justified, will consume incone-producing
property of the defendant.” * * *

A taxpayer’s paynent of |legal fees to defend crim na
charges may be deducti bl e under section 162 if the charges found
their source in the taxpayer’s business activities; i.e., the
crime is directly connected to the taxpayer’s business. In

Comm ssioner v. Tellier, 383 U S. 687 (1966), for exanple, the

U S. Suprenme Court held that |l egal fees paid to defend the
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t axpayer fromcrimnal charges for securities fraud were
deducti bl e where the taxpayer was a securities dealer. Likew se,

in Comm ssioner v. Heininger, 320 U S. 467 (1943), the U S.

Suprenme Court held that |egal fees paid to defend the taxpayer
frommail fraud could be a business expense of the taxpayer’s

mai | -order business. Accord O Malley v. Conm ssioner, 91 T.C

352, 363, 366 (1988) (direct connection between the crine
(bribery of a politician concerning deregulation of the trucking
i ndustry) and the individual taxpayer’s business (trucking));

Johnson v. Conmm ssioner, 72 T.C 340, 348 (1979) (direct

connection between crine of conspiracy to defraud the Governnent
and business of illegal tax refund schenes).

VWhere the crine is not directly connected with a
corporation’s business, e.g., the crine arose out of the
sharehol der’s activities and not out of the corporation’s profit-
maki ng activities, the corporation may not deduct its paynent of
| egal fees to defend crimnal charges brought against its

sharehol der. See Deputy v. du Pont, 308 U. S. at 497 (hol ding

t hat expenses were not “ordinary and necessary” business expense
al t hough the expenses benefited the business). For exanple, in

Nw. Ind. Tel. Co. v. Conm ssioner, 127 F.3d 643 (7th Cr. 1997),

affg. T.C. Menp. 1996-168, the corporate taxpayer paid the costs

of litigation to defend agai nst an FCC action in which the
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corporation was nanmed. The courts held that the corporation
coul d not deduct the costs because the claimoriginated not in
the corporation’s profit-making activities but in the nonbusiness
actions of the corporation undertaken for the benefit of its

controlling shareholder. See O Milley v. Conm ssioner, supra at

358-361; AMNInvs., Inc. v. Commi ssioner; T.C Meno. 1996-235;

see also Jack’s Maint. Contractors, Inc. v. Conm ssioner, 703

F.2d 154, 156 (5th G r. 1983) (holding that corporate taxpayer
coul d not deduct sole shareholder’s legal fees for tax evasion
because the fees were a “personal” and not busi ness expense),

revg. T.C. Menp. 1981-349;°% Peters, Gamm West & Vincent, Inc. V.

Comm ssioner, T.C Meno. 1996-186 (holding that securities firm

corporation could not deduct crimnal |egal fees of principal
indicted for insider tradi ng because the | egal expenses were
incurred defending a claimwhich had its origin in a transaction
that was not part of the corporation s business).

C. \VWether HE Incurred Any of the D sputed Expenses

Respondent argues that H E may not deduct many of the

prof essional fees at issue because it failed to establish that it

%Fol | owi ng the reversal of this Court’s decision in Jack’'s
Maint. Contractors, Inc. v. Conm ssioner, T.C Meno. 1981- 349,
revd. 703 F.2d 154 (5th Cr. 1983), we decided to adopt the |ogic
espoused by the U S. Court of Appeals for the Fifth Crcuit in
reversing us. See Hood v. Comm ssioner, 115 T.C. 172 (2000).
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incurred these fees. To that end, respondent asserts, Hol dings
paid nost of the fees and H E has not shown that it was indebted
to Holdings as to any of those paynents. W disagree. W are
satisfied on the record before us that Hol dings and H E had a
firmunderstandi ng that Hol di ngs would pay the fees and then seek
rei mbursenment fromHE to the extent that the fees were paid on
behalf of HIE. While Holdings may not have sought fromH E the
exact anount of professional fees that benefited HE we are
satisfied that the allocation nmethod desi gned and enpl oyed by the
managenent of the corporations generally reached that end, and we
decline respondent’s invitation to second-guess or otherwise to

di sturb that nmethod. See Boyd Gam ng Corp. v. Commi SSioner,

177 F.3d 1096 (9th Cr. 1999); Californians Helping to Alleviate

Med. Problenms, Inc. v. Conm ssioner, 128 T.C. 173, 185-186

(2007); Metrocorp, Inc. v. Conm ssioner, 116 T.C 211, 224-225

(2001). Thus, with the exception of the specific expenses that
we state infra were not incurred by HHE, we conclude that the
expenses that petitioners claimare deductible by HE were in
fact incurred by HE

In seeking a contrary concl usion, respondent stresses the
fact that each of the subject corporations is a distinct entity
that files a separate tax return. Although such is so, the fact

of the matter is that the corporations were controlled by a
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common shar ehol der and he and the rest of the managenent deci ded
froma business point of viewthat it was best to have Hol di ngs
pay all of the costs and then seek rei nbursement fromHE W
al so note that respondent did not invoke his power under section
482 to reall ocate such expenses, nor does he suggest an alternate
allocation that would nore fairly apportion the expenses between

H E and Hol dings. See Maxwell Hardware Co. v. Conm Ssioner,

343 F.2d 713 (9th G r. 1965), revg. Beckett v. Conm ssioner,

41 T.C. 386 (1963).

D. Whether Al Expenses Wre Substanti ated

Respondent al so determ ned that sonme of the professiona
fees were nondeducti bl e because they were unsubstantiated. For
the nost part, we disagree.® The record includes vol um nous
docunentary and testinonial evidence that substantiates to our
satisfaction nost of the professional fees petitioners clainmed as
deducti ble. The docunentary evidence includes invoices, |edgers,
and checks. The testinonial evidence includes the testinony of
many of the professionals thenselves.

Mor eover, both parties agree that the subject corporations

hired attorneys, accountants, and other professionals in

W agree with respondent that petitioners have failed to
substantiate certain fees included in the “other fees” category.
Those expenses are specifically identified infra p. 282.
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connection with several ongoing and legitimate business matters
and that sone of those expenses are “ordi nary and necessary
busi ness expenses by sone entity”. The services underlying those
expenses include the preparation of tax returns, |ease issues,
tax advice and consultation (including H E s tobacco tax
l[tability), corporate resolutions and m nutes, a corporate
reorgani zati on, | abor and enpl oynent issues, pension fund issues,
cl ass action tobacco |lawsuit filed by Hawaii, and general
busi ness and corporate advice. While respondent has reservations
as to which of the two corporate petitioners is entitled to be
treated as having incurred the specific portions of the expenses,
we do not have simlar reservations. As just nentioned, we
believe that the allocations advocated by petitioners are bona
fide and valid.

E. “Fees Accepted as Odinary and Necessary” and “Oher
Fees”

G ven our disagreenent with respondent’s argunents that H E
failed to establish that it incurred any professional fees and
that petitioners failed to substantiate various professional
fees, we proceed to analyze further the deductibility of the
expenses listed in appendix C as “Fees Accepted as Ordinary and
Necessary” and “Qther Fees”. W conclude that all of the fees

listed in the former category are deductible as petitioners
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asserted. As to the latter category, we concl ude that
petitioners have failed to substantiate and ot herw se establish
their entitlenment to deduct any of the expenses for the foll ow ng
prof essional s: Accucopy, Case Bigelow, GW Consulting, King
King, Laird Christianson, Robert Holland, Yoshida, Inc., Oher
Legal, Lorin Kushiyama, Richard Kitagawa, TRl Pac, Vending
Consul ting, and Watson Watt.’® On the other hand, we concl ude
that the expenses in the “Qher Fees” category for the follow ng
prof essionals are deductible as petitioners asserted (and as
nmodi fied by statenents infra note 71): Anortization, Danon Key,
Fol ey Jones, Louis Wai, Mchael MCarthy, Nathan Suzuki, Henry
Yokogawa, and Kobayashi Doi. "

F. Expenses of M chael Boulware's Crininal Defense

1. Backgr ound

Wth respect to the professional fees listed in appendix C

in the categories of “Crimnal Investigation”, “Gand Jury

“The subj ect corporations may not deduct the expenses
corresponding to GW Consul ting because we find that those
expenses are solely the personal expenses of M chael Boul ware.

""The subject corporations may not deduct $712.49 for Danon
Key because we find that this expense is solely the personal
expense of M chael Boulware. (The $712.49 related to the
personal estate planning services that Danon Key provided to
M chael Boulware.) The subject corporations nay deduct
two-thirds of the expense for Louis Wai; the remaining one-third
is not deductible by those corporations because it is the
personal expense of M chael Boul ware.
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Proceedi ngs” and “Crimnal Trial”, respondent determ ned that
nei ther H E nor Hol dings nmay deduct those fees because the fees
were personal to Mchael Boulware. |In support of this
determ nation, respondent asserts as a factual matter that
nei ther H E nor Hol dings was a target of the crim nal
investigation or the grand jury proceedings. W disagree with
this assertion. The record persuades us, and we find as a fact,
that both corporations, through their nmanagenent and counsel,
reasonably believed (and were so inforned by the Governnent) that
whil e M chael Boulware (and not either subject corporation) was
the focus of the crimnal and grand jury investigations, they
(H E and Hol di ngs) could eventually becone targets of the
crimnal investigation and grand jury proceedi ngs. Mreover, the
crimnal investigation and grand jury proceedings entail ed
exam nation and scrutiny of HHE's tax returns, and in addition to
the risk of crimnal liability, HE faced civil tax exposure from
the investigations and crimnal trial. The possibility that HE
or Hol di ngs coul d becone a target of those crimnal
i nvestigations even continued after the indictnment of M chael
Boul ware, e.g., the Governnent infornmed the U S. District Court
hearing the crimnal case that HE could still be indicted in the

matter as a codef endant.
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2. Expenses Stemmed From Personal Pursuits

The fact that these fees may have benefited both M chael
Boul ware and the corporations, however, does not nean that the
fees are deductible by the corporations. To the contrary, we
find that petitioners have generally failed to establish that the
corporations paid the referenced | egal expenses of M chael
Boul ware for the primary benefit of the corporations.’ |In fact,
we find that the subject corporations incurred nost of the
pr of essi onal fees deducted by the corporate petitioners for the
primary benefit of their controlling sharehol der, M chael
Boul ware, and that those fees were M chael Boul ware’s personal

expenses. ?

