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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
WHALEN, Judge: Respondent determ ned the foll ow ng
deficiency in, and penalty on, petitioners' Federal incone

tax for 1989:

Defi ci ency Sec. 6662 Penalty

$296, 702 $59, 340
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Unl ess stated otherwi se, all section references are to
the Internal Revenue Code as in effect for 1989. After
concessions, the issues remaining for decision
are: (1) Whether the fair market val ue of the capital
stock of Soft Warehouse, Inc. ("SW"), on June 30, 1989,
was $60.98 per share as petitioners contend, or $1,739. 82
per share as determ ned by respondent; and (2) whether
petitioners are |liable for the accuracy-related penalty

prescri bed by section 6662(a).

Respondent's Motion in Limne

As a prelimnary matter, we nust deci de respondent's
nmotion in limne wherein she asks the Court to overrule
certain evidentiary objections reserved by petitioners in
the stipulation of facts. Petitioners object to the

adm ssion of the follow ng joint exhibits:

1. A menor andum prepared by Dubin Cark &
Co., Inc. ("Dubin Cark"), describing
its 1989 purchase of SW;

2. A menor andum prepared by Conti nent al
Il1linois National Bank and Trust Co. of
Chi cago ("Continental Bank") for the
pur pose of approving financing for
Dubin C ark's purchase and subsequent
expansi on of SW;

3. A val uation of a noncontrolling equity
interest in SW as of March 31, 1990,
prepared by KPMs Peat Marwi ck and dated
June 14, 1990;
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4. A confidential private placenent
menor andum dat ed Oct ober 1, 1990,
prepared by Gol dman, Sachs & Co. and
Al ex. Brown & Sons, Inc.; and
5. A prospectus for ConpUSA (the successor
conpany of SW) dated Decenber 17,
1991, prepared by Kidder, Peabody &
Co., Inc., and the First Boston Corp.
Petitioners argue that these docunents are irrel evant
to our determ nation of the value of SW stock as of
June 30, 1989, insofar as they relate to events or
conditions arising after that date. Petitioners maintain
that only events or conditions which are reasonably
foreseeable to a hypothetical buyer and seller on the
val uation date can be considered in determ ning the val ue
of the subject property on that date. Petitioners also
argue that even if the docunents are rel evant, they should
not be admtted into evidence because they create an undue
ri sk of prejudice and confusion of the issues which
out wei ghs their probative value. Respondent, on the other
hand, contends that the docunents are rel evant because they
represent subsequent evidence of the value of SW stock on
the valuation date. Respondent points out that all of the
docunents were drafted by disinterested third parties

incident to a sale or issuance of SW stock, and that

they were drafted for purposes other than litigation.
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Respondent al so mai ntains that the docunents do not create
an undue ri sk of prejudice.

The primary issue in this case is the fair market

val ue of SW stock as of June 30, 1989. Fair narket val ue
is generally defined as the price at which property woul d
change hands between a willing buyer and a willing seller
on a fixed date, neither being under any conpul sion to buy
or sell, and both having reasonabl e know edge of rel evant
facts. See sec. 20.2031-1(b), Estate Tax Regs.; United

States v. Cartwright, 411 U S. 546, 551 (1973); Krapf v.

United States, 977 F.2d 1454, 1457 (Fed. Gr. 1992);

Estate of Kaplin v. Commi ssioner, 748 F.2d 1109, 1111

(6th Gr. 1984), revg. T.C. Menp. 1982-440; Estate of

Brown v. Conmm ssioner, 425 F.2d 1406, 1406-1407 (5th Gr.

1970), affg. T.C. Meno. 1969-91; Estate of Andrews v.

Commi ssioner, 79 T.C 938, 940 (1982); Duncan | ndus.

v. Comm ssioner, 73 T.C. 266, 276 (1979); Culp v.

Commi ssioner, T.C Menp. 1989-517 (applying this standard

to section 83(b) election).

Evidence is relevant if it has "any tendency to nake
t he exi stence of any fact that is of consequence to the
determ nation of the action nore probable or |ess probable
than it would be without the evidence." Fed. R Evid. 401.
We agree with petitioners that unforeseeabl e events

occurring after the hypothetical date of sale which alter
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the value of the property should not be considered in

fixing fair market value. See First Natl. Bank of Kenosha

v. United States, 763 F.2d 891, 893-894 (7th G r. 1985).

However, this Court has drawn a distinction between
subsequent events which affect the value of the property
and those which nerely provide evidence of such val ue on

the valuation date. See Estate of Jung v. Conm Ssi oner

101 T.C. 412, 431 (1993).

Subsequent events or conditions which affect the val ue
of the property can be taken into account only if they are
reasonably foreseeable on the valuation date. 1d. For
exanpl e, the discovery of oil on real property after the
val uation date could affect what a willing buyer would pay
and what a willing seller would demand for the property on
the valuation date if the buyer and seller could foresee
the discovery. |If the discovery was unforeseeable on the
val uation date, then it could not affect the value of the
property on the valuation date and should not be considered
in determning the value of the property on that date. See

id.; Estate of Hillebrandt v. Conm ssioner, T.C. Meno.

1986- 560.

Conversely, subsequent events which nerely provide
evi dence of the value of the property on the val uation
date can be taken into account regardl ess whether they

are foreseeable on the valuation date. See id. Estate of
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Jung v. Conmi ssioner, supra. |In considering such events,

appropriate adjustnents nust be nmade for changes in
inflation, general economc conditions in the industry,

t echnol ogi cal advances, and simlar factors. 1d. For
exanpl e, a subsequent arm s-length sale of the property
appropriately adjusted to take account of general economc
di fferences between the valuation date and the date of the
sale is relevant because it provides evidence of the val ue
of the property on the valuation date. See id. at 431-432.
| ndeed, this and other courts have recogni zed on many

occasi ons that:

In determ ning the value of unlisted stocks,
actual sales made in reasonable anbunts at arnis
I ength, in the normal course of business within
a reasonable time before or after the val uation
date are the best criteria of market val ue.

