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UNI TED STATES TAX COURT

BRADLEY J. BERGQUI ST AND ANGELA KENDRI CK, ET AL.,! Petitioners

V.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 17530-06, 17535-06, Filed July 22, 2008.
17537-06, 17541- 06,
17545-06, 17549-06.

As part of a consolidation of various separate
medi cal professional service corporations into a
singl e consolidated nedical practice group controlled
and managed by the Oregon Health & Sci ence
Uni versity, nedical doctors donated their stock in
t heir nedi cal professional service corporation to a
charity and for Federal incone tax purposes clained
charitabl e donations relating thereto of $401.79 per
share.

1

Cases of the following petitioners are consolidated
herewith: Robert E. and Patricia F. Shangraw, docket No.
17535-06; Stephen T. and Leslie Robinson, docket No. 17537-06;
Wlliam W Mnlove, |11, and Lynn A. Fenton, docket No. 17541-
06; John L. and Catherine J. GQunn, docket No. 17545-06; and
Harry G G and Sonia L. Kingston, docket No. 17549-06



Held: On the date of donation the donated stock had
a fair market value of approximtely $37 per share.

Hel d, further, on the facts of this case and in
spite of advice from attorneys, accountants, and
ot her advisers, the doctors are liable for the
appl i cabl e 40- or 20-percent accuracy-rel ated
penal ties.

Philip N. Jones and Peter J. Duffy, for petitioners.

Shirley M Francis, for respondent.

SW FT, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes and accuracy-rel ated

penalties as foll ows:

Penal ty
Petiti oner Year Defi ci ency Sec. 6662
Kendri ck 2001 $26, 668 $10, 667
2002 25, 208 10, 083
2003 6, 662 2, 640
Shangr aw 2001 31, 464 12, 586
2002 23, 400 9, 360
Robi nson 2001 25, 703 10, 281
2002 27,535 11, 014
2003 6, 289 2,516
Fent on 2001 19, 603 7,841
2002 21, 061 8,424
2003 14, 174 5,670
Ki ngst on 2001 61, 024 24,410
2002 5, 910 2,364
Qunn 2001 19, 043 7,617
2002 4,710 942

2003 9, 269 3,708
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The primary issue for decision in these consolidated cases
is the fair market value of stock in a nmedical professional
service corporation that was donated to a charitable
pr of essi onal service corporation.

These cases were consolidated for purposes of trial,
briefing, and opinion. On the stock valuation issue, the
parties in 20 rel ated but nonconsolidated cases al so pending
before the Court have stipulated to be bound by the final
deci sions rendered herein. The parties in the 20 rel ated
nonconsol i dat ed cases have stipulated to be bound by the final
deci sions herein on the penalties only if our holding on the
penalties is the same for all consolidated petitioners.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petitions were filed, petitioners resided
in O egon.

Petitioners Angela Kendrick, Robert Shangraw, Stephen
Robi nson, Lynn Fenton, and Harry Kingston are nedi cal doctors,
each with a specialty in anesthesiology and each |icensed to

practice nedicine in Oregon. Petitioner John GQunn (Gunn) is a
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certified public accountant. Hereinafter, all references to
petitioners and/or to any of the above surnanmes are to the
specific petitioners naned in this paragraph, not to their
respective spouses with whomthey filed joint Federal incone
tax returns for the years in issue. Also, generally references
to petitioners are to the petitioners who are nedi cal doctors,
not to Gunn.

From 1994 to 2001 petitioners practiced nedicine as
enpl oyees of and as stockholders in University
Anest hesi ol ogi sts, P.C. (UA), a nedical professional service
corporation specializing in anesthesiology.? From 1994 to 2001
Gunn was the chief executive officer of and a stockhol der in
UA.

Through UA, petitioners provided nedical services to
patients of the Oregon Health & Science University Hospital
(OHSU), a public teaching and research hospital in Portl and,
Oregon.  UA was the exclusive provider of anesthesiol ogy
medi cal services to all OHSU hospitals and clinics.
Petitioners also took on significant teaching duties as nenbers
of OHSU s teaching faculty in the OHSU nedi cal school’s
Depart ment of Anesthesi ol ogy.