?As we have indicated in our findings supra, the subject
corporations retained professionals in connection with coll ateral
matters attendant to M chael Boulware’s crimnal proceedi ngs as
they affected the corporations, e.g., responding to subpoenas and
nmovi ng to quash the subpoenas; representing and assisting
enpl oyees and directors of H E who were called as w tnesses; tax
advi ce concerning the inplications of the crimnal trial. As
di scussed infra, we conclude that the subject corporations are
entitled to deduct those portions of the professional fees
attributable to M chael Boulware’s crim nal proceedings.

Petitioners argue that respondent is judicially estopped
fromasserting that none of the fees of Reinwald O Connor are
busi ness expenses of HE. To that end, petitioners state,
respondent noved in Mchael Boulware’s crimnal case to
di squalify Reinwald O Connor because it also represented HE W
di sagree with petitioners’ argunent. To say the |east, Reinwald
O Connor was disqualified in the crimnal case because Dennis
O Connor, as H E s attorney, represented Merwn Manago, a key
Gover nment W t ness.
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We consider the origin and character of the applicable claim
to be respondent’s investigation of crinmes that M chael Boul ware
may have commtted with respect to his personal incone taxes.
That investigation centered on whether M chael Boul ware, as a
result of his failure to file tinely personal Federal incone tax
returns, failed to report and pay Federal incone tax on |arge
anounts of gross incone realized by and taxable to him The
professionals were hired primarily to serve M chael Boul ware and
his personal interest in staying out of prison. The origin of
the crimnal investigation is thus traced nost directly to the
personal pursuits of M chael Boul ware, independent of HE s
operation of a trade or business. |In addition, H E had no need
to pay M chael Boulware’s professional fees in order to stay in
its business. On the basis of the record at hand, we find that
M chael Boul ware coul d have paid those expenses hinself.

As stated supra, the subject corporations are entitled to
deduct expenses that are attributable to collateral natters
attendant to M chael Boulware’ s crimnal proceedings as they
affected the corporations. W list those expenses as foll ows:

1. Al of the $5,000 paid to Benjanm n Cassidy in 199806.

2. One-half of the $331,653.46 for services in 199806 t hat

Shi otani I nouye (or its Kovel accountant Nathan Suzuki) provided
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to M chael Boulware and HIE jointly in connection with the
crimnal investigation.

3. One-half of the $3,986.95 for services in 199806 t hat
Wachi Wat anabe provided to M chael Boulware and H E jointly in
connection wth the crimnal investigation.

4. Al of the $5,000 paid to Birney Bervar for 200106.

5. Al of the $13,049.23, $7,712.85, and $4,532.77 paid to
Brook Hart during 199806, 199906, and 200006, respectively.

6. Al of the $2,806.88 paid to Kevin Chee and Chee Markham
for their services in 200006.

7. Al of the $1,492.09 for services in 199806 that Danopn
Key provided to HHE in connection with the grand jury
pr oceedi ngs.

8. One-half of the $56,848.50 and $65, 403. 96 for services
in 199806 and 199906 that G aham Janes provided to M chael
Boul ware and H E jointly in connection with the grand jury
pr oceedi ngs.

9. Al of the $13,579.50 for services in 200006 that Lopeti
Fol i aki provided to Nathan Suzuki in connection with the grand
jury proceedi ngs.

10. One-half of the $44,480.01 for services in 200006 t hat
Per ki n Hosoda provided to M chael Boulware and H E jointly in

connection wth the grand jury proceedi ngs.
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11. One-half of the $353, 348.98 and $307, 988. 61 for
services in 199806 and 199906 that Rei nwald O Connor provided to
M chael Boulware and H E jointly in connection with the grand
jury proceedi ngs.

12. One-half of the $224,581.69 for services in 199906 that
Shi otani I nouye (or its Kovel accountant Nathan Suzuki) provided
to M chael Boulware and HIE jointly in connection with the grand
jury proceedi ngs.

13. Al of the $15,117.06, $8,111.50, and $24, 749. 15 for
services in 199806, 199906, and 200006, respectively, that
St ephen Pingree provided to Nathan Suzuki in connection with the
grand jury proceedi ngs.

14. One-half of the $17,486.87 for services in 199806 t hat
Wachi Wat anabe provided to M chael Boulware and H E jointly in
connection wth the grand jury proceedi ngs.

15. Al of the $4,864.74 for services in 200206 that Brook
Hart provided to Merwn Manago in connection with M chae
Boulware’s first crimnal trial.

16. Al of the $25,154.47 and $9, 343.61 for services in
200106 and 200206, respectively, that McCorriston M|l er provided
to Nat han Suzuki in connection with his crimnal prosecution by

the United States.
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17. One-half of the $17,500 for services performed by
Nat han Suzuki as a Kovel accountant.

18. One-half of the $102,672.10 for services in 200006 that
Shi otani I nouye (or its Kovel accountant Nathan Suzuki) provided
to M chael Boulware and HIE jointly in connection with M chael
Boulware’s first crimnal trial.

19. One-half of the $82,103.66 for services in 200106 t hat
Shi ot ani | nouye provided to Mchael Boulware and HE jointly in
connection with Mchael Boulware’'s first crimnal trial

20. One-half of the $12,604.03 for services in 200206 that
Shi ot ani | nouye provided to Mchael Boulware and HE jointly in
connection with Mchael Boulware’s first crimnal trial

G Pr of essional Fees Related to Civil Litigation Initiated
by Jin Sook Lee

1. Overview
In the NOD issued to H E, respondent determ ned that a
portion of the professional fees relating to the civil litigation
initiated by Jin Sook Lee was nondeducti bl e capital expenditures
because that portion of the fees was incurred to recover certain
assets fromJin Sook Lee’s bankruptcy estate. Those assets were
identified as the Punahou condom nium the Atkinson condom nium
an interest in the Makaiwa house, a Rolls Royce, and jewelry and

furs. Respondent also determned in that NOD that H E coul d



- 289 -

deduct 50 percent of the substantiated, noncapital professional
fees as valid business expenses but could not deduct the
remai ni ng 50 percent of these expenditures in that they were the
per sonal expenses of M chael Boulware. Respondent argues that
the latter 50 percent of professional fees were the personal
expenses of M chael Boul ware because they primarily benefited
hi m

We disagree with respondent that the professional fees
determ ned to be capital expenditures are in fact nondeductible
capital expenditures. W agree with respondent, however, that
the fees benefited M chael Boulware to the extent of 50-percent
and to that extent are nondeductible by H E

2. Analysis

a. Fees Determ ned To Be Capital Expenditures

The cost of defending or perfecting title to property is a
capital expenditure that is not deductible as an ordinary and
necessary busi ness expense under section 162(a). See sec.
1.263(a)-2(c), Income Tax Regs. Respondent determ ned that the
subject fees fall within this category because they were incurred
in connection with recovering the referenced assets from Jin Sook
Lee’s bankruptcy estate. W disagree with this determ nation.
Froma factual point of view, we find that H E incurred these

fees not to defend or perfect HE s title in the referenced
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assets but to collect the nonetary judgnment that the State court
had awarded to HHE in the JSL litigation. To be sure, the jury
inthe JSL litigation found that the Atkinson condom nium the
Punahou condom nium and the Makai wa house were not in fact owned
by HE. On the basis of our finding, we conclude that the
referenced fees are deductible as the ordinary and necessary

expenses of HI E's business. See MacMIllan v. Conm ssioner

14 B.T. A 1367 (1929); see also Vincent v. Conm ssioner, 219 F.2d

228, 231 (9th Cir. 1955) (legal expenses incurred to recover
assets fromfaithless fiduciary are deductible), revg. 18 T.C.

339 (1952); Nelson v. Conmm ssioner, T.C Menp. 2000-212

(taxpayer’s raising issue over his ostensible title to assets to
| everage settlenment with true owners thereof did not render the
litigation fees a capital expenditure).

b. Fees Determ ned To Be M chael Boul ware’s
Per sonal Expenses

The usual and expected response of a corporate taxpayer that
is sued or otherw se cones under legal attack is to hire |egal
counsel to defend corporate assets and interests. Thus, such
expenses of representation are generally characterized as
ordi nary and necessary busi ness expenses deducti bl e under section
162. Wiere as here, however, the expenses are incurred for the

equal benefit of a corporation and its sol e sharehol der, the
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expenses are not deductible entirely by the corporate payor but
must be apportioned between the corporation and its sharehol der
to reflect the reality of the situation

Respondent determ ned that the expenses related to the
l[itigation initiated by Jin Sook Lee benefited H E and M chael
Boul ware in equal amounts. W agree that an equal allocation of
t hose expenses to H E and M chael Boulware is appropriate under
the facts of these cases. As to H E, Jin Sook Lee was seeking
through that litigation to obtain a nonetary judgnent agai nst
H E, the renoval of nenbers of HHE' s board of directors, and the
appoi ntnent of a receiver to operate HE. As to M chael
Boul ware, Jin Sook Lee was seeking an award of 50 percent of the
stock in HE and a judgnent ordering himto repay personally to
her the $1.2 million reflected in the note that he had given her;
she also all eged that he alone stole the cash and Kol oa house
fromher. |In addition, Jin Sook Lee comrenced the JSL litigation
agai nst both M chael Boulware and H E, she sought an award
agai nst each of themjointly, and both M chael Boulware and H E
joined in the counterconplaint filed against her. Wile HE s
board of directors formally decided that H E should pay for the
| egal expenses associated wth the trust case (including M chael
Boul ware’ s counterpetition therein) and the sharehol der

derivative case (to the extent of the defense of M chael
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Boul war e, Sidney Boul ware, Merwyn Manago, and Mal Sun Boul ware),
any such deci sion does not change the fact that the expenses
related to the litigation commenced by Jin Sook Lee were incurred
for the benefit of HHE and M chael Boulware alike. Nor does it
make those expenses deductible entirely by HE. In fact, HE did
not even perceive Jin Sook Lee as posing an actual threat to it
t hrough her filing and prosecution of any of the civil
litigation. We find that HE is entitled to deduct no nore than
50 percent of these expenses.