[ Duncan I ndus. v. Comm ssioner, 73 T.C. 266, 276
(1979) (citing Fitts' Estate v. Conm ssioner, 237
F.2d 729 (8th GCr. 1956), affg. T.C. Menp. 1955-
269. See also Estate of Jung v. Conmi ssioner,
supra; Estate of Andrews v. Comm ssioner, 79
T.C. 938, 940 (1982); Estate of Canpbell v.

Comm ssioner, T.C Meno. 1991-615.]

In light of the foregoing, we find that each of the
itenms at issue except for the ConpUSA prospectus is
rel evant to our determ nation of the value of SW stock as
of June 30, 1989. The Dubin C ark nmenorandum descri bi ng
the ternms of its purchase of SW (item nunber 1 above) and

t he nmenorandum prepared by Continental Bank for purposes
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of approving financing for that transaction (item nunber 2
above) were both prepared prior to the valuation date.

Bot h docunents were prepared in connection with Dubin
Clark's purchase of SW, and neither describes subsequent
events which affected the value of the stock. Accordingly,
t hese docunents are directly relevant to our determ nation
of the value of SW stock on the valuation date. See

Estate of Jung v. Conmi SSioner, supra.

The valuation of a noncontrolling equity interest in
SW prepared by KPMG Peat Marwi ck (item nunber 3 above) and
the confidential private placenment nenorandum prepared by
ol dman, Sachs & Co. and Alex. Brown & Sons, Inc. (item
nunber 4 above), were both prepared after the valuation
date. However, both of these docunents contain information
regardi ng the value of SW stock within a reasonable tine
after that date, and neither describes subsequent events
whi ch affected the value of SW stock. Both docunents al so
represent valuations of SW stock by third parties who were
not influenced by the biases of litigation. The fact that
they were prepared after the valuation date is a factor
that we nust consider in determ ning the probative val ue of
t he evidence, but does not automatically nake the docunents

irrel evant. See Krapf v. United States, 977 F.2d 1454,

1458- 1459 (Fed. Gir. 1992).
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The ConmpUSA prospectus (item nunber 5 above), on the
other hand, is not relevant to our determ nation of the
val ue of the stock at issue. This docunent describes a
public offering of SW stock alnost 2-1/2 years after the
val uation date. Based upon the record of this case, we
cannot find that the public offering was sufficiently
foreseeable by the parties on the valuation date. Accord-
ingly, we will sustain petitioners' objection insofar as
t he ConpUSA prospectus is concerned.

W reject petitioners' argunent that the itens in
gquestion should not be admtted into evidence because

Estate of Jung v. Conm ssioner, supra, and simlar cases

only all ow consi deration of subsequent arm s-length sales
of the subject property. As noted above, the first two
itens describe conditions existing prior to the valuation
date. Assum ng that petitioners' restrictive reading of

Estate of Jung v. Conm ssioner, supra, is correct, the next

two itens fit confortably within that reading. The
confidential private placenent nmenorandum (item nunber 4)
was in fact prepared in connection with an arm s-1ength
sale of SW stock. Simlarly, the valuation of a
noncontrolling equity interest in SW (item nunber 3) was
requested by the board of directors to ascertain the price
at which SW stock would change hands in an arm s-1length

sale. Accordingly, we find that these docunents are
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essentially indistinguishable fromthe events which were

determned to be relevant in Estate of Jung V.

Conmi ssi oner, supra.

We also find that the docunents in question do not
create an undue risk of prejudice or confusion of the
i ssues. A court may exclude relevant evidence if "its
probative value is substantially outwei ghed by the danger
of unfair prejudice, confusion of the issues, or m sl eading
the jury, or by considerations of undue del ay, waste of
time, or needless presentation of curul ative evi dence."
Fed. R Evid. 403. Petitioners do not point to any
specific facts which indicate that the evidence at issue
woul d create an undue risk of prejudice or confusion of the
issues if admtted. Rather, petitioners nerely state that
"Respondent's docunents woul d unduly prejudice Petitioners
and confuse the issues and should not be considered by this
Court in determning the value of the subject stock." W
find petitioners' conclusory statenent in this regard both
unsupported and unpersuasi ve. The docunents at issue are
hi ghly probative and do not, in our estimation, create an
undue risk of prejudice or confusion of the issues.
Accordingly, we shall grant respondent's notion in |imne
and overrule petitioners' objections to the adm ssion of

the first four itens |listed above into evidence. W shal

overrul e respondent's notion in |limne and sustain
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petitioner's objection to the adm ssion of the ConpUSA

prospectus (item5) into evidence.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so
found. The stipulation of facts, first suppl enental
stipulation of facts, stipulation of settled issues, and
exhibits attached to each are incorporated herein by this
reference. At the tinme they filed their petition in this
case, petitioners resided in Dallas, Texas. References to
petitioner in this opinion are to M. Nathan P. Morton.

Petitioner is a business executive who specializes in
retail marketing. Prior to May 1989, he was senior vice
presi dent of operations for Honme Depot, Inc., a retailer
speci alizing in hardware and housewares. \When petitioner
j oi ned Hone Depot in 1984, it operated 21 stores. Wen he
resigned in 1989, Hone Depot had grown to approximately 100
st ores.

SW was forned in 1984 by Messrs. Errol Jacobson and
M chael Henochowi cz. SW sold conputer hardware and
sof tware through warehouse "superstore" outlets, by nmail,
and through direct telemarketing. By January of 1989, SW
was operating two stores, one in Dallas, Texas, and one in
Nor cross, Ceorgia, and was planning to open nore. Messrs.

Jacobson and Henochowi cz believed that SW could becone a
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domnant force in its market and wanted to expand the
conpany. Although their corporate contacts and experience
inretail sales and distribution provided a significant
benefit to SW, Messrs. Jacobson and Henochowi cz were both
aware that they | acked the experience and capital necessary
to expand the conmpany. Accordingly, Messrs. Jacobson and
Henochowi cz sold their SW stock to Dubin Cark in January
1989, al though they continued working for the conpany after
Dubin Cark's acquisition.