Petitioners were enployed by UA on nonth-to-nonth

contracts. UA enploynent contracts with petitioners did not

2 Fenton did not affiliate with UA until 1997
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i ncl ude nonconpete or nonsolicitation clauses and provided for
imediate termnation if an anesthesi ol ogi st was term nated
fromhis or her OHSU nedi cal school faculty position.

Before the donation of the stock that is in issue in these
cases, petitioners and Gunn each held 100 shares of UA' s voting
common stock which they purchased in 1994 at $1 per share.

In addition to UA, approximately 30 ot her nedical practice
specialty groups (e.g., OBGYNs, cardiologists, radiol ogists,
and orthopedi c surgeons) were affiliated with OHSU t hrough
separate nedi cal professional service corporations in a manner
simlar to that of UA in which the nedical doctors provided
specialty nedical services to OHSU hospitals and clinics and
al so took on teaching duties as nenbers of the OHSU nedi cal
school teaching faculty.

Consistent with the typical managenent of nedica
pr of essi onal service corporations, at the end of each year UA
general ly paid bonuses, salaries, and prepai d expenses that
of fset reported income. UA never declared or paid cash
dividends to its stockholders. UA's only significant booked
asset was its accounts receivabl e.

In the late 1990s and after careful consideration and
di scussi on, because of perceived risks and nmanagenent concerns
associated with the many separate nedical practice specialty

groups that were providing (through their respective
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pr of essi onal service corporations) nedical services to OHSU
hospitals and clinics, OHSU s executive managenent concl uded
that the consolidation into a single nedical practice group,
control |l ed and managed by a single professional service
corporation which in turn would be under OHSU s direct
managenent and adm nistration, would be required of all the
different nedical practice specialty groups that w shed to
continue to be affiliated with OHSU (hereinafter sonetines
referred to sinply as the consolidation).

Under the consolidation, nedical doctors practicing at
OHSU hospitals and clinics, including petitioners, were to
| eave their separate nedical practice specialty groups and
t heir nedi cal professional service corporations and were to
becone enpl oyees of a newy forned single consolidated nedical
practice group operating and providing nmedical services through
a newy forned tax-exenpt professional services corporation
In the late 1990s the OHSU Busi ness Operations Steering
Comm ttee, of which Gunn was a nenber, was forned to assist in
the planning and i npl enentation of the consolidation.

In 1998 OHSU managenent fornmed the OHSU Medi cal G oup
(OHSUMG) as a section 501(c)(3) tax-exenpt professional service
corporation to serve as the single consolidated nmedical group

into which all of the then-extant 30 different nedical practice
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speci alty groups whose doctors were affiliated with OHSU woul d
be consol i dat ed.

An initial target date for consolidation into OHSUMG of
the medical practice specialty groups was set for January 1,
2001, but for reasons not clear in the record the target date
was reschedul ed for July 1, 2001.

Initially it was intended that OHSUMG woul d offer to al
of the nedical doctors to be enployed by OHSUMG a gover nnent al
pension plan, exenpt fromERI SA requirenents, with flexibility
and various contribution and retirenent options for the nedical
doctors. In an effort to provide such a plan, OHSUMG
managenent requested a private letter ruling fromrespondent
under which OHSUMG woul d be treated as a gover nnent al
instrunmentality and the OHSUMG proposed pension plan woul d be
treated as an ERI SA-exenpt governnental plan within the neaning
of section 414(d).

OHSUMG nmanagenent and attorneys were optimstic that
respondent woul d issue a favorable private letter ruling with
regard to the pension plan. As a contingency, however, in case
OHSUMG di d not receive fromrespondent a favorable tax ruling,
CHSUMG managenent began devel opi ng an ERI SA-conpl i ant,
nongover nnent al pension plan. Robinson, as a nmenber of
OHSUMG s pension commttee, presented to the commttee several

vi abl e ERI SA-conpliant plans and took part in strategizing how
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to “sell” an ERI SA-conpliant plan to the doctors. Although
sone doctors preferred a governnental plan, in general
petitioners and the other UA anesthesi ol ogi sts appeared not to
have a preference and were concerned only that OHSUMG have sone
formof a pension plan in place by the date of the
consol i dati on.

In early 1999 Gunn attended a conference sponsored by the
Medi cal Group Managenent Association. During a roundtable
di scussion at the conference, Gunn |earned that for Federal
i ncome tax purposes sone doctors throughout the country
apparently were claimng substantial charitable contribution
deductions relating to donations to academ c-affiliated
institutions of stock in their nedical professional service
cor porations.