H Applicability of I ndemification Agreenent

1. Overview

The general practice and policy of each subject corporation
was to pay for the professional representation of current or
former enpl oyees who were naned, targeted, subpoenaed, or
ot herwi se involved in | egal proceedi ngs by reason of their
position with the conpany. Each subject corporation also had
included in its incorporation docunents indemnification
provisions to that effect. Al though the indemity provisions in
H E s (but not Holdings’) incorporation docunents were limted to
directors and officers, petitioners extended indemity rights to

all enpl oyees.
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2. Arrangenents Under Section 62(a)(2)(A)

Petitioners argue that the corporate petitioners’ indemity
policy is an “enpl oyee rei nbursenent or other expense all owance
arrangenent” under section 62(a)(2)(A). W decide this argunent
(and petitioners’ other indemification argunments discussed
infra) with respect to the still disputed professional fees.™ A
plan i s an enpl oyee rei nbursenent or other expense all owance
arrangenment if expenses under the plan are substantiated, the
enpl oyee is not permtted to keep excess funds, and there is the
requi site connection to the enployee’s enploynent. See Shot gun

Delivery, Inc. v. United States, 269 F.3d 969, 972 (9th G

2001); Trucks, Inc. v. United States, 234 F.3d 1340, 1342 (3d

Cir. 2000). The just-nentioned third requirenent mandates that
an expenses be “paid or incurred by the enployee in connection
with the performance of services as an enpl oyee of the enpl oyer.”
Sec. 1.62-2(d)(1), Incone Tax Regs. The costs of a plan that
nmeets all three requirenents are deductible by the enpl oyer and
excl udabl e fromthe enployee’s gross incone as an above-the-Iline

adj ust nent .

W use the term“still-disputed professional fees” to
refer to those fees which we hold herein are not deductible by
t he subj ect corporations.



- 294 -

Petitioners argue that all three requirenents were net in
these cases. To this end, petitioners state, substantiation is
present because | egal fees were not paid, or if paid were booked
as a loan to M chael Boulware, until an invoice was provided to
H E;, enpl oyees coul d not keep excess funds because the invoices
were paid directly to the attorneys; and the indemity
arrangenent assured a busi ness connection because indemity
occurred only with respect to | egal proceedings that the enpl oyee
becane involved in “by reason of” his or her current or forner
status as an enpl oyee, officer, or director of the corporation.
We disagree with petitioners’ argunent that they have satisfied
all three requirenents with respect to the professional fees
related to M chael Boulware. Petitioners have not established
the requi site connection between the performance of services by
M chael Boul ware as an enpl oyee of either H E or Hol dings and the
paynment of the fees by one or both of those corporations.
| ndeed, the record |leads us to find to the contrary,
specifically, that the fees were incurred for the primary benefit
of M chael Boulware to defend himagainst crimnal inconme tax
charges investigated and brought against him personally; tax and
civil suits resulting fromhis diverting noney fromHE to
hi msel f and Jin Sook Lee; and charges of conspiracy to defraud a

I ending institution. None of those actions, we find, was “in
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connection wth” his enploynent. See Biehl v. Conm ssioner,

118 T.C. 467 (2002), affd. 351 F.3d 982 (9th Gr. 2003).

3. Mandatory | ndemity

a. Overview

Petitioners argue that the rel evant incorporation docunents
provi ded M chael Boulware with mandatory indemification as to
certain of the professional fees that were paid on his behalf.
Petitioners also argue that two State statutes, specifically Haw.
Rev. Stat. sec. 416-35(d) (1985 & Supp. 1992), and its successor
Haw. Rev. Stat. 415-5 (1985 and Supp. 1992), al so provided
M chael Boulware with mandatory i ndemification as to those

fees.”™ In connection with these argunents, petitioners assert

Haw. Rev. Stat. sec. 416-35 (Supp. 1982) was enacted in

1977 as a part of Act 71. See 1977 Hawaii Sess. Laws 121; see

al so Lussier v. Mu-Van Devel opnent, Inc., 667 P.2d 830, 833 (Hi

Ct. App. 1983). Haw. Rev. Stat. sec. 416-35(d), supra, provides:

“To the extent that an agent has been successful on the nerits or

otherwi se in defense of any * * * [derivative action or

nonderivative action], or in defense of any claim issue or

matter therein, the agent shall be indemified by the corporation

agai nst expenses actually and reasonably incurred by the agent in

connection therewith.” See also Haw. Rev. Stat. sec.

416-35(a) (1) and (2), supra (providing that an “agent” i ncl udes

“a director, officer, enployee or other agent of the corporation”

and that “expenses” include “attorneys’ fees”); Lussier Vv.

Mau- Van Devel opnent, Inc., supra at 832. In 1987, Haw. Rev.

Stat. sec. 416-35(d), supra, was replaced by Haw. Rev. Stat. sec.

415-5(d) (1985 and Supp. 1992), the text of which was simlar to

that of its predecessor. Wile Haw. Rev. Stat. sec. 416-35(d),

supra, was then replaced by Haw. Rev. Stat. sec. 414-243

(Lexi sNexis 2008), effective July 1, 2001, see Haw. Rev. Stat.
(continued. . .)
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that M chael Boulware was acquitted of the substantive bank fraud
counts; he was investigated and referred to a grand jury for
filing false corporate tax returns as the president of H E, but
t hat count was not the subject of an indictnent; Jin Sook Lee’s
sharehol der derivative suit against HE s board of directors was
di sm ssed; and M chael Boul ware defeated Jin Sook Lee's clains as
to the owner of the Kol oa house and the $840, 000 in the safe.
Petitioners conclude that the referenced docunents and State
statute obligated HE to indemmify M chael Boulware with respect
to those actions and that HE will be further obligated under the
statute to indemify M chael Boulware as to all actions if he
eventual ly prevails on the charges underlying his crimnal
convi ctions.
b. Analysis
We disagree with petitioners that the so-called nandatory
i ndemmi fication provisions in the incorporation docunents and
Hawai i an statute nmake any of the still disputed professional fees
deducti bl e under section 162(a). First, even if M chael Boul ware
was entitled to the clained mandatory i ndemnification, the

conpul sory character of a paynent does not ensure that it is

S(...continued)
sec. 414-483, supra, petitioners limt their argunents to the
earlier two provisions stating that the | atest provision does not
govern these cases.
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deducti bl e under section 162(a). See Conm ssioner v. Lincoln

Sav. & Loan Association, 403 U S. 345, 359 (1971); Dol ese v.

United States, 605 F.2d 1146 (10th Cr. 1979). Second, from a

factual point of view, we disagree with petitioners’ assertion
that M chael Boulware was entitled to mandatory indemification
under those provisions as to any of the still-disputed
professional fees. |In the setting of the incorporation
docunents, the crimnal investigation of Mchael Boul ware and
related trials were not “by reason of his being or having been a
director or officer” of HE they grew out of his personal
liability to pay Federal incone taxes and allegations that he
di verted nmoney fromH E

Nor do we believe that M chael Boulware was acting as an
agent of one or both of the subject corporations in connection
with the subject matter underlying the professional fees that
were paid for his benefit. An agent has a fiduciary duty to “act
solely for the benefit of the principal in all matters connected
with his agency”, 2 Restatenent, Agency 2d sec. 387 (1958), and
we decline to find that the crim nal proceedi ngs agai nst M chael
Boul ware, in which he is accused of diverting funds fromH E and
delivering those funds to his mstress Jin Sook Lee, arose from
conduct undertaken by himfor the benefit of or as an agent of

H E. See Conm ssioner v. Bollinger, 485 U S. 340, 349 (1988).
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4. Perm ssive I ndemity

Petitioners also argue that even if the subject corporations
were not required to indemmify M chael Boulware as to his
prof essi onal representation, the subject corporations were
permtted to do so (and in no way precluded from doing so) as an
ordi nary and necessary expense of their businesses. Petitioners
add that the boards of H E and Hol di ngs decided to i ndemify
M chael Boul ware and other current or former enployees of the
corporations as a matter of business judgnent and concl ude that
the professional fees are therefore deductible by the subject
corporations as ordinary and necessary busi ness expenses.

We disagree with petitioners’ conclusion as to the
deductibility of the professional fees. As we find supra, the
subj ect corporations did not pay those fees primarily to benefit
their business but did so primarily to benefit M chael Boul ware.
In addition, the nere fact that a corporate taxpayer pays an
expense on the basis of business judgnent does not necessarily
mean that it is deductible as an ordi nary and necessary expense

under section 162(a). See, e.g., Inland Asphalt Co. v.

Comm ssi oner, 756 F.2d 1425 (9th Cr. 1985), affg. T.C Meno.

1982- 463.



- 299 -

5. Repaynent Obligati on

Petitioners assert that H E has been payi ng M chael
Boul ware’ s | egal expenses with an understandi ng (between H E and
M chael Boul ware) that he will repay H E the anount of any of
t hose expenses that are proven not to have been required to be
paid by HHE. Petitioners argue that the deductions therefore
shoul d stand as clainmed even if HE was not required to nmake the

paynment and that HHE will be required to include in its incone

any repaynment made in future years. See Kanne v. Am Factors,

Ltd., 190 F.2d 155, 161 (9th Gr. 1951): cf. O Malley v.

Commi ssioner, 91 T.C. at 363 (allowing a taxpayer’s sec. 162(a)

deduction after this Court ruled that trust’s paynent of the
t axpayer’s | egal expenses constituted incone to hin.