Dubin Cark's purchase of SW was structured as a
stock purchase followed by a nerger. dd SW was nerged
into new SW, and new SW was the surviving entity. 1In
exchange for their stock in old SW, the selling share-
hol ders were to receive a total of $5 million in cash, the
right to purchase approxi mately 27 percent of the stock of
new SW for $60.98 per share, and contingent annual cash
paynments for 5 years following the sale equal to 30 percent
of the conpany's operating profit in excess of $4 mllion
per year. One-half of the contingent paynents was
designated as "incentive conpensation” to insure the
continuing involvenment of the selling shareholders in the
managenent of SW. The other half was designated as "earn-
out" paynents.

SW cal cul ated the $60.98 price per share that the

former owners paid for the stock of new SW by dividing
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paid-in capital by the nunber of shares outstanding after
the acquisition (i.e., paid-in capital as of January 31,
1989, $439, 056, divided by total shares outstanding on the
sane date, 7,200). The cash portion of the purchase price
was paid with retained earnings fromold SW and the
proceeds of debt incurred by new SW. Prior to the Dubin
Cl ark purchase, SW had virtually no long-termdebt. After
t he buyout, SW had approximately $5 mllion in outstanding
debt .

The Dubin d ark purchase was conpl eted on January 31,
1989. Messrs. Jacobson and Henochow cz received a total of
$279, 000 in contingent paynents based upon operating incone
for the fiscal year ended on June 30, 1990. |In January
1991, SW repurchased 1, 423,787 of the shares held by
Messrs. Jacobson and Henochow cz for $4,416, 000 in cash.

SW al so purchased Messrs. Jacobson's and Henochow cz's
rights to future contingent paynents for a total of
$4, 098, 000 i n cash.

Dubin dark was a sophisticated investor with a
proven record of successfully managing the growh of its
acquisitions. After acquiring SW, Dubin Cark inplenented
a plan to expand the conpany. Dubin Cark's original plan
was to open one or two new stores per year and becone
dom nant in certain regional markets. This would have

all owed Dubin Cark to withdraw excess cash fromthe
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busi ness over the tinme it managed the conpany. Dubin dark
intended to take SW public when sal es reached $250 to $300
mllion, which they expected to take about 3 years.

An inportant aspect of Dubin Clark's plan to expand
SW was hiring experienced managenent. |n accordance with
this aspect of its plan, SW approached petitioner in
March 1989 and offered hima position overseeing the
conpany's expansion. Dubin Cark believed that
petitioner's expertise in assenbling nmanagenent teans,
bui | di ng corporate infrastructure, and establishing plans
to facilitate corporate gromh was essential to its plan to
expand SW.

Petitioner originally rejected Dubin Clark's offer
because he did not agree with its plan to nake SW a
dom nant regional retailer. Rather, petitioner believed
that SW woul d be nost conpetitive if it expanded into a
vari ety of geographical markets. Dubin Cark eventually
agreed with petitioner's assessnent and offered himthe
position of president and chief operating officer of SW.

Petitioner accepted Dubin Clark's offer in April 1989,
but did not join the conpany i medi ately because he had
previously commtted to assist Honme Depot in a debt
offering. Although he provided consulting services for a
short tine before his actual starting date and attended the

opening of SW's third store in Houston, Texas in April,
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petitioner did not officially begin working for SW until
May 31, 1989. Because of his outstandi ng busi ness
credentials, petitioner's enploynent with SW increased the
val ue of SW stock al nost i medi ately.

Dubin Cark realized that to attract desirable
managers to SW, it needed to offer managenent candi dates
ownership interests in the conpany. Therefore, on June 1
1989, SW's board of directors adopted a "Share Conpensa-
tion Plan" (hereinafter referred to as the stock plan).
This stock plan authorized the board of directors to all ow
enpl oyees to purchase stock in SW at a predeterm ned
price. The stock plan did not require that the stock be
sold at fair market value. |In fact, Dubin Cark
contenpl ated that nost of the shares would be sold for |ess
than fair market value. Under the terns of the stock plan,
the price was originally set at $60.98 per share, and
SW's board of directors was authorized to nake subsequent
adjustnments to this price. Although the stock plan
provi ded that the price could not violate applicable State
law, it provided no other specific criteria for making
t hese adjustnments. No valuation of SW's stock was nade
at the time the stock plan was adopted. At this time, it
appears that there were 7,100 shares of SW capital stock
out standi ng, and an additional 1,800 stock purchase

warrants held by two I ending institutions.
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Petitioner believed that |eaving a secure position
wi th Home Depot to join SW was a risky nove, and he woul d
not have joined SW w thout obtaining a significant equity
interest in the conpany. On July 13, 1989, after sone
negoti ati on concerning the anmount of stock petitioner would
receive pursuant to the stock plan, he and Dubin d ark
entered into a "Stock Purchase Agreenent" (hereinafter
referred to as the agreenent) under which petitioner agreed
to purchase 500 shares of SW stock for $60.98 per share.
This is the sane price that Messrs. Jacobson and
Henochowi cz paid for their shares, and is the initial
price established under the stock plan. Neither SW nor
petitioner obtained an independent valuation of the stock
prior to or at the tinme of this purchase. Petitioner
believed that the shares were fairly val uable and woul d
have purchased nore if he had been given the opportunity.

The stock petitioner purchased pursuant to the

agreenent was subject to certain restrictions. Petitioner

could not sell, assign, transfer, pledge, or dispose of the
stock to any person or entity other than SW. |In addition,
all of the shares were initially "unvested”. However, 20

percent of the shares received were to becone vested on the
anni versary of the purchase each year, so that all of the
shares woul d be vested 5 years fromthe date of sale.