Upon returning fromthe conference and in view of the
pl anned consolidation, Gunn discussed with UA's attorney, UA' s
accountant, and OHSUMG s C. E. O the possible tax benefits and
other ramfications if, as a step associated with the
consolidation, petitioners and the other UA anesthesiol ogists
were to donate their UA stock to OHSUMS and to claimcharitable
contribution deductions wth regard thereto.

On June 7, 1999, UA held a stockhol ders neeting at which

the potential tax benefits of donating UA stock to OHSUMG were
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described as offering a “huge [tax] windfall” of “150K” to each
UA st ockhol der.

On February 27, 2001, the chairman of the OHSU Depart nent
of Anesthesiol ogy and the president of UA sent an e-nai
message to the UA stockhol ders which st at ed:

As the tinme to convert to OHSUMG cones cl oser, we

need to neet and thoroughly discuss inplications of

our donation of * * * [UA stock] to CHSUMG. As you

are aware, we believe that there are sone significant

t ax advantages to doing this.

| would like to call a shareholders’ neeting for

Tuesday, March 6 at 4:30 pm The object will be to

tal k about the transition and the | egal and tax

inplications of this. At a later stage, should this

be necessary, | would be pleased to invite * * *

[UA' s attorney] and * * * [UA's accountant] to be

present to answer any questions you nay have.

[ Enphasi s del et ed. ]

In or around April 2001 an attorney for UA infornmed each
UA stockhol der of the steps to be taken to make the donation to
OHSUMG of his or her UA stock and to claima charitable
contribution deduction with regard thereto.

Under the plan outlined by the UA attorney, a new class of
nonvoti ng UA stock would be issued through the distribution of
a UA stock dividend. The attorney believed that this step was
necessary to conply with Oregon | aw under which a majority of
voting stock in a nedical professional service corporation was

required to be held by licensed Oregon doctors. See O. Rev.

Stat. sec. 58.375(1)(a) (2001).
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The attorney’s plan then called for UA stockholders to
donate their UA stock to OHSUMG in two stages. Before the
consolidation they would donate to OHSUMG their newy created
UA nonvoting stock and cl ai m substantial charitable
contribution deductions relating thereto. After the
consolidation they would donate to OHSUMG their UA voting stock
and possibly claimadditional charitable contribution
deductions relating thereto.

The UA attorney believed his plan woul d nmaxi m ze the
anmounts of charitable contribution deductions UA stockhol ders
could claimby allow ng UA stockhol ders to donate nost of their
UA stock while at the sane tine retaining control of UAto
avoi d violating Oregon | aw

Once the consolidation was conpl eted, UA woul d have no
doctors and no patients, and UA woul d not operate and woul d
continue in existence for a period of tinme sinply to collect
accounts receivabl e outstanding as of the date of the
consolidation. It was expected that after the consolidation
UA' s w ndi ng-down expenses woul d reduce UA's taxable incone to
zero.

On May 9, 2001, an OHSUMG attorney was contacted by
respondent’s representative and was i nfornmed that respondent
woul d not treat OHSUMG as a governnental instrunentality and

that the proposed OHSUMG pensi on plan woul d not be exenpt from
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ERISA. To have nore tinme to attenpt to reverse respondent’s
position, OHSUMG managenent postponed the pl anned consolidation
until January 1, 2002.

On May 23, 2001, pursuant to the UA attorney’s plan of
donation, UA declared a stock dividend and issued to each of
the 28 UA stockhol ders 4 shares of nonvoting stock for each
share of UA voting stock held, so that after the stock dividend
each UA st ockhol der held 100 shares of voting stock and 400
shares of nonvoting stock.

On June 6, 2001, UA retained Houlihan Val uation Advisors
(Houl i han) to value the UA stock to be donated. In a letter to
Houl i han, the UA attorney described the planned consolidation
and wote that OHSUMG woul d “be the enployer of all of the
physi ci ans, including the [UA] anesthesiol ogists, after the
reorgani zation is conpleted.”

In June 2001 Gunn retired as UA's C.E. O and was hired by
UA as a business consultant. @Qunn was not replaced as UA s
C.E.O, but on July 1, 2001, UA hired Lynda Johnson as chi ef
adm nistrative officer (C.A Q) largely to plan for the
consol i dati on.