We disagree with this argunent. HE s paynents of the
prof essional fees are nost properly viewed as distributions to
M chael Boul ware rather than as paynents of business expenses
under section 162. Therefore, those paynents are nondeducti bl e
by H E irrespective of whether M chael Boulware transfers cash or
ot her assets of his to HHE to rei nburse those paynents. In
addition, as noted infra, we do not find that HHE (or for that
matter Hol dings) intended its paynments of the professional fees

to be reinbursed by M chael Boul ware.
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VI . Constructive Dividends

A.  Overview

Respondent determ ned that the professional fees, to the
ext ent nondeducti bl e by either subject corporation, are taxable
to M chael Boulware as constructive dividends. To that end,
respondent determ ned, the paynent of those fees by the subject
corporations primarily benefited M chael Boulware. W agree with
respondent that the amounts of these fees paid by the subject
corporations are considered to be cash distributions to M chael
Boul ware. ® W hold that the total anmpunt of the distributions in
each subject year is taxable to M chael Boul ware as dividend
income to the extent that the anobunt does not exceed the rel evant
anounts of E&P for that year. W hold that any remai ni ng anount
of each year’s total distribution is taxable to M chael Boul ware
as a long-termcapital gain to the extent that the distribution
exceeds M chael Boulware’s correspondi ng adjusted basis. For
pur poses of entering decisions in these cases, we shall order the
parties to prepare the requisite conputations under Rule 155 in

accordance wth our opinion herein. The parties shall address in

®Petitioners assert that M chael Boul ware during each
subj ect year returned to H E nore noney than he received from
H E. The credible evidence in the record does not support that
assertion as to any of the subject years, and we decline to find
it as a fact.
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t hose conputations the applicable anbunts of E&P and the portions
of the distributions that are treated as dividend i ncone and
| ong-term capi tal gain.

B. Rul es Applicable to Distributions

Under section 301, funds (or other property) distributed by
a corporation to a shareholder with respect to its stock are
t axed under section 301(c). Under sections 301(c) and 316, a
constructive distribution is taxable to the sharehol der as a
dividend to the extent of the corporation’s E&P. Any excess is
considered to be a nontaxable return of capital to the extent of
t he shareholder’s basis in the corporation, and any renaining
anount is then taxable to the shareholder as a gain fromthe sale
or exchange of property. See sec. 301(c)(2) and (3); Truesdel

v. Conmm ssioner, 89 T.C 1280, 1295-1298 (1987). Section 301

characterizes a distribution as a dividend regardl ess of whet her
the distributionis formally declared to be a dividend. See

Truesdell v. Conm ssoner, supra at 1295; see also Noble v.

Conmm ssi oner, 368 F.2d 439, 442 (9th GCr. 1966), affg. T.C. Meno.

1965- 84.

A corporation’s paynent of its shareholder’s expense is a
constructive distribution to the shareholder if the paynent
primarily benefits the sharehol der and was made w t hout

expectation of repaynent. See Hood v. Comm ssioner, 115 T.C at




- 302 -

180; see also Noble v. Comm ssioner, supra at 443. The subject

corporations’ paynents of M chael Boulware’s | egal expenses
primarily benefited him and we are not persuaded by the record
before us that either subject corporation (or Mchael Boul ware
for that matter) intended at the tine of the paynent that M chael
Boul ware was to repay those anmounts to the corporations. W
conclude that the anobunt of the |egal and professional fees of
M chael Boul ware paid by the corporations are corporate
distributions to himfor purposes of sections 301(c) and 316.

C. E&P

1. Backgr ound

As di scussed supra, the distributions to M chael Boul ware
are deenmed to be dividends to himto the extent of each
distributor’s E&P. Respondent determ ned that each corporation
had enough E&P to characterize all of the distributions by that
corporation to M chael Boulware as dividends. That determ nation

is presuned to be correct. See DilLeo v. Conm ssioner, 96 T.C

858, 884 (1991), affd. 959 F.2d 16 (2d G r. 1992); see also Rule
142(a) (1).

2. Lack of Conprehensive Definition

In the setting of these cases, Congress has not defined the
meani ng of the statutory term “earnings and profit”, see sec.

312, and the neaning of the term does not equate exactly to the
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tax definition of the term“taxable inconme” (or to the accounting

definition of the term*“retained earnings”). See Conm Ssioner V.

Wheel er, 324 U S. 542, 546 (1945); Stark v. Conmm ssioner, 29 T.C

122, 128 (1957). \Wile Congress designed taxable incone as a
measure of the inconme tax and rel ated taxes which are assessed
agai nst a taxpayer, Congress designed E&P differently as a

br oader neasure of econom c inconme that reflects a corporation’s
capacity to pass along tax consequences to its sharehol ders

t hrough distributions in excess of their investnents in the

corporation. See GPD, Inc. v. Conm ssioner, 508 F.2d 1076,

1082-1083 (6th Cr. 1974), revg. and remandi ng on anot her issue
60 T.C. 480 (1973).

3. Calculation

a. Overview
In general, a corporate taxpayer calculates its E&P for each
t axabl e year by meking various adjustnents to its taxable incone

for that year. See DilLeo v. Conm ssioner, supra at 888; see also

sec. 1.312-6, Incone Tax Regs. W sunmmarize these adjustnents as
fol |l ows.
i. ATl
The taxpayer nmust first adjust its reported taxable incone
by any adm nistrative and/or judicial adjustnments to arrive at

its adjusted taxable incone (ATI). Initially, the taxpayer’s ATI
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equal s the anount of its reported taxable incone, plus or m nus
(as the case may be) each adjustnment to that reported i ncone
subsequent|ly nmade or allowed by the Comm ssioner. |If the taxable
year in question then becones subject to litigation, the
t axpayer’s ATl would further reflect any additional adjustnents
toits inconme resulting fromthat litigation

ii. | ncreases and Decreases to ATI

The taxpayer’s ATl nust be adjusted further by certain itens
that increase or decrease E&P. These itens generally fall within
one of five categories. See generally Bittker & Eustice, Federal
| nconme Taxation of Corporations and Sharehol ders, par. 8.03, at
8-18 (7th ed. 2006). The first category consists of certain
items that are excluded fromthe conputati on of taxable incone
but are included in the conputation of E&. See generally id.
par. 8.03[3], at 8-22. The second category consists of certain
itenms that are deducted in the conputation of taxable incone but
are not deducted in the conputation of E&. See generally id.
par. 8.03[4], at 8-26. The third category consists of certain
items that are not deducted in the conputation of taxable income
but are deducted in the conputation of E&. See generally id.
par. 8.03[6], at 8-29. The fourth category consists of certain
itens that create timng differences, e.g., on account of

deferred income or an accel erated deduction. See generally id.
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par. 8.03[5], at 8-27. The fifth category consists of certain
items related to corporate distributions or changes in corporate
structure. See generally id. par. 8.03[7], at 8-32.

Exanpl es of adjustnents that fall within one of these five
categories and that increase E&P are the current year’s
deductions under sections 179, 179B, 179C, and 179D (to the
extent of 80 percent of the deductions); certain intangible
drilling costs deducted under section 263(c); certain mneral
expl oration and devel opnent costs deducted under section 616(a)
or 617; a charitable contribution carryover deducted in the
current year; circulation expenditures; construction period
carrying charges; the dividends received deduction; the donestic
production activities deduction; the excess of accelerated
depreci ation over straight-line depreciation; the excess of
percent age-of -conpl etion profits over conpleted-contract profits;
t he excess of percentage depl etion deducted over cost depletion;
the excess of realized gains on install nment sal es over the
currently recogni zed gai ns; Federal income tax refunds; incone
fromtax-exenpt bonds; the increase in a LIFO recapture anount;
life insurance proceeds in excess of the policy s cash surrender
val ue; the NOL carryover deducted in the current year;
organi zati onal expenditures; and tax-free incone from other than

fromtax-exenpt bonds.
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Exanpl es of adjustnents that fall within one of the five
categories and that decrease E&P are 12 nonths’ anortization for
prior years’' intangible drilling costs; 12 nonths’ anortization
for prior years’ mneral exploration and devel opnment costs;

20 percent of prior years’ deductions under sections 179, 179A,
179B, and 179C, charitable contributions paid in excess of the
10-percent limt; the current-year net capital |oss; a decrease
in the LI FO recapture anmount; the excess of conpl eted-contract
profits over percentage-of-conpletion profits; the excess of E&P
depreci ati on over tax depreciation; the excess of taxable gains
over E&P gains on depreciable and depl etabl e property; expenses
and | osses in transactions with rel ated taxpayers; Federal incone
tax paynents; life insurance prem uns in excess of current

i ncrease in cash surrender value (including termlife insurance);
nondeductible interest paid to carry tax-exenpt bonds; penalties;
and the recogni zed gain fromprior years’' installnent sales.

b. Current E&P

Initially, a corporate taxpayer’s current E&P for a taxable
year equals the amount of its ATl as adjusted by the increases
and decreases |isted above (and simlar itens not |isted above).
The total amount of any distributions that the corporation nakes
during that year are then subtracted fromand to the extent of

the initial current E&P.
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c. Accunul ated E&P

The amount of the total distributions that exceeds the
anount of the initial current E&P is then conpared with the
anount of the taxpayer’s accumul ated E&P as of the begi nning of
the year. That begi nning bal ance may have to be adjusted in
certain situations, such as where, as here, there was a change in
corporate structure; i.e., HFE s nontaxable spinoff of Holdings.
The taxpayer’s ending accunul ated E&P for a taxable year then
equal s the accunul ated E&P (as adjusted) as of the begi nning of
that year, plus that year’s current E&P (as reduced by any
distributions out of current E&P for that year), |ess any
di stributions out of accunul ated E&P for that year.

d. Sunmmary of Cal cul ation

We summari ze the conputation of E&P as foll ows:

Taxabl e i ncome as reported
Adm ni strative and/or judicial adjustnments
Adj usted taxabl e i ncome (ATI)

| ncreases to ATI:

80- percent of current year’s deductions under sections
179, 179B, 179C, and 179D

Certain intangible drilling costs deducted under section
263(c)

Certain mneral exploration and devel opnent costs
deduct ed under section 616(a) or 617

Charitable contribution carryover deducted in current
year

Circul ati on expenditures

Construction period carrying charges

Di vi dends recei ved deduction

Donesti c production activities deduction
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Excess of accel erated depreciation over straight-1ine
depreci ation