The agreenent also required SW to repurchase all of
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petitioner's shares within 90 days of any term nation of
enpl oynment other than a voluntary term nation by
petitioner. The repurchase price for vested shares was
equal to the adjusted book val ue per share. The price for
the unvested shares was set at the | esser of the adjusted
book val ue per share or the original purchase price.

On or before August 12, 1989, petitioners filed with
the Internal Revenue Service a tinely election under
section 83(b) regarding the SW stock petitioner purchased
pursuant to the agreenent. In this election, petitioners
reported the fair market value of the SW stock to be
$60. 98 per share, the anpunt petitioner paid for the stock.
Thus, petitioners clainmed that they realized no gross
income in 1989 fromthe purchase of the SW shares.

Al t hough petitioner received the subject stock on
July 13, 1989, the parties agree that June 30, 1989,
is the appropriate valuation date with regard to the
section 83(b) election.

SW experienced noderate expansion during the first
hal f of 1989. Although it began the year with only two
superstores, it opened a third in Houston, Texas, in April,
and was preparing to open a fourth in Los Angel es by the
end of June. In addition, its nost successful store,
| ocated in Dallas, had to be noved several tinmes into

|arger facilities. Although the conpany was beginning to



recruit experienced nmanagers,

manager

financially healthy at this tinme, but

concerns,

to finance the buyout and expansion.

hired as of June 30,
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1989.

As of June 30,

petitioner was the only new
SW was generally
it had sone fisca

i ncludi ng the significant anount of debt assuned

1989,

SW had |l ong term debt of approximately $8.3 mllion and

current

bal ance sheet as

Asset s

Current assets
Cash and equi val ents
Net accounts receivabl e
I nventory
Pr epai d Expenses

Tot al

Property and equi prent,
at cost
Furniture,
equi prment
Leasehol d i nmprovenents
Property under capita
| ease

Capita
progress

fixtures and

projects in

Less accunul at ed depreci ation

liabilities of approximately $13.2 nillion.

SW's

Net property & equi pnent
Net intangible assets &
deferred charges, net

Deposits and ot her
total assets

Shar ehol ders' equity

In the 5-nmonth period ending on June 30, 1989, SW
experienced total sales of $64 million, gross profit of
and net inconme of $125,526. During this

$16.9 mllion,

sane period, SW's gross profit margin decreased from 12. 8

of June 30, 1989 was as foll ows:
Liabilities
Current liabilities
Account s payabl e $11, 290, 720
Accrued liabilities 1,502, 966
$1, 745, 901 I ncone taxes payabl e 259, 550
6, 730, 874 Current portion of
9, 554, 926 capital |ease obligations 158, 040
555, 899 Tot al 13, 211, 276
18, 587, 600
Capital |ease obligations 326, 255
Bank credit agreement 3,070, 462
738, 733 Seni or _subordi nat ed notes 4,912,341
392, 462
Total long-term
634, 268 liabilities 8, 309, 058
Total liabilities 99.81% 21, 520, 334
35, 633
(367, 558)
1, 433, 538 Shar ehol ders' Equity
1,432,104 Warrants 125, 526
Common st ock 71
108, 583 Addi tional paid in capital 430, 693
21,561, 825 Ret ai ned Ear ni ngs 109, 674
Tot al 666, 054
Carryover basi s adjust nent (624, 563)
Total sharehol ders' equity 0.19%
41, 491
Liabilities + 21, 561, 825
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percent to 11.2 percent. SW's future financial perfornance
was expected to be inpacted by the approximately $1 nmillion
in capital expenditures necessary to open each new store,
and the annual managenent fee that SW was required to pay
Dubin Cark. ©On June 30, 1989, SW had 7,100 shares of
capital stock outstanding. As nentioned above, an
addi tional 1,800 stock purchase warrants were held by two
| ending institutions.

SW's gromh is evidenced by its incone statenents for

the fiscal years 1987, 1988, and 1989, which are set out

bel ow:
Fi scal Year Ending 6/30 1987 1988 1989
Net sal es $32, 124, 000 $66, 566, 000 $137, 457, 598
Cost of sales 29, 450, 000 58, 072, 000 122, 016, 440
Gross profit 2,674,000 8, 494, 000 15, 441, 158
Sel ling, general and administrative expenses
Sal ari es and enpl oyee benefits 11, 812, 357
Adverti sing 1, 223, 000 2, 890, 000
Rent 488, 000 1, 503, 000
O her expenses 107, 000 199, 000
Depreciation and anortization 357, 000 857, 000
Tot al 8, 000 89, 000 370,170
2,183, 000 5,538, 000 12,182, 527
Operating incone
491, 000 2,956, 000 3,258, 631
O her incone/ expense
Interest incone
O her incone 6, 000 45, 000 53, 391
| nt erest expense 5, 000 26, 000 33,729
Tot al (13,000) (11, 000) (454, 939)
8, 000 60, 000 (367, 819)
Ear ni ngs before incone taxes
499, 000 3, 016, 000 2,890, 812
I ncome taxes
Current
Def erred 213, 000 1, 087, 000 1, 204, 472
Tot al 5, 000 (15, 000) --
218, 000 1,072, 000 1, 204, 472
Net incone
281, 000 1, 944, 000 1, 686, 340

The above figures for 1987 and 1988 are taken froman audited statenent attached to a

meror andum prepared by Dubin Cark describing its 1989 purchase of SW. The figures for 1989

are a conbination of old SW's figures and new SW's figures
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On April 16, 1990, petitioners filed an application
for an automatic extension of tinme to file their
i ndividual return for 1989 and paid the estimted tax
due. On August 14, 1990, petitioners requested an
additional extension of time to file their return until
Septenber 25, 1990. Respondent granted this extension
application on August 30, 1990. Petitioners' Form 1040,
U.S. Individual Inconme Tax Return, was signed on
Cct ober 15, 1990, and stanped received by respondent's
Austin, Texas, Service Center on Cctober 22, 1990. W
note that respondent did not determ ne an addition to tax
for late filing wwth respect to petitioners' 1989 return.
On their return, petitioners valued their SW stock for
section 83(b) purposes at $60.98 per share. Thus,
petitioners did not report any incone on their 1989
return with respect to petitioner's purchase of
500 shares of SW stock.