On approxi mately Septenber 8, 2001, upon OHSUMG s request,
UA staff began preparing pro forma cashfl ow projections.

OHSUMG request ed that the cashfl ow projections be prepared

under the assunption that at the end of 2001 all UA
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anest hesi ol ogi sts woul d nove to OHSUMG and t hat UA woul d no
| onger operate.

On Septenber 10, 2001, the UA accountant, the UA attorney,
and Robi nson net to discuss the planned consolidation and the
pl anned donation of UA stock to OHSUMG.  The final decision
made at the neeting was that the planned donation by the UA
stockhol der of their UA stock would go forward on Septenber 14,
2001.

On Septenber 14, 2001, 24 of the 28 UA stockhol ders each
donated to OHSUMG 40 shares of their UA voting stock and al
400 shares of their UA nonvoting stock. On that sane day each
of the remai ning four UA stockhol ders, including Gunn, donated
to OHSUMG al | 100 shares of their UA voting stock and all 400
shares of their UA nonvoting stock. At the tinme of the above
donation, each of the UA stockhol ders had a basis of 20 cents
per share in his or her UA stock

OHSUMG s executive managenent accepted the donation of UA
stock as a professional courtesy to the UA stockhol ders. At
the tinme of donation, OHSUMS s managenent did not expect to
derive any econom c benefit fromthe donated UA stock. OHSUMG
managenent did not expect to receive and in fact did not
receive fromUA any dividends or distributions.

On Cctober 5, 2001, Houli han appraised the donated UA

voting and nonvoting stock as of August 31, 2001, at $401.79
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per share, or a total donation of $200,895 for Gunn and a total
donati on of $176,787 for each of the other petitioners.

On Cctober 23, 2001 because respondent had not yet issued
the requested private letter ruling, the OHSUMG board agreed to
i npl ement an ERI SA-conpl i ant plan under section 403(b) to
beconme effective on January 1, 2002.

In Cctober 2001, the nedical practice groups for the
CHSUMG Departnents of Qpht hal nol ogy, Othopedics, Integrated
Primary Care Organi zation, and Pediatric Surgery consoli dated
into OHSUMG, and the doctors fromthose practice groups becane
enpl oyees of OHSUMG. 3

On Novenber 11, 2001, Kingston, Robinson, and GQunn net
with UA's attorney and accountant to di scuss whet her the UA
anest hesi ol ogi sts shoul d donate to OHSUMG their remaining UA
stock. At the neeting it was decided that the planned second
donati on of UA stock would not be beneficial because there
i kely would not be enough value in the UA shares to justify
t he expenses involved with claimng a charitable contribution
deduction--nanely, a second appraisal fee. Accordingly, the
pl anned second donation of the remai ning UA voting stock never

occurred.

3
The record does not indicate why certain nedical groups
j oi ned OHSUMG before the schedul ed consolidation date of Jan.
1, 2002.
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On January 1, 2002, the remaining nedical speciality
practice groups affiliated with OHSU and their doctors,

i ncluding UA's anest hesi ol ogi sts, consolidated into CHSUM5 and
the doctors becane enpl oyees of OHSUMG  After the
consolidation, UA no |onger operated as a provider of
anest hesi ol ogy services but continued in existence only to
collect its accounts receivable.* After the consolidation,

any proceeds UA received as a result of collecting accounts
recei vabl e were, after paynment of expenses, distributed to the
UA anesthesiologists in the formof bonus and severance pay.

O the many doctors fromthe different specialty practice
groups that consolidated into OHSUM5 the UA anesthesi ol ogi sts
were the only ones who donated to OHSUMG stock or any ot her
interest in their preconsolidation professional service
cor porati on.