Excess of percentage-of-conpletion profits over
conpl eted-contract profits

Excess of percentage depl etion deducted over cost
depl etion

Excess of realized gains on installnent sal es over
currently recogni zed gai ns

Federal inconme tax refunds

I ncone fromtax-exenpt bonds

I ncrease in LIFO recapture anount

Li fe insurance proceeds in excess of cash surrender
val ue

NCL carryover deducted in current year

Or gani zati onal expendi tures

Tax-free inconme other than fromtax-exenpt bonds

Q her unspecified itens
Total increases to ATI

Decreases to ATI

12-nonths’ anortization for prior years’ |1DC

12-nmonths’ anortization for prior years’ mneral
expl oration and devel opnent costs

20 percent of prior years’ deductions under sections
179, 179A, 179B, and 179C

Charitable contributions paid in excess of the
10-percent limt

Current-year net capital |oss

Decrease in LIFO recapture anount

Excess of conpleted-contract profits over percentage-of -
conpletion profits

Excess of E&P depreciation over tax depreciation

Excess of taxable gains over E&P gains on depreciable
and depl et abl e property

Expenses and |l osses in transactions with rel ated
t axpayers

Federal inconme tax paynents

Life insurance premuns in excess of current increase in
cash surrender value (including termlife insurance

Nondeductible interest paid to carry tax-exenpt bonds

Penal ti es
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Recogni zed gain fromprior years’ installnment sales
O her unspecified itens
Total decreases to ATI

Current E&P

Di stributions

Distributions fromcurrent E&P

Remai ni ng current E&P after distributions
Distributions in excess of current E&P

Accunul at ed E&P at begi nni ng of year

Adj ustnents to begi nning accunmul ated E&P; e.g., spinoff
Adj ust ed begi nni ng E&P

Taxabl e di stributions from accunul ated E&P

Endi ng accunul at ed E&P

D. Adjustnents Applicable to These Cases

1. Overview
At least five of these adjustnents are relevant to the cases
at hand and deserve further explanation.

2. Fi rst Adj ust nent

The E&P of each subject corporation nust be adjusted to take
into account each adjustnent to reported taxable inconme resulting
fromthese cases, e.g., E&P nust be increased for unreported
i ncome and di sal |l owed deductions. See sec. 1.312-6, Incone Tax
Regs.; see also sec. 6214(Dh).

3. Second Adj ustnent

Each subject corporation’s unpaid taxes, whether contested
or not, will reduce its E& in the year for which the tax is due.

See DiLeo v. Conmi ssioner, supra at 888; Estate of Stein v.
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Commi ssioner, 25 T.C 940, 965-966 (1956), affd. sub nom Levine

v. Comm ssioner, 250 F.2d 798 (2d Gr. 1958). Such is so

regardl ess of whether the corporation is aware of, or agrees to

its liability for those taxes. See DiLeo v. Conm ssioner, supra

at 888; Estate of Stein v. Conmm ssioner, supra at 965-966.

4. Third Adj ustnment

The interest that applies to the unpaid taxes will reduce
E&P each year as the interest accrues; i.e., E& is reduced for
i nterest accrued on unpaid tax, beginning in the year the
interest first arises, and accrued over the years the tax remains

unpaid. See Stark v. Conm ssioner, supra at 127-128; G oup

Admin. Premum Servs., Inc. v. Conm ssioner, T.C. Menp. 1996-451;

Kenner v. Commi ssioner, T.C Meno. 1975-118; Fairnount Park

Raceway, Inc. v. Comm ssioner, T.C. Menp. 1962-14, affd. 327 F. 2d

780 (7th Cir. 1964). Because interest on a tax deficiency begins
to accrue on the date the tax return was due, the interest does
not reduce E&P until the year after the taxable year of the

deficiency. See Goup Adnmn. Prem um Servs., Inc. v.

Commi ssioner, supra (citing Stark v. Conm ssioner, supra at 128).

5. Fourth Adj ustnent

In the case of HIE, which is an accrual basis taxpayer that
we state infra is |liable for the addition to tax respondent

det erm ned under section 6651(a), the anmount of that addition to
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tax is accrued and deducted fromH E s taxable incone to arrive
at its E&P in the year in which the return to which the addition

to tax relates was due to be filed. See Kenner v. Commi SSioner,

supra (citing Estate of Stein v. Comm ssioner, supra at 965-967).

6. Fi fth Adjustnent

In order to reflect H E s nontaxabl e spinoff of Holdings at
t he begi nning of 199706, the E&P of the distributing corporation
i mredi ately before the transaction nust be allocated between the
di stributing corporation and the controlled corporation. See
sec. 1.312-10, Incone Tax Regs. The Treasury regulations allow
that allocation to be nade on the basis of one of three nethods
set forth in the regulations. See sec. 1.312-10(a), Incone Tax
Regs. Those nethods in the order of preference as stated in the
regul ations are: (1) In proportion to the fair market val ue of
t he busi ness retained and the business that was spun off; (2) in
proportion to the net basis of the assets retained and the assets
that were spun off; or (3) by such other nethod as may be
appropriate under the facts and circunstances of the case. See
id.

E. Concl usi on

As stated supra pp. 300-301, we otherwise leave it to the

parties to address in their Rule 155 conputations the applicable
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anounts of E&P and the portions of the distributions that are
treated as dividend i nconme and | ong-term capital gain.

VIl. Addition to Tax

Respondent determ ned that HE is liable for an addition to
tax under section 6651(a)(1l) for 199806. Section 6651(a)(1)
i nposes an addition to tax for failure to file a return tinely
unl ess the taxpayer shows that the failure was due to reasonabl e

cause and not to willful neglect. See Kotmair v. Conm SsSioner,

86 T.C 1253, 1263 (1986). A failure to file areturntinely is
due to reasonabl e cause if the taxpayer exercised ordinary

busi ness care and prudence and, neverthel ess, was unable to file
the return within the prescribed tine. See sec.

301. 6651-1(c) (1), Proced. & Adm n. Regs. WII|ful neglect neans a
conscious, intentional failure or reckless indifference. See

United States v. Boyle, 469 U S. 241, 245 (1985).

HE did not tinely file its Federal incone tax return for
199806, and petitioners have not argued (|l et alone established)
that H E had reasonable cause for this untinmely filing. W

sustain respondent’s determ nation on this issue.
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VI1I. Epilog
We have considered all argunents nade by the parties in this
proceedi ng and find that those argunents not di scussed herein

| ack nerit or need not be reached. To reflect the foregoing,

Decisions will be entered

under Rul e 155.
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APPENDI X A
For the relevant period before July 1, 1993, Haw. Rev. Stat.
(1985 & Supp. 1992) provided in relevant part as foll ows:

§ 245-3 Tax; limtations. Every whol esaler or dealer
shall, in addition to any other taxes provided by | aw,
pay an excise tax, which is hereby inposed upon the
sal e or use of tobacco products, equal to forty per
cent of the whol esale price of each article or item of
t obacco products sold by the whol esal er or dealer,

whet her or not sold at wholesale, or if not sold then
at the same rate upon the use by the whol esal er or
dealer. The tax, however, is subject to the follow ng
limtations:

(1) It shall not apply to any tobacco products
exenpted, and so long as the sane are exenpted, from
the inmposition of the tax by the Constitution or |aws
of the United States, and

(2) The tax shall be paid only once upon the sane
t obacco product.

8 245-4 Whol esal er or dealer to state tax separately;
collection of tax from purchaser; penalty. Upon each
sal e of tobacco products by a whol esal er or dealer the
tax collectible in respect to such sale shall be stated
and charged separately fromthe sales price and shown
separately on the record thereof kept by the whol esal er
or dealer, and he shall deliver a duplicate of the
record of such transaction, showing the sale price and
tax, to the purchaser, and shall be liable for the
paynment of the tax. The whol esal er or deal er or any

ot her person who acquires tobacco products upon which

t he tobacco tax has been paid shall have the same right
in respect to collecting the tax and thereby

rei mbursing hinself for the same from any purchaser
fromhim as if the tax were a part of the purchase
price. Every whol esaler or dealer who fails to state
and charge the tax to be collected, separately fromthe
sales price as provided in this section, shall be fined
not | ess than $10 nor nore than $50 for each of fense.
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8§ 245-5 Returns. Every licensee shall, on or before the
| ast day of each nonth, file with the departnent of
taxation a return of the tobacco products sold or used
by the |licensee during the precedi ng cal endar nonth and
of the tax payable thereon. The formof the return
shal | be prescribed by the departnent and shall contain
such information as it may deem necessary for the
proper adm nistration of this chapter.

8§ 245-6 Paynment of taxes; penalties. At the time of the
filing of the return required under section 245-5 and
within the tinme prescribed therefor, each |icensee
shall pay to the departnent of taxation the tax inposed
by this chapter, required to be shown by the return.

Penalties and interest shall be added to and
becone a part of the tax, when and as provided by
section 231-39.

8 245-7 Determ nation of tax; additional assessnents,
credits, and refunds. (a) As soon as practicable after
each return shall have been filed, the departnent of
taxation shall cause it to be exam ned and shal
conpute and determ ne the anount of the tax payable

t her eon.

(b) If it should appear upon such exam nation or
thereafter within five years after the filing of the
return, or at any tinme if no return has been filed, as
a result of such examnation or as a result of any
exam nation of the records of the |icensee or of any
other inquiry or investigation, that the correct anount
of the tax is greater than that shown on the return, or
that any tax inposed by this chapter has not been paid,
an assessnent of such tax may be made, in the manner
provided in section 235-108(b). The anount of the tax
for the period covered by the assessnent shall not be
reduced bel ow the anmount determ ned by an assessnent so
made, except upon appeal or in a proceedi ng brought
pursuant to section 40-35.

(c) If the licensee has paid or returned with
respect to any nonth nore than the anmount determ ned to
be the correct anobunt of tax for such nonth, the anount
of the tax so returned and any assessnent of tax nade
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pursuant to the return may be reduced, and any

over paynment of tax may be credited upon the tax inposed
by this chapter, or at the election of the |icensee,
the licensee not being delinquent in the paynent of any
taxes owng to the State, nay be refunded in the manner
provided in section 231-23(d), provided that no
reduction of tax may be nmade when forbi dden by
subsection (b), or nore than five years after the
filing of the return.