On April 4, 1990, petitioner purchased an additional
25 shares of SW stock for $60.98 per share. Petitioners
thereafter nade a section 83(b) election with respect to
t hese additional shares, in which they reported the fair
mar ket val ue of the stock to be $2,600 per share. This
second section 83(b) election is not at issue in this

case.
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In 1991, petitioners filed a Form 1040X, Anended
U.S. Individual Incone Tax Return, with respect to their
1989 return. 1In the anmended return, petitioners claimto
have overpaid their 1989 incone tax due to an accounting
error for an S corporation in which petitioners owned
shares. This anendnent is not at issue in this case.

SW did not obtain an independent valuation of its
stock until June 14, 1990. Petitioner did not personally
obtain an apprai sal of the subject stock until
preparation for trial. SW stock was not publicly traded

at any time during 1989.

OPI NI ON

The principal issue for decision in this case is
whet her the value of the SW stock petitioner purchased
was greater than the $60.98 per share he paid and
reported on his section 83(b) election. Section 83(a)
provi des generally that the value of property transferred
in connection with the performance of services nust be
included in the gross inconme of the taxpayer who perforns
the services. The value of such property is included in
incone in the first year in which the taxpayer's rights
in the property are transferable or are not subject to a
substantial risk of forfeiture, whichever is earlier. At

such tinme, the excess of the fair market val ue of the
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property over the anount, if any, that the taxpayer paid
for such property is included in the taxpayer's gross

i ncone.

Section 83(b) allows a taxpayer to elect to include
in gross income in the year of receipt the value of the
property transferred in exchange for services regardl ess
of whether his or her rights in the property are trans-
ferable or subject to a substantial risk of forfeiture.

Section 83(b) provides as foll ows:

(b) ELECTION TO I NCLUDE I N GROSS | NCOVE | N YEAR
OF TRANSFER. - -

(1) I'n General.--Any person who perforns
services in connection with which property is
transferred to any person may el ect to include
in his gross inconme, for the taxable year in
whi ch such property is transferred, the excess
of - -

(A) the fair market val ue of
such property at the tine of transfer
(determ ned without regard to any
restriction other than a restriction
which by its terms will never | apse),
over

(B) the anmount (if any) paid for such
property.

| f such election is nade, subsection (a) shal
not apply with respect to the transfer of such
property, and if such property is subsequently
forfeited, no deduction shall be allowed in
respect of such forfeiture.
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The parties agree that petitioners were eligible to nmake
an el ection under section 83(b) with regard to their SW
st ock.

The sol e dispute between the parties to this case is
over the fair market value of the stock at the tinme of the
pur chase, June 30, 1989. In their section 83(b) election,
petitioners clained that the fair market value of the stock
was $60.98 per share, the price petitioner paid for his 500
shares. In the notice of deficiency, respondent determ ned
that the fair market value of the stock was $1, 739. 82 per
share, and that petitioners' 1989 taxable inconme should
therefore be increased in the amount of $839, 420 (i.e.,
$1,739.82 nmnus $60.98 tinmes 500). 1In a report prepared
for trial, petitioners' expert valued the stock at $55 per
share. At trial, respondent's expert testified that the
stock was worth $1, 798 per share.

CGenerally, fair market value is "the price at which
the property woul d change hands between a willing buyer
and a willing seller, neither being under any conpul sion
to buy or sell, and both having reasonabl e know edge of

the relevant facts." United States v. Cartwight, 411

U S. 546, 551 (1973) (quoting section 20.2031-1(b),

Estate Tax Regs.); see also Culp v. Comm ssioner, T.C

Meno. 1989-517 (applying this standard to a section 83(b)

el ection).
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The determ nation of fair market value is a question
of fact to be resolved froma consideration of all rele-
vant evidence in the record and appropriate inferences

therefrom See Estate of Jung v. Conm ssioner, 101 T.C.

412, 423-424 (1993); Estate of Andrews v. Conm SSioner,

79 T.C. 938, 940 (1982); Duncan Indus. v. Conm ssioner,

73 T.C. 266, 276 (1979); Kaplan v. Conmm ssioner, 43 T.C.

663, 665 (1965); Mndel baum v. Conm ssioner, T.C Meno.

1995- 255, affd. wi thout published opinion 91 F.3d 124
(3d CGr. 1996). Petitioners bear the burden of proving
that the fair nmarket val ue determ ned by respondent is
incorrect. See Rule 142(a), Tax Court Rules of Practice

and Procedure; Estate of Jung v. Conmni Ssioner, supra at

424; Estate of Wnkler v. Comm ssioner, T.C Mno. 1989-

231. Al Rule references hereinafter are to the Tax
Court Rules of Practice and Procedure.

Determning fair market value is often difficult
where, as here, the subject property is the capital stock
of a closely held corporation for which no public market
exists. In these circunstances, an actual arm s-length
sale of the stock in the normal course of business within
a reasonable tinme before or after the valuation date is
t he best evidence of fair market value. See Estate of

Andrews v. Conmi ssioner, supra at 940; Estate of Canpbell

v. Comm ssioner, T.C Meno. 1991-615, sec. 20.2031-2(b),
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Estate Tax Regs. In the absence of such sales, fair

mar ket value is determ ned by considering, inter alia:

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

(b) The econom c outl ook in general and
the condition and outl ook of the
specific industry in particul ar;

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

(d) The earning capacity of the conpany;

(e) The dividend paying capacity [of the
conpany] ;

(f) \Wether or not the enterprise has
goodwi I | or other intangible val ue;

(g) The size of the block of stock to be
val ued; and

(h) The market price of stock of
corporations engaged in the sane |line
or simlar line of business having
their stocks actively traded in a
free and open market, either on an
exchange or over-the-counter. [Rev.
Rul . 59-60, sec. 4.01, 1959-1 C. B. at
237, 238-239; see also sec. 20.2031-
2(f), Estate Tax Regs.]