By |letter dated January 8, 2002, OHSUMG s president
notified Kingston that on its books OHSUMS woul d enter a val ue
of zero for donated UA stock that it received, and he
expl ai ned:

Based on advice fromour |egal and accounting

advi sors, we are placing the total value of all of

t he donated shares at $0 on our books. This net

valuation is in recognition of the consensus pro-fornma

cash flow projections developed by * * * [UA] for CY2002
and reviewed by OHSUM:G staff. These financials indicate

4

It is not clear fromthe record whet her or when UA was in
fact |iquidated.
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that, as the affairs of UA are wound up over the next
year, total projected cash disbursenents wll approximate
total projected cash receipts, thus |eaving no
unencunbered residual value for the benefit of OHSUMG
In preparation for a UA January 29, 2002, stockhol ders

nmeeting, the January 8, 2002, letter fromthe OHSUMG president

was distributed to the UA stockhol ders, along with a copy of

t he Houl i han appraisal. Before the neeting each UA stockhol der

was given by UA a Form 8283, Noncash Charitable Contributions,

that reflected Houlihan's appraised fair market value of the
donated UA stock. In advance of the neeting each UA
stockhol der was advi sed by UA's attorney and accountant not to
bring to the nmeeting his or her own tax adviser.

At the January 29, 2002, UA stockhol ders neeting the UA
st ockhol ders di scussed how they should report and cl ai mon
their 2001 Federal inconme tax returns charitable contribution
deductions with respect to the donation of their UA stock. At
the nmeeting, in response to concerns from several UA
st ockhol ders who suggested that they were considering claimng
tax deductions |ower than the anmounts reported on the Forns
8283 they had been given, UA' s attorney and accountant advi sed
t he UA stockhol ders not to attract respondent’s attention by
deviating fromthe amounts reported on the Forns 8283 and not
to discuss the donations wth respondent if contacted.

At the January 29, 2002, stockholders neeting UA' s

attorney and accountant further advised the UA stockhol ders not
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to show to their own tax advisers the mnutes fromthe UA

st ockhol ders neetings or the January 8, 2002, letter from
OHSUMG s president. The trial evidence suggests that
petitioners conplied with this advice and further that
petitioners apparently, with respect to the donations, did not
consult with any attorney or accountant who was truly

i ndependent and not involved with the planned donation of UA
st ock.

On their respective 2001 Federal inconme tax returns, using
t he Houl i han apprai sed per-share val ue therefor of $401.79 for
both the voting and the nonvoting shares, 26 of the 28 UA
st ockhol ders cl ai med charitable contribution deductions wth
respect to the donation of their UA stock. The remaining two
UA stockhol ders clainmed no charitable contribution deduction
W th respect to the donation of UA stock.

Before taking into account charitable contribution
[imtations, petitioners generally clainmed charitable
contribution deductions of $176,788 on their 2001 Feder al
income tax returns with respect to their UA stock donati ons.
@unn clainmed a charitable contribution deduction of $200, 895 on
his 2001 joint Federal incone tax return relating to his UA
stock donation. Because of the charitable contribution
[imtation, a nunber of petitioners carried over the clained

contribution deductions to subsequent years.
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On audit of the returns of each of petitioners and the
ot her UA stockhol ders, respondent, determ ning that on
Septenber 14, 2001, the UA stock had no value, disallowed in
their entirety the clainmed charitable contribution deductions
relating to the donation of UA stock

Before trial and on the basis of an expert appraisal,
respondent agreed that the UA stock had a val ue of $37 per
voting share and $35 per nonvoting share and that charitable
contribution deductions were allowable to petitioners to that
extent.

OPI NI ON

Section 170(a)(1) allows a deduction for charitable
contributions nmade during a year. The anobunt of a charitable
contribution of property is equal to the fair market val ue
(FMV) of the contributed property, defined as the price at
whi ch, on the date of contribution, “the property would change
hands between a willing buyer and a willing seller, neither
bei ng under any conpul sion to buy or sell and both having
reasonabl e knowl edge of relevant facts.” Sec. 1.170A-1(c)(2),
| ncome Tax Regs.

In general, for Federal tax purposes property is valued as
of the valuation date “on the basis of market conditions and
facts available on that date w thout regard to hindsight.”

Estate of Glford v. Conm ssioner, 88 T.C 38, 52 (1987)
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(enphasis deleted); see Ithaca Trust Co. v. United States, 279

U S. 151, 155 (1929).
Subsequent events “are not considered to fix fair market
val ue, except to the extent that they were reasonably

foreseeable at the date of valuation.” Trust Servs. of Am,

Inc. v. United States, 885 F.2d 561, 569 (9th G r. 1989)

(citing Estate of Glford v. Conm ssioner, supra at 52). Thus,

courts may consider relevant subsequent events if they are
reasonably foreseeabl e “because they woul d be foreseeable by a
willing buyer and a willing seller, and they therefore would

affect the valuation of the property”. Estate of G nbel v.