8 245-8 Records to be kept. (a) Every whol esal er and
deal er shall keep a record of every sale or use of

t obacco products by the whol esal er or deal er, and of
the tax payable thereon, if any, in such formas the
departnment of taxation may prescribe. The records
shall be offered for inspection and exam nation at any
ti me upon demand by the departnment and shall be
preserved for a period of five years, except that the
departnment may, in witing, consent to their
destruction within such period or may require that they
be kept longer. The departnent may by regul ation
require the licensee to keep such other records as it
may deem necessary for the proper enforcenent of this
chapter.

(b) I'f any whol esaler or dealer fails to keep
records fromwhich a proper determ nation of the tax
due under this chapter may be nmade, the departnent may
fix the amount of the tax for any period fromthe best
i nformati on obtai nable by it and assess the tax as
her ei nbef ore provi ded.

8 245-9 Inspection. The departnent of taxation may
exam ne all records required to be kept under this
chapter, and books, papers, and records of any person
engaged in the sale of tobacco products, to verify the
accuracy of the paynent of the tax inposed by this
chapter. Every person in possession of such books,
papers, and records, and the person’s agents and

enpl oyees, are hereby directed and required to give to
t he departnent the neans, facilities, and opportunities
for such exam nati ons.

8§ 245-10 Appeals. Any person aggrieved by any
assessnment of the tax inposed by this chapter may
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appeal fromthe assessnent in the nmanner and within the
time and in all other respects as provided in the case

of incone tax appeals by section 235-114, provided the

tax so assessed shall have been paid. The hearing and

di sposition of such appeal, including the distribution

of costs and of taxes paid pending the appeal shall be

as provided in chapter 232.

Effective July 1, 1993, Haw. Rev. Stat. secs. 245-3, 245-5,
and 245-7 provide:

8 245-3 Taxes; limtations. (a) Every whol esal er or
dealer, in addition to any other taxes provided by |aw,
shall pay for the privilege of conducting business and
other activities in the State an:

(1) Excise tax equal to 3.00 cents for each
cigarette sold by the whol esal er or dealer, after June
30, 1993, whether or not sold at wholesale, or if not
sold then at the sane rate upon the use by the
whol esal er or deal er; such excise tax to increase to
3.50 cents per cigarette on the first day of the nonth
one hundred eighty days after a United States
congressional act is signed into | aw which requires
mlitary installations to purchase cigarettes in Hawaili
in a mnner simlar to that required of alcoholic
beverages under 10 United States Code, section 2488
(nonappropriated fund instrunentalities, purchase of
al cohol i ¢ beverages); and

(2) Excise tax equal to forty per cent of the
whol esal e price of each article or itemof tobacco
products sold by the whol esal er or deal er, whether or
not sold at wholesale, or if not sold then at the sane
rate upon the use by the whol esal er or dealer.

(b) The taxes, however, are subject to the
followwng [imtations:

(1) The neasure of the taxes shall not include any
cigarettes or tobacco products exenpted, and so | ong as
the sanme are exenpted, fromthe inposition of taxes by
the Constitution or laws of the United States; and
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(2) The taxes shall be paid only once in respect
of the same cigarettes or tobacco product. This
[imtation shall not prohibit the inposition of the
exci se tax on receipts fromsales of tobacco products
under subsection (a)(2); provided that the anmount
subject to the tax on each sale shall not include
anounts previously taxed under this chapter

8§ 245-5 Returns. Every licensee, on or before the | ast
day of each nonth, shall file with the departnent of
taxation a return showi ng the cigarettes and tobacco
products sold or used by the licensee during the
precedi ng cal endar nonth and of the taxes chargeable
agai nst the taxpayer in accordance with this chapter.
The formof the return shall be prescribed by the
departnent and shall contain such information

i ncluding a separate statenent of the nunber and

whol esal e price of cigarettes, and the whol esale price
of tobacco products, sold or used, as it may deem
necessary for the proper adm nistration of this
chapter.

8§ 245-7 Determ nation of taxes; additional assessnents,
credits, and refunds. (a) As soon as practicable after
each return shall have been filed, the departnent of
taxation shall cause it to be exam ned and shal

conpute and determ ne the anount of the taxes payable

t her eon.

(b) If it should appear upon such exam nation or
thereafter within five years after the filing of the
return, or at any tinme if no return has been filed, as
a result of the exam nation or as a result of any
exam nation of the records of the |icensee or of any
other inquiry or investigation, that the correct anount
of the taxes is greater than that shown on the return,
or that any taxes inposed by this chapter have not been
pai d, an assessnent of such taxes nay be made, in the
manner provided in section 235-108(b). The anmount of
the taxes for the period covered by the assessnent
shal | not be reduced bel ow the anpbunt determ ned by an
assessnent so nmade, except upon appeal or in a
proceedi ng brought pursuant to section 40-35.
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(c) If the licensee has paid or returned with
respect to any nonth nore than the anmount determ ned to
be the correct anpbunt of taxes for the nonth, the
anount of the taxes so returned and any assessnent of
t axes made pursuant to the return may be reduced, and
any overpaynent of taxes may be credited upon the taxes
i nposed by this chapter, or at the election of the
licensee, the licensee not being delinquent in the
paynment of any taxes owing to the State, may be
refunded in the manner provided in section 231-23(d);
provi ded that no reduction of taxes may be made when
f or bi dden by subsection (b) or nore than five years
after the filing of the return.

1993 Haw. Sess. Laws ch. 220, secs. 9, 10, 12; see also id. sec.
19 (effective date provision).

Haw. Rev. Stat. sec. 245-7, as effective June 19, 2000,
t hrough June 30, 2006, provides:

§ 245-7. Determ nation of taxes; additional
assessnents, credits, and refunds

(a) As soon as practicable after each return shal
have been filed, the departnent of taxation shall cause
it to be exam ned and shall conpute and determ ne the
anount of the taxes payabl e thereon.

(b) I'f it should appear upon the exam nation or
within five years after the filing of the return, or at
any tinme if no return has been filed, as a result of
the exam nation, or as a result of any exam nation of
the records of the whol esal er or dealer, or of any
other inquiry or investigation, that the correct anount
of the taxes is greater than that shown on the return,
or that any taxes inposed by this chapter have not been
pai d, an assessnent of the taxes may be nmade in the
manner provided in section 235-108(b). The anmount of
the taxes for the period covered by the assessnent
shal | not be reduced bel ow the anpbunt determ ned by an

"As of June 30, 2006, the predecessor statute again becane
effective. See 2000 Haw. Sess. Laws ch. 249, secs. 7, 20(2).
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assessnent so nmade, except upon appeal or in a
proceedi ng brought pursuant to section 40-35.

(c) If the wholesaler or dealer has paid or
returned with respect to any nonth nore than the anount
determined to be the correct anmount of taxes for the
mont h, the ampbunt of the taxes so returned and any
assessnment of taxes made pursuant to the return may be
reduced, and any overpaynent of taxes may be credited
upon the taxes inposed by this chapter, or at the
el ection of the whol esal er or deal er, the whol esal er or
deal er not being delinquent in the paynent of any taxes
owng to the State, may be refunded in the manner
provided in section 231-23(c); provided that no
reduction of taxes may be nmade when forbi dden by
subsection (b) or nore than five years after the filing
of the return.

2000 Haw. Sess. Laws ch. 249, secs. 7, 20(2); see also id. sec.
20.
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APPENDI X B

Tobacco Tax Liability Adjustnents

Taxabl e Year Jul y August  Sept enber October Novenber Decenber January February March Apri | May June Total s
198906 - 0- - 0- - 0- - 0- - 0- -0- -0- $280, 000 $280, 000 $280, 000 $280, 000 $280, 000 $1, 400, 000
199006 $280, 000 $280, 000 $280, 000 $280, 000 $280, 000 $280, 000 $280, 000 280,000 280,000 280,000 280,000 240,000 3, 320, 000
199106 200, 000 200,000 200, 000 160, 000 200,000 160,000 160,000 120,000 120,000 120,000 120,000 200,000 1, 960, 000
199206 120,000 120,000 120,000 160, 000 200,000 200,000 240,000 240,000 240,000 240,000 240,000 300,000 2,420, 000
199306 300, 000 300,000 400,000 400,000 360,000 360,000 360,000 360,000 360,000 360,000 360,000 360,000 4,280, 000
199406 360,000 360,000 360,000 360,000 360,000 360,000 360,000 360,000 430,000 400,000 400,000 400,000 4,510, 000
199506 400, 000 400, 000 200, 000 200, 000 250,000 250,000 200,000 250,000 350,000 350,000 350,000 350,000 3, 550, 000

21, 440, 000
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APPENDI X C
Crim nal Grand Jury Crim nal
Tot al | nvestigation Pr oceedi ngs Tria
Legal Fees
Accucopy, Inc
200006 9, 558. 62 -0- -0- 8, 665. 37
200106 5, 000. 58 -0- -0- 5, 000. 58
200206 7,016. 57 -0- -0- 7,016. 57
Ayabe Chong
200006 201, 741. 42 -0- -0- 201, 741. 42
200106 61, 982. 97 -0- -0- 61, 982. 97
200206 93, 953. 20 -0- -0- 93, 953. 20
Benj am n Cassi dy
199806 5, 000. 00 5, 000. 00 -0- -0-
Bird Marell a
200006 101, 842. 85 -0- -0- 101, 842. 85
200106 1,018, 262. 37 -0- -0- 1,018, 262. 37
200206 1,170, 735. 31 -0- -0- 1,170, 735. 31
Bi rney Bervar
200106 5, 000. 00 -0- 5, 000. 00 -0-
Bowen Hunsaker
200006 100, 887. 28 -0- -0- 100, 887. 28
Br ook Hart
199806 13, 049. 23 -0- 13, 049. 23 -0-
199906 7,712.85 -0- 7,712.85 -0-
200006 4,532.77 -0- 4,532.77 -0-
200206 4,864.74 -0- -0- 4,864.74
Candon Consul ting/
John Candon
200006 8, 615. 00 -0- -0- 8, 615. 00
200106 5, 002. 28 -0- -0- 5, 002. 28
200206 11, 761. 55 -0- -0- 11, 761. 55
Carlsmth Bal
199806 14, 258. 83 -0- -0- -0-
199906 8, 401. 97 -0- -0- -0-
200006 14,272. 77 -0- -0- -0-
200106 2,478. 22 -0- -0- -0-
200206 15, 026. 03 -0- -0- -0-
Case Bigel ow
200006 736. 31 -0- -0- -0-
Chee Mar kham
199806 2,207.94 -0- -0- -0-
199906 2, 046. 86 -0- -0- -0-
200006 2, 806. 88 -0- 2, 806. 88 -0-

Fees Re: Fees Accept ed
Jin Sook As Ordinary O her
Lee and Necessary Fees
-0- -0- 893. 25
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- 14, 258. 83 -0-
-0- 8, 401. 97 -0-
-0- 14, 272. 77 -0-
-0- 2,478. 22 -0-
-0- 5, 026. 03 -0-
-0- -0- 736. 31
2,207.94 -0- -0-
2, 046. 86 -0- -0-
-0- -0- -0-



Chi coi ne Hal | et
200206
Cor ni el
199806
Damon Key
199806
199906
200006
200106
200206
Fol ey Jones
200006
Gai s Wi |
199806
199906
200006
200106
200206
d enn Lee Boul ware
Trust
199906
GW Consul ting
200206
Goodenow
199806
Gr aham Janes
199806
199906
200006
Hawai i Nati ona
200106
200206
Hochman Sal ki n
199806
199906
200006
Howar d Chang
199806
199906
200006
Irell Manella
199806

Bank

Tot al

34,784
18, 559.