These factors are not intended to be all-inclusive, and
cannot be applied with mathematical certainty. See Rev.
Rul . 59-60 sec. 3.01, 1959-1 C. B. at 238. Because
petitioners made a section 83(b) election with respect

to the subject stock, and because the restrictions on the

stock were not perpetual, the value of the SW stock for
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section 83 purposes nust be determ ned as though the
restrictions did not exist. Sec. 83(b).

There are three generally accepted nethods of
determ ning the value of stock: The market conparison
approach, the incone approach, and the cost approach.

Fi shman, "Val uation Term nati on and Mt hodol ogy", in

Fi nanci al Val uation: Businesses and Business Interests
par. 2.7 (Zukin ed. 1990). Under the market conparison
approach, the value of stock is determ ned by conparison
to the stock of simlar conpanies with publicly traded
stock. 1d. at par. 2.8. Under the incone approach, the
val ue of stock is equal to the present value of the
conpany's future inconme stream 1d. at par. 2.9. Under
t he cost approach, the value of stock is equal to the
fair market val ue of the conpany's assets |ess the total
anount of liabilities. 1d. at par. 2.10.

W note that we are not bound by the nethods or
opi nions of any of the experts who testify at trial, but
may use their opinions to assist in determning the val ue

of the subject property. Chiu v. Conm ssioner, 84 T.C

722, 734 (1985); Estate of Canpbell v. Comm ssioner, T.C

Meno. 1991-615. One expert may be persuasive on a
particul ar el enent of valuation, and another may be

persuasi ve on another elenent. Parker v. Conm ssioner,

86 T.C. 547, 562 (1986). Thus, we may adopt sone aspects
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of an expert's testinony and reject others. Helvering v.

National G ocery Co., 304 U S. 282 (1938).

Petitioners' expert, M. Robert Conklin of Ernst &
Young, relied solely on the incone approach in val uing
the SW stock. M. Conklin did not use the market
conpari son approach because he believed that there were
no sufficiently conparabl e conpanies in existence as of
the valuation date. He did not use the cost approach
because he felt it "tends to mnimze the value of assets
and fails to consider intangibles such as goodw I ."

M. Conklin utilized a "discounted cash fl ow
anal ysis" to calculate the fair market value of SW
stock. Under this analysis, the value of stock is equal
to the present value of the cash flow the conpany is
expected to generate in the future. M. Conklin began
his analysis by estimating SW's net incone for the 10-
year period from 1990 to 1999, and what he described as a
"termnal year". He calculated this net inconme figure by
estimating the total sales SW could expect to generate
fromeach store and nultiplying by the nunber of stores
SW could be expected to operate each year. M. Conklin
assunmed that SW would expand its operations rapidly from
1989 to 1994, and that it would open a constant nunber of
new stores each year thereafter until 1999, reaching a

total of 271 stores in that year. He also assuned that



- 27 -
newl y opened stores woul d generate revenues of $25
mllion per year, while mature stores woul d generate
$35 million. Additionally, M. Conklin assuned that
SW's gross profit margin would grow by 0.3 percent each
year, reaching an "industry norm of 13 percent of sales
by 1999 to reflect inproved nmanagenent and econom es of
scal e.

M. Conklin next reduced SW's estimated total sales
by operating, pre-opening, capital, interest, tax, and
ot her expenses to arrive at a projected net incone for
each year. In calculating the anount of such expenses,
M. Conklin assunmed that begi nning operating expenses for
each store woul d equal 8.8 percent of net sales, and that
this figure would decrease by 0.1 percent per year over a
9-year period (beginning the second year) to reach a
mnimumratio of 8. 0 percent. He also assuned that
each new store opening required capital expenditures of
$1 mllion and pre-openi ng expendi tures of $400, 000.

M. Conklin next estimated SW's "debt-free residual
cash flow' for each year. He calculated this figure by
reduci ng net income by "increnental working capital”
whi ch he described as the anount of working capital
required to support accounts receivables and inventory.
M. Conklin assunmed that this figure for each year woul d

equal 7 percent of the increase in sales over the
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previ ous year. He then added depreciation and deducted
capital expenditures to reach a final "debt-free residual
cash flow' for each year

Next, M. Conklin reduced "debt-free residual cash
flow' each year to present val ue, applying a discount
rate of 35 percent. M. Conklin chose this discount rate
after examning the risk inherent in SW's financi al
structure and the risk associated with SW's general
busi ness enterprise. According to M. Conklin, the
di scount rate reflects the rate of return an investor
woul d require before devoting noney to a particul ar
enterprise, considering its particular economc, narket,
and industry risks. In this regard, M. Conklin exam ned
the capital structure of the conputer retailing industry,
as well as the economc, market, and industry risk on the
valuation date. He believed that SW presented a
particularly risky investnent due to difficulties in
obtai ning financing for expansion and a hi gh degree of
risk in the conputer and rel ated markets. Additionally,
M. Conklin believed that "The [discount] rates for
venture capital funds averaged between 30 to 60 percent
or nore due to the business risk associated with SW's
position." He did not cite any authority for this
conclusion either in his expert report or in his

testinony at trial, nor did he state whether this rate of
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return is generally required for venture capitalists or
is specific to an investnment in SW. M. Conklin
believed that a 35-percent rate of return was necessary
not only to justify the high degree of risk involved in
Dubin Gark's investnment in SW, but also to allow Dubin
Clark to nmake an overall profit despite the failure of
ot her ventures.