Conmi ssioner, T.C. Menp. 2006-270.

I n deciding valuation issues, trial courts often receive
into evidence and consi der the opinions of expert w tnesses.

Hel vering v. Natl. Gocery Co., 304 U S 282, 295 (1938).

Courts may accept the opinion of one expert over the opinion of

anot her expert, Buffalo Tool & Die Manufacturing Co. v.

Commi ssioner, 74 T.C 441, 452 (1980), and courts may be

selective in determ ning which portion of an expert’s opinion

to accept, Parker v. Conm ssioner, 86 T.C. 547, 562 (1986).
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The dramatic di fference between petitioners’ experts’® and
respondent’ s expert’s appraised values for the UA stock stens
|argely fromthe experts’ respective conclusions as to the
proper valuation prem se--whether to value UA as a going
concer n.

Petitioners’ experts valued UA as of Septenber 14, 2001,
as a goi ng concern because they viewed the schedul ed January 1,
2002, consolidation of UA into OHSUMG as uncertain.®

After careful consideration of the trial testinony and
ot her evidence (including letters, e-mails, mnutes of
meetings, financial statenents, and handwitten notes), we
concl ude that as of Septenber 14, 2001, UA should not be val ued
as a going concern. The donation of UA stock was driven by the
i mm nent consolidation of UA (along with the other nedical
groups) into OHSUMa On the evidence, it is beyond any
reasonabl e question that petitioners would not have donated

their UA stock to OHSUMG had there existed any realistic

5

At trial, in addition to the Houlihan expert petitioners
presented expert testinony and an expert report from anot her
expert w tness who valued the UA stock at $326 per voting share
and $323 per nonvoting share.

6
In their expert reports neither of petitioners experts
expl ain how or why they selected a going concern prem se of

val ue, and they conveniently and incredi bly make no nention of
t he schedul ed Jan. 1, 2002, consolidation.
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possibility that the consolidation would not occur by yearend
2001 or soon thereafter.

Petitioners inflate the inportance of the problens and
delay relating to the OHSUMS pensi on plan and argue w t hout
credi bl e evidence that OHSUMG s ability to provide a
governnental plan was a necessary condition for the
consolidation. OHSUMG s ability to offer a governnental plan
clearly was not a major requirenent for the planned
consolidation but sinply a potential benefit of it. The fact
that the consolidation occurred without a governnental plan
belies petitioners’ argunent. Further, with the exception of
self-serving testinony by petitioners at trial, there is no
evidence in the record that UA managenent and petitioners were
concerned in the least with the possibility that OHSUMG m ght
not offer a governnental retirenment plan. The credible
evidence indicates that, in this regard, their only rea
concern was that by the consolidation OHSUMG have sone form of
pension plan in place.

In addition, the evidence establishes that as of the
Septenber 14, 2001, UA stock donation date, it was well known
to all concerned individuals that it was highly likely that UA
and UA anest hesi ol ogi sts woul d take part in the schedul ed
January 1, 2002, consolidation. The evidence does not indicate

t hat UA managenment or petitioners at any tine expressed to
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anyone that petitioners and other UA anesthesiol ogi sts had any
reservations about the planned consolidation or m ght decline
to participate in the consolidation. Two key UA stockhol ders
hel d OHSU or OHSUMG board or conmttee positions and took part
in planning and i nplenenting the consolidation--Gnn and

Robi nson. Gunn retired as UA's C.E. O just nonths before the
schedul ed consolidation and was replaced with a C. A O who

wor ked al nost exclusively on the consolidati on.

Petitioners refer to brief statenents extracted fromtwo
e-mails and froma handwitten note to support their argunent
that the January 1, 2002 consolidation was uncertain.
Petitioners, however, place inordinate weight on this evidence.
When viewed and considered in context, the statenents do not
support petitioners’ argunent that as of Septenber 14, 2001,
there was uncertainty as to whether the consolidation would
occur .