378, 261.
312,735
423, 692.
63, 890
23, 062.

1, 459.

65, 234
11, 558
36, 927
548
395.

35, 000
18, 854
35, 351.
56, 848
65, 403

53, 977

31, 227
29, 146.

48, 590.
3, 475.
(10, 000.

242, 853
20, 638
16, 837.

44, 401,

24

00

05

94

50

76

39

23
70

00)

42

64

14
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Crim nal Grand Jury Crim nal
| nvestigation Pr oceedi ngs Tria
-0- -0- 34,784. 24
- 0- - 0- 18, 559. 93
13,874.12 122, 706. 28 - 0-
- 0- 173, 275. 20 25, 864. 59
- 0- - 0- 373,737. 84
- 0- - 0- 47, 055. 32
-0- -0- 4,486.71
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- 36, 927. 34
-0- -0- 548. 64
- 0- - 0- 395. 00
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- 35, 351. 94
56, 848. 50 - 0-
- 0- 41, 371.59 24, 032. 37
- 0- - 0- 53,977.76
- 0- - 0- 31, 227. 39
-0- -0- 29, 146. 04
- 0- 48, 590. 23 - 0-
- 0- 3,475.70 - 0-
- 0- (10, 000. 00) - 0-
- 0- 42,853. 42 - 0-
- 0- 20, 638. 78 - 0-
- 0- 16, 837. 64 - 0-
15, 279. 94 29,121. 20 - 0-

Fees Re: Fees Accept ed
Jin Sook As Ordinary
Lee and Necessary
-0- -0-
-0- -0-
227, 005. 66 2,831. 89
55, 025. 96 - 0-
5, 762. 90 40, 913.91
438. 25 6,792.73
- 0- 1,977. 36
-0- -0-
65, 234. 68 - 0-
11, 558. 00 - 0-
-0- -0-
-0- -0-
-0- -0-
35, 000. 00 - 0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-

O her
Fees

18, 854. 05
- 0-

-0-
-0-
-0-

-0-
-0-

-0-
-0-
-0-

-0-
-0-
-0-

- 0-



Tot al
Ki ng King
200006 2, 500.
Laird Christianson
200006 252.
200106 252.
Leonard Sharenow
200006 758, 111.
Lopeti Foli aki
200006 13, 579.
Loui s Wi
200006 5, 000.
Lyl e Hosoda Associ ates
200106 665.
200206 15, 667.
Marr Hi pp
199806 825.
199906 293.
200006 771.
200106 465.
200206 469.
McCorriston M1l er
200106 25, 154.
200206 9, 343.
M chael McCart hy
199806 21, 747.
199906 18, 193.
200006 14, 914.
200106 2,019.
200206 15, 266.
Nat han Suzuki
200006 1, 118.
200106 17, 500.
Per ki n Hosoda
200006 44, 480.
200106 136.
PWC
200006 60, 225.
200106 56, 023.
200206 69, 436.

Pr of essi onal | nage
200006 5, 763.

00

20

97

50

00

01
55

24

14

36
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Crim nal Grand Jury Crim nal

| nvestigation Pr oceedi ngs Trial
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- 758, 111. 97
- 0- 13,579. 50 - 0-
- 0- - 0- - 0-
- 0- - 0- 665. 29
- 0- - 0- 15, 667. 22
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
-0- -0- 25, 154. 47
-0- -0- 9, 343.61
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- - 0-
- 0- - 0- 3,646.54
- 0- - 0- - 0-
- 0- - 0- 17, 500. 00
- 0- 44, 480. 01 - 0-
- 0- - 0- 136. 55
-0- -0- 60, 225. 24
- 0- - 0- 56, 023. 89
-0- -0- 69, 436. 14
- 0- - 0- 5,763. 36

Fees Re: Fees Accept ed
Jin Sook As Ordinary O her
Lee and Necessary Fees

-0- -0- 2, 500. 00
-0- -0- 252. 20
-0- -0- 252. 20
-0- -0- -0-
-0- -0- -0-
-0- -0- 5, 000. 00
-0- -0- -0-
-0- -0- -0-
-0- 825. 26 -0-
-0- 293. 39 -0-
-0- 771.14 -0-
-0- 465. 10 -0-
-0- 469. 79 -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- 21, 747.02
-0- -0- 18, 193. 49
-0- -0- 14,914. 59
-0- -0- 2,019.44
-0- -0- 11, 619. 48
-0- -0- 1,118. 00
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-
-0- -0- -0-



Tot al

Rei nwal d O Connor

199806 533, 491

199906 321, 845

200006 260, 264

200206 23,543
Robert Waters

200206 158, 073
Robert Hol | and

199806 925
Sar anow Pagan

200006 31, 345

200106 292, 282

200206 192, 644
Seyfarth Shaw

199806 122
Sher man Sher man

200206 91, 179
Shei | a Bal kan

200206 32,430
Shi ot ani | nouye

199806 356, 826

199906 285, 228

200006 199, 130

200106 124,213

200206 56, 266
Squi re Sanders

200106 3, 888
St ephen Pl att

200206 13,102
St ephen Pi ngree

199806 15, 117

199906 8,111

200006 24,749
Wachi Wat anabe

199806 21,473

199906 10, 000

200006 7,298

200206 3,776
Wl mngton Institute

200106 67, 225

200206 26, 853

00
00
34
61
18
50
04
00
59
94
37
60
17
10

18
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Crim nal Grand Jury Crim nal
| nvestigation Pr oceedi ngs Tria
- 0- 353, 348. 98 - 0-
- 0- 307, 988. 61 - 0-
- 0- - 0- 259, 730. 35
- 0- - 0- 23, 090. 85
- 0- - 0- 158, 073. 00
- 0- - 0- - 0-
-0- -0- 31, 345. 34
- 0- - 0- 292,282.61
-0- -0- 192, 644. 18
- 0- -0- - 0-
- 0- - 0- 91, 179. 04
- 0- - 0- 32, 430. 00
356, 826. 59 - 0- - 0-
- 0- 285, 228. 94 - 0-
- 0- - 0- 199, 130. 37
- 0- - 0- 124, 213. 60
- 0- - 0- 56, 266. 17
- 0- - 0- 3, 888. 10
- 0- - 0- 13,102. 18
- 0- 15, 117. 06 - 0-
- 0- 8,111.50 - 0-
-0- 24,749. 15 -0-
3,986. 95 17, 486. 87 - 0-
- 0- - 0- 10, 000. 00
- 0- - 0- 7,298. 13
- 0- - 0- 3,776.02
- 0- - 0- 67,225. 00
- 0- - 0- 26, 853. 00

Fees Re: Fees Accept ed
Jin Sook As Ordinary
Lee and Necessary
180, 142.72 - 0-
13, 857. 04 - 0-
534. 10 - 0-
452. 64 - 0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
- 0- 122.50
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-
-0- -0-

O her

Fees

-0-
-0-
-0-
-0-

925. 00

-0-
-0-
-0-

-0-
-0-
-0-
-0-
-0-

-0-
-0-
-0-

-0-
-0-
-0-
-0-

-0-
-0-
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Crim nal Grand Jury Crim nal
Tot al | nvestigation Pr oceedi ngs Tria
Yoshi da, |nc
199906 1, 894. 04 - 0- - 0- - 0-
O her Legal
199806 .23 - 0- - 0- - 0-
199906 (.16) - 0- - 0- - 0-
200006 290. 34 - 0- - 0- - 0-
200106 298. 77 - 0- - 0- - 0-
200206 270. 51 - 0- - 0- - 0-
Total Legal Fees
199806 1, 675, 146. 42 394, 967. 60 699, 121. 77 53, 911. 87
199906 1,112, 540. 32 - 0- 847, 803. 17 59, 896. 96
200006 2,397,682. 43 - 0- 96, 985.95 2,207, 999. 62
200106 1, 783,518. 22 - 0- 5,000.00 1,756, 169.06
200206 2,107,919. 42 - 0- - 0- 2,052,651.31
O her _Prof essi onal Fees
Ant onei t a DeWang- Seo
199806 7, 000. 00 - 0- - 0- - 0-
Appl i ed Conputer
199806 405. 00 - 0- - 0- - 0-
200206 1, 025. 00 - 0- - 0- - 0-
ASl Food Safety
199906 150. 00 - 0- - 0- - 0-
Back to Basics Plus
200206 1, 074.00 - 0- - 0- - 0-
Brewer Environnent a
199806 145. 83 - 0- - 0- - 0-
199906 2,004. 15 - 0- - 0- - 0-
200006 1, 899. 98 - 0- - 0- - 0-
200106 2,158. 32 - 0- - 0- - 0-
200206 1, 999. 98 - 0- - 0- - 0-
Busi ness Consul ting
199806 19, 999. 93 - 0- - 0- - 0-
199906 4,999. 98 - 0- - 0- - 0-
Ceri di an Enpl oyer
200006 520. 00 - 0- - 0- - 0-
Char |l es Abraham
200206 675. 00 - 0- - 0- - 0-