After calculating the present value of SW's "debt-
free residual cash flow' for each year, M. Conklin
reduced the sum of these values by the book val ue of debt
outstanding in 1989 to arrive at the "fair nmarket val ue
of equity, enterprise basis.” Finally, M. Conklin
divided this figure by the total nunber of shares
outstanding to reach the price per share. M. Conklin
conputed this value assum ng 6 percent, 7 percent, and 8
percent "termnal growh rates". This produced per share
val ues of ($72.38), $100.14, and $285. 43, respectively.
M. Conklin then reduced these figures to reflect a
"mnority and marketability discount” of 50 percent,

whi ch he based on the Mergerstat Review 1989. This

produced a range of values of ($36.19), $50.07, and
$142. 72 per share. Based on this range, M. Conklin
concluded that the fair market value of SW stock as of

June 30, 1989, was $55 per share.
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We find petitioners' expert's valuation

unpersuasive. First, the results of M. Conklin's
anal ysis fluctuate wildly with m nor changes in basic
assunptions. For exanple, mnor changes in what
M. Conklin terns "Increnental Wrking Capital" cause
drastic changes in the overall value of the stock under
his analysis. "Increnmental Wrking Capital" is nmeasured
as a percentage of the increase in sales over the prior
year. Throughout his analysis, M. Conklin assuned that
SW woul d require working capital each year equal to 7
percent of the increase in sales over the previous year.
However, a change in this figure of just 1 percentage
point to 6 percent, leaving all of M. Conklin's other
assunpti ons unchanged and applying a 7-percent growth
rate, causes the price per share to increase, by our
calculation, to $1,748.17. This is troubling in light of
the fact that M. Conklin agreed on cross-exam nation
that 6 percent was a reasonable figure for increnental
wor king capital. Gven the inportance of increnenta
wor king capital to M. Conklin's valuation nodel, and the
vol atile effect this figure has on his overall valuation,
we find troubling M. Conklin's concession as to the
reasonabl eness of using 6 percent. Moreover, we note
that information contained in M. Conklin's report

suggests that SW's increnental working capital had
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fluctuated between 1.7 percent and 7.58 percent during
the 4-year period from 1986 to 1989. Qur conputation of

t hose percentages is as follows:

I n Thousands 1985 1986 1987 1988 1989

Total sal es $3, 000 $11, 739 $32, 124 $66, 566 $137, 458
Change from previ ous year - - 8,739 20, 385 34, 442 70, 892
Wor ki ng capital - - 211 347 1,777 5, 376
Incremental working capital -- 2.41% 1.70% 5.16% 7.58%

The di scount rate enployed in M. Conklin's val ua-
tion nodel is also bothersonme. M. Conklin testified that
he chose a discount rate of 35 percent to reflect the rate
of return required by venture capitalists before devoting
nmoney to a particular enterprise. M. Conklin testified
that venture capitalists generally require between 30- and
60- percent return, and that his 35-percent discount rate
was "conservative". However, M. Conklin did not provide
any objective support, either at trial or in his expert
report, for selecting a discount rate in this range.

Mor eover, the discount rate is another extrenely

probl ematic variable in M. Conklin's nodel. Changing the
di scount rate just 2 percentage points, from35 to 33
percent, |eaving all other variables the same and applying
a 7-percent gromh rate, causes an increase in the overal
val uation from by our cal culation, $47.33 per share to
$1, 161 per share. A discount rate of 30 percent produces

a final value of $3,551 per share. Once again, the
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volatile nature of M. Conklin's valuation nodel, along
with the | ack of objective support for his assunptions,
causes us concern about the accuracy of his final
cal cul ati on.

We are al so not persuaded by petitioners' argunment
that the $60.98 price per share established in the
original acquisition transaction and used in connection
with the Share Conpensation Plan supports the accuracy of
petitioners' expert's valuation. In consideration for
their shares in old SW, Dubin Cark gave Messrs.
Jacobson and Henochowicz $5 million in cash, the right
to contingent paynents of 30 percent of the conpany's
operating profit in excess of $4 million for the next 5
years, and the right to purchase approximtely 27 percent
of the stock of new SW for $60.98 per share. W agree
Wi th respondent that this price per share does not
accurately reflect the fair market value of the stock
after the acquisition transaction. Indeed, as nentioned
above, the $60.98 price for the new SW shares was
conputed by dividing paid-in capital as of January 31,
1989, $439, 056, by the nunber of shares of new SW stock
outstanding at that time, 7,200. It bears no necessary
correlation to the value of the SW stock after the
acquisition transaction. Furthernore, there is no

evidence that it was intended to reflect the value of the
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new SW stock after the transaction. It was just one
conponent of the overall acquisition transaction in which
Dubin Cark acquired the interests of Messrs. Jacobson
and Henochowi cz in old SW, and was not a separate armn s-
length sale reflecting the fair market val ue of the
specific block of stock. Accordingly, the price
established in the acquisition transaction does not
necessarily reflect the fair market value of the stock at
that time, or 6 nonths |ater when petitioner acquired the
stock at issue.

Mor eover, Dubin C ark established the Share
Conmpensation Plan for the express purpose of attracting
tal ent ed managenent to SW. One way to acconplish this
purpose was to offer prospective managers a significant
di scount on the shares nmade avail able for purchase. The
| anguage of the stock plan itself confirns that the board
of directors contenplated selling stock at less than fair
mar ket val ue. Paragraph 4(a) of the stock plan provides
as follows:

The purchase price for the shares of Conmon

Stock to be offered and sold fromtinme to tine

by the Conpany pursuant to this Plan shall be

initially $60.98 per share and thereafter as

determned fromtinme to tine by the Board. The

Board is authorized to offer and sell shares of

Common Stock pursuant to this plan at |ess than

fair market value in order to conpensate

qualified enpl oyees, directors, officers,
consul tants and advi sers of the Conpany * * *



Thus, the | anguage of the stock plan itself suggests that
the initial purchase price of $60.98 per share was |ess
than the fair market value of the stock at the tinme the
stock plan was adopt ed.