Wil e the January 1, 2002, consolidation date nmay not have
been set in stone, by Septenber 2001 there was trenmendous
comm tnent by UA, by COHSU, and by OHSUMG managenent to ensure
that by January of 2002 the consolidation would occur. On the
facts before us, a reasonably informed and willing buyer or
seller certainly would have known about and woul d have taken

into account the fact that as of Septenber 14, 2001, there was
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an extrenely high Iikelihood that by early 2002 UA woul d no
| onger be an operating entity.’

For the above reasons, in their valuations of UA stock,
petitioners’ experts erred in treating UA as a goi ng concern.
Because petitioners’ experts’ valuations are based entirely on
an incorrect valuation prem se, we choose not to rely upon
their reports in determning the FW of the donated UA stock.

Petitioners argue alternatively that even if it were known
on Septenber 14, 2001, that on January 1, 2002, UA would no
| onger be operating, the donated UA stock would at | east have a

val ue of approximately $114 per share. W decline to rely on

7

Petitioners argue that regardl ess of the certainty of the
pl anned consol i dation, as of Sept. 14, 2001, a hypotheti cal
wi | ling buyer should be treated as not know ng what everyone
el se in fact knew of and anticipated (i.e., the planned and
i mm nent consolidation), and a hypothetical wlling buyer would
make an offer to buy UA stock only on the condition that UA
anest hesi ol ogi sts sign |ong-term enpl oynent contracts and
nonconpete agreenents with UA. VWile the willing buyer and the
willing seller are hypothetical persons who are “presuned to be
dedi cated to achieving the maxi num econom ¢ advant age”, Estate
of Newhouse v. Comm ssioner, 94 T.C 193, 218 (1990) (citing
Estate of Curry v. United States, 706 F.2d 1424, 1429 (7th G
1983)), petitioners’ experts fail to take into account that the
econom ¢ “advant age nust be achieved in the context of narket
conditions”, see i1d., and that for valuation purposes the
“positing of transactions which are unlikely” is frowned upon,
Estate of Curry v. United States, supra at 1429. After UA s
i ncor poration, UA enploynment agreenents were nonth-to-nmonth and
di d not contain nonconpete agreenents. G ven the clear
novenent and nmonmentumto consolidate and the UA history of no
| ong-term enpl oynent agreenents, we find it nost inprobable and
hi ghly unlikely that the UA anesthesi ol ogi sts woul d have been
wlling to enter into any such contracts, and any hypot heti cal
buyer nust be deenmed to know of that fact during the course of
his or her hypothetical negotiations to buy UA
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petitioners’ alternative valuation of the UA stock because it
did not appear in any of the expert reports and was not
adequately explained in petitioners’ briefs.

Respondent’ s expert valued UA as an assenbl age of assets
because, in his opinion, it was known or knowabl e on
Sept enber 14, 2001, that on January 1, 2002, UA very likely
woul d no | onger be operating.

Havi ng concl uded that UA should be treated as not
operating beyond January 1, 2002, respondent’s expert dism ssed
t he incone approach and the market approach to val uation
because those approaches generally presune ongoi ng busi ness
operations, and respondent’s expert concluded that the asset-
based approach woul d be the nbst accurate val uati on net hod.
The asset-based approach is a nmethod of business val uation
wher eby the appraiser estimates the val ue of the business on
the basis of the business’s equity.

To estimate total UA equity, respondent’s expert first
estimated the FW of UA's assets and liabilities individually.
As is typical under the asset-based approach, respondent’s
expert exam ned UA's bal ance sheet to determ ne the book val ue
of the assets and liabilities. To estimate the FW of the

assets and liabilities, respondent’s expert then nade
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adj ustnments® to several of the book val ues of the assets and
l[iabilities and concluded that as of July 31, 2001,° UA had
total assets valued at $3, 658,887 and total liabilities valued
at $2,200,500, for a total equity value of $1, 458, 387.

To account for the noncontrolling, nonmarketable nature of
UA stock, respondent’s expert then applied a 35-percent |ack of
control discount and a 45-percent |ack of marketability
di scount to the $1, 458,387 UA equity value, resulting in a
di scounted equity FW of $521, 373.