Fees Re: Fees Accept ed

Jin Sook As Ordinary O her
Lee and Necessary Fees
-0- -0- 1, 894. 04
-0- .23 -0-
-0- (.16) -0-
-0- -0- 290. 34
-0- -0- 298. 77
-0- -0- 270.51

474,591. 00 18, 038. 71 34, 515. 47

117, 487. 86 8, 695. 20 78, 657. 13

6, 297. 00 55, 957. 82 30, 442. 04

438. 25 9, 736. 05 12,174. 86
452. 64 7,473.18 47, 342. 29
-0- 7.000. 00 -0-
-0- 405. 00 -0-
-0- 1, 025. 00 -0-
-0- 150. 00 -0-
-0- 1, 074. 00 -0-
-0- 145. 83 -0-
-0- 2,004. 15 -0-
-0- 1, 899. 98 -0-
-0- 2,158. 32 -0-
-0- 1, 999. 98 -0-
-0- 19, 999. 93 -0-
-0- 4,999. 98 -0-
-0- 520. 00 -0-
-0- 675. 00 -0-
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Fees Re: Fees Accept ed
Crim nal Grand Jury Crim nal Jin Sook As Ordinary O her
Tot al | nvestigation Pr oceedi ngs Trial Lee and Necessary Fees
Commer ci al Pl unbi ng
200006 125. 00 -0- -0- -0- -0- 125. 00 -0-
Conmmuni cations--Pacific
200206 979. 16 -0- -0- -0- -0- 979. 16 -0-
COLlI FORM
199906 145. 83 -0- -0- -0- -0- 145. 83 -0-
Dat ahouse
199806 1,588.53 -0- -0- -0- -0- 1,588.53 -0-
199906 8, 234. 22 -0- -0- -0- -0- 8, 234. 22 -0-
200106 6, 054. 64 -0- -0- -0- -0- 6, 054. 64 -0-
Dat aprofit Corp
200006 53, 532. 46 -0- -0- -0- -0- 53, 532. 46 -0-
200106 5, 400. 00 -0- -0- -0- -0- 5, 400. 00 -0-
Dunn Bradstreet
199806 158. 22 -0- -0- -0- -0- 158. 22 -0-
El ectra Form
199906 10, 302. 58 -0- -0- -0- -0- 10, 302. 58 -0-
EMS Sol utions
199806 (90. 00) -0- -0- -0- -0- (90. 00) -0-
199906 2, 045. 00 -0- -0- -0- -0- 2, 045. 00 -0-
200006 21,970. 00 -0- -0- -0- -0- 21,970. 00 -0-
Fidelity Investnents
200006 7,017.53 -0- -0- -0- -0- 7,017.53 -0-
Fol ey Jones
199906 741. 00 -0- -0- -0- -0- 741. 00 -0-
Food Products
199806 2, 345. 00 -0- -0- -0- -0- 2, 345. 00 -0-
199906 2, 860. 00 -0- -0- -0- -0- 2, 860. 00 -0-
200006 2, 860. 00 -0- -0- -0- -0- 2, 860. 00 -0-
200106 2, 660. 00 -0- -0- -0- -0- 2, 660. 00 -0-
GEM Comm
200006 5,841.12 -0- -0- -0- -0- 5,841.12 -0-
GTI Service
200006 1, 080. 00 -0- -0- -0- -0- 1, 080. 00 -0-
Hawai i an Har dwar e
200006 324.76 -0- -0- -0- -0- 324.76 -0-
Henry Yokogawa
200106 26, 500. 00 -0- -0- -0- -0- -0- 26, 500. 00
200206 63, 600. 00 -0- -0- -0- -0- -0- 63, 600. 00
Intrastate Comm
200006 86. 46 -0- -0- -0- -0- 86. 46 -0-

IWdba Italia Wang
199906 32, 000. 00 - 0- - 0- - 0- - 0- 32, 000. 00 - 0-
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Fees Re: Fees Accept ed
Crim nal Grand Jury Crim nal Jin Sook As Ordinary O her
Tot al | nvestigation Pr oceedi ngs Trial Lee and Necessary Fees

John Chi ng

200006 1, 075. 00 -0- -0- -0- -0- 1, 075. 00 -0-
Ki mura I nternationa

200106 19, 428. 68 -0- -0- -0- -0- 19, 428. 68 -0-

200206 11, 562. 42 -0- -0- -0- -0- 11, 562. 42 -0-
Kobayashi Do

199806 65, 837. 29 -0- -0- -0- -0- -0- 65, 837. 29

199906 61, 140. 22 -0- -0- -0- -0- -0- 61, 140. 22

200006 57, 966. 64 -0- -0- -0- -0- -0- 57, 966. 64

200106 67, 758. 54 -0- -0- -0- -0- -0- 67, 758. 54

200206 76, 116. 85 -0- -0- 2,195. 28 -0- 73,921.57
KPMG

199806 17, 291. 00 -0- -0- -0- -0- 17, 291. 00 -0-

200006 8,854.11 -0- -0- -0- -0- 8,854.11 -0-
L. C. Financi al

199806 451. 00 -0- -0- -0- -0- 451. 00 -0-
Leung Pang

200006 1, 800. 00 -0- -0- -0- -0- 1, 800. 00 -0-
Lorin Kushi yama

199906 20, 000. 00 -0- -0- -0- -0- 20, 000. 00
Mel vin Kam

199806 760. 50 -0- -0- -0- -0- 760. 50 -0-
M chael Toi go

199806 246. 75 -0- -0- -0- -0- 246. 75 -0-

200006 1, 291. 60 -0- -0- -0- -0- 1, 291. 60 -0-
Pensi on Services

200006 781. 20 -0- -0- -0- -0- 781. 20 -0-
Procomm

200006 751. 60 -0- -0- -0- -0- 751. 60 -0-

200106 1,734.92 -0- -0- -0- -0- 1,734.92 -0-
Pr of essi onal | nage

200206 125. 68 -0- -0- -0- -0- 125. 68 -0-
Profit Concepts

200006 360. 00 -0- -0- -0- -0- 360. 00 -0-

200106 7, 400. 00 -0- -0- -0- -0- 7, 400. 00 -0-
Quadrel Labeling

199806 14, 142. 33 -0- -0- -0- -0- 14, 142. 33 -0-
Rhanda Ki m

200106 7,127.56 -0- -0- -0- -0- 7,127.56 -0-

200206 7,658. 81 -0- -0- -0- -0- 7, 658. 81 -0-
Ri chard Kitagawa

200006 4,500. 00 -0- -0- -0- -0- 4,500. 00

200106 500. 00 -0- -0- -0- -0- 500. 00 -0-

200206 (1, 000. 00) -0- -0- -0- -0- (1, 000. 00) -0-



RIR Packagi ng
200206

Servend of Hawai
199906

Stewart Engi neering
199906
200006

Tricia Young
200006

TR Pac
199906

Vendi ng Consul ting
200006
200106

WAt son Watt
199906

Wayne Arakak
200106

Anortization
199806
199906
200006
200106
200206

Total O her
Pr of essi ona
Fees
199806
199906
200006
200106
200206

Total Legal and

O her

Pr of essi ona
Fees

199806

199906

200006

200106

200206
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Fees Accept ed

As Ordinary

and Necessary

Fees Re:
Crim nal Grand Jury Crim nal Jin Sook
Tot al | nvestigation Pr oceedi ngs Trial Lee
745. 00 -0- -0- -0- -0-
2,500. 00 -0- -0- -0- -0-
8, 853. 60 -0- -0- -0- -0-
2,197.78 -0- -0- -0- -0-
613. 60 -0- -0- -0- -0-
10, 000. 00 -0- -0- -0- -0-
60, 000. 00 -0- -0- -0- -0-
15, 000. 00 -0- -0- -0- -0-
15, 857. 00 -0- -0- -0- -0-
353. 60 -0- -0- -0- -0-
30, 643. 54 -0- -0- -0- -0-
116, 176. 10 -0- -0- -0- -0-
38, 387. 03 -0- -0- -0- -0-
45, 080. 13 -0- -0- -0- -0-
40, 570. 67 -0- -0- -0- -0-
160, 924. 92 -0- -0- -0- -0-
298, 009. 68 -0- -0- -0- -0-
273, 835. 87 -0- -0- -0- -0-
207, 156. 39 -0- -0- -0- -0-
205, 132. 57 -0- 2,195. 28 -0- -0-
1,836, 071. 34 394, 967. 60 699, 081. 77 53, 911. 87 474, 591. 00
1, 410, 550. 00 -0- 847, 803. 17 59, 896. 96 117, 487. 86
2,671,518. 30 -0- 96, 985. 95 2,207, 999. 62 6, 297. 00
1,990, 674. 61 -0- 5, 000. 00 1, 756, 169. 06 438. 25

2,313, 051. 99 - 0- 2,195. 28 2,052,651. 31 452. 64

745
2,500

8, 853
2,197.

613.

00

00

60
78

60

- 0-

-0-
-0-

- 0-

353

60

-0-
-0-
-0-
-0-
-0-

64, 444
74, 836.
112, 982.
52, 817.
24, 845

82, 482.
83, 531.
168, 940
62, 553
32, 318

O her
Fees

10, 000. 00

60, 000. 00
15, 000. 00

15, 857. 00
- 0-

30, 643. 54
116, 176. 10
38, 387. 03
45, 080. 13
40, 570. 67

96, 480. 83
223,173.32
160, 853. 67
154, 338. 67
178, 092. 24

130, 996. 30
301, 830. 45
191, 295.71
166, 513. 53
225,434.53
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1In at | east one of petitioners’ subm ssions to the Court, petitioners erroneously include this anpbunt a second tinme in other
prof essional fees paid by Carlsnmith Ball for 200206

2ln at least one of their submissions to the Court, petitioners erroneously list Howard Chang’'s total charges for 199806 as
$39, 027.63. The correct total charges is $42,853.42, or in other words $3,825.79 greater than that reported by petitioners ($42,853.42
- $39,027.63 = $3,825.79)