Further, petitioner hinmself testified at trial that
he believed the value of SW increased at the nonent he
j oi ned the conpany. Because petitioner purchased the
subj ect stock after he officially joined the conpany, the
val ue of the stock was, by his own adm ssion, greater
than it was at the tine the $60.98 price per share was
established. Thus, we find that the price of $60.98 per
share established in the original acquisition transaction
and the Share Conpensation Plan does not provide an
accurate nmeasurenment of the value of the stock.

Events occurring after the valuation date provide
addi tional evidence that petitioner's stock in SW was
worth nore than $60. 98 per share on June 30, 1989.

First, in a letter dated June 14, 1990, KPMG Peat Marw ck
val ued a noncontrolling interest in SW at $2,500 to

$2, 700 per share as of March 31, 1990, only 9 nonths
after the valuation date. Second, in a confidential
private placenment nenorandum CGoldman Sachs & Co. and
Alex. Brown & Sons, Inc., determned this value to be

approxi mately $15, 000 per share as of COctober 1, 1990.
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Finally, petitioner hinself reported the value of the
addi tional 25 shares of SW stock he purchased on Apri
4, 1990, at $2,600 per share. Taking into account
changes in general econom c and other circunstances
bet ween June 30, 1989, and the dates of these subsequent
val uations, we find respondent’'s val uati on nmuch nore
reasonabl e than petitioners'.

In light of the foregoing, we reject petitioners

expert's valuation in its entirety. Cf. Buffalo Tool

& Die Manufacturing Co. v. Commi ssioner, 74 T.C. 441, 452

(1980); see also Neely v. Conm ssioner, 85 T.C. 934, 944

(1985). Accordingly, we find that petitioners have failed
to satisfy their burden of proving that respondent's
determ nation of the fair market value of the subject
stock is erroneous. See Rule 142(a). W thus accept
respondent’'s determnation in its entirety and find that
t he stock purchased by petitioner had a fair market val ue
of $1,739.82 per share as of June 30, 1989.

Next, we nust deci de whether petitioners are |iable
for the accuracy-rel ated penalty prescribed by section
6662. Respondent determ ned that petitioners are |liable
for the penalty with regard to the deficiencies
attributable to both the SW stock and an unrel at ed
transaction involving stock in Honme Depot, Inc. Although

t he amount of the deficiency arising fromthe transaction
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in Home Depot stock was settled, the section 6662 penalty
was not .

Section 6662 inposes a penalty equal to 20 percent
of any portion of an underpaynment of tax attributable to
negl i gence or disregard of rules or regulations, or to a
substantial understatenent of incone tax. Negligence is
defined as "any failure to nake a reasonable attenpt to
conply with the provisions of this title". Sec. 6662(c).
Disregard is defined as "any carel ess, reckless, or
intentional disregard.” Sec. 6662(c). Petitioners
bear the burden of proving that respondent's determ na-
tion of negligence or intentional disregard of rules or

regul ations is erroneous. Rule 142(a); Forseth v.

Commi ssioner, 85 T.C 127, 166 (1985), affd. 845 F.2d 746

(7th CGr. 1988), affd. sub nom Mhoney v. Conm Ssioner,

808 F.2d 1219 (6th G r. 1987), affd. w thout published

opi nions sub nom Wolridge v. Conm ssioner, 800 F.2d 266

(11th Gr. 1986); affd. w thout published opinion sub

nom Branblett v. Conm ssioner, 810 F.2d 197 (5th Gr

1987); affd. sub nom Enrici v. Comm ssioner, 813 F.2d

293 (9th Gr. 1987).

Wth regard to the deficiency arising fromthe SW
stock, petitioners point to the fact that petitioner
engaged in "extensive discussions” with Dubin Cark

regardi ng his enploynent with SW and his purchase of SW
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stock. Petitioners argue that through these discussions,
petitioner made a reasonable effort to determ ne the
val ue of SW, and that he had no reason to expect that
the stock was worth nore than the $60.98 per share that
he paid. Petitioners also argue that given petitioner's
busi ness experience and expertise, this determ nation was
reasonable. W disagree.

Al t hough petitioner is a successful businessman,
he is neither an accountant nor an expert in property
val uation. The record indicates that petitioners
recei ved professional assistance in preparing their tax
return for the year in issue. However, there is nothing
in the record to show that petitioners relied on expert
advice in valuing the SW stock, or that they provided
the return preparer wwth all of the information needed to
val ue the stock. Under the circunstances, we find that
petitioners failed to do what a reasonable and ordinarily
prudent person woul d have done under the circunstances to

value the SW stock. See generally Neely v. Comm s-

sioner, 85 T.C. 934, 947 (1985). Accordingly, we find
that petitioners are liable for the penalty prescribed by
section 6662 for negligence with respect to the SW
stock. Sec. 6662(b)(1). It is unnecessary to consider

whet her they are |iable for the sanme penalty by reason of
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a substantial understatenment of tax with respect to the
SW stock. See sec. 6662(b)(2).

Petitioners have not chall enged respondent's deter-
m nati on of negligence with respect to the understatenent
attributable to the gains froma transaction invol ving
Hone Depot stock. Although the Stipulation of Settled
| ssues states that petitioners concede underreporting the
gain as determned in respondent's notice of deficiency,
the stipulation is silent on the issue of the section
6662 penalty. At trial, petitioners' counsel inforned
the Court that this issue had not been resol ved.

Petitioners bear the burden of proving that they are
not liable for the penalty as determ ned by respondent.
Rul e 142(a). Petitioners have not nmet this burden with
respect to the understatenent attributable to the
transaction invol ving Home Depot stock. They introduced
no evi dence disputing the section 6662 penalty, and
failed to raise any argunent during trial or on brief as
to why the penalty is inapplicable. Accordingly, we
sustain respondent's determ nation that petitioners are
liable for the section 6662 penalty with respect to such
under st at enent .

In light of the foregoing, and to refl ect

concessions and settl ed i ssues,
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An appropriate order wll

be i ssued granting respondent's

motion inlimne in part, and

denyi ng respondent's notion in

limne in part, and deci sion

will be entered under Rul e 155.