Respondent’ s expert derived the 35-percent |ack of control
di scount froma study of nergers and acquisitions of publicly
traded conpanies in the health care industry which conpared the
difference in an entity’ s share price just before an announced
acquisition to the price paid per share by the acquiring
busi ness. The study denonstrated that in 1999 and 2000 share
prices of stock in health care conpanies before a nerger traded

at an average di scount of approximately 35 percent relative to

8

In particular, respondent’s expert decreased net accounts
recei vabl e to account for expected collection costs, created an
accrued sick | eave entry to account for an estinmated accrued
sick leave liability as of the valuation date, and accounted
for estinmated Federal and State inconme taxes that woul d be paid
on receivabl es expected to be coll ected.

9

Because UA financial statenents were dated July 31, 2001,
respondent’s expert used a valuation date of July 31, 2001, not
Sept. 14, 2001. W perceive no practical difference between
the two dates and treat respondent’s expert’s report as
applicable to the date of the donation--Sept. 14, 2001.



- 25 -
their postacquisition share prices--a discount respondent’s
expert attributes to |ack of control.

Respondent’ s expert derived his 45-percent |ack of
mar ketabi ity di scount froma study of restricted stock health
care conpanies and froma study of initial public offerings
(IPGCs). The restricted stock study conpared prices of freely
traded stock in public conpanies with those of restricted but
otherwi se simlar stock. The study denonstrated that from 1983
to 2000 restricted stock of health care conpanies traded at a
mean and nedi an di scount of approximately 39 percent relative
to their unrestricted counterparts--a di scount respondent’s
expert attributed to |lack of marketability. The |IPO study
conpared the private-market price of stock sold before a
conpany went public with the public-market price obtained for
the stock shortly after the PO The study denonstrated that
from 1975 to 1997 pre-1PO stock traded at nmean and nedi an
di scounts of approximately 44 and 46 percent, respectively,
relative to the post-1PO stock prices--a discount respondent’s
expert attributed to | ack of marketability.

Respondent’ s expert then divided the discounted UA equity
val ue of $521, 373 by 14,000 (the nunmber of UA stock shares
outstanding) to arrive at a per-share value of $37 for voting
UA stock. On the basis of several studies, respondent’s expert

then applied an additional 5-percent discount to account for



- 26 -
the lack of voting rights of the nonvoting UA stock, resulting
in a value of $35 per share for the nonvoting UA stock.

Petitioners have not pointed to, nor do we find,
significant flaws in respondent’s expert’'s analysis or in the
studies he relied upon that woul d suggest his report is
unreliable, and we adopt respondent’s expert’s discounts and
conclusions of value. On the basis of respondent’s expert’s
apprai sal, respondent’s concession as to the value of the UA
st ock, and respondent’s concession as to petitioners’
entitlement to charitable contribution deductions relating
thereto, we conclude that on Septenber 14, 2001, the UA voting
and nonvoting stock had a per-share value of $37 and $35,
respectively. Petitioners are entitled to charitable
contribution deductions only in the amunts now al |l owed by
respondent . 19

Under section 6662(h) a taxpayer nay be liable for a 40-
percent accuracy-related penalty on the portion of an
under paynment of tax attributable to a gross val uation
m sstatenent. Section 6662(h)(2)(A) provides that there is a
gross valuation msstatenent if the value of property as

clainmed on a tax return is 400 percent or nore of the anopunt

10

For a recent Tax Court opinion involving a donation and
the valuation of a nedical professional service corporation’s
goodwi I | to a tax-exenpt entity and the Court’s disall owance of
claimed charitable contribution deductions relating thereto,
see Derby v. Commi ssioner, T.C Meno. 2008-45.
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determned to be the correct value. However, no val uation

m sstatenment penalty is inposed unless the portion of the

under paynent attributable to the valuation m sstatenent exceeds
$5,000. See sec. 6662(e)(2).

The increased penalty under section 6662(h) will not apply
to any portion of an underpaynent if the taxpayer establishes
that there was reasonabl e cause for such portion and that the
t axpayer acted in good faith. See sec. 6664(c)(1). However,

t he exception under section 6664(c)(1) can apply to a section
170 deduction only if (1) the clainmed value of the property was
based on a “qualified appraisal” nmade by a “qualified
appraiser”, and (2) the taxpayer nmade a good-faith

i nvestigation of the value of the contributed property. See
sec. 6664(c)(2).

Respondent argues that petitioners did not act in good
faith and did not nmake a good-faith investigation of the val ue
of the donated UA stock

We agree with respondent. Fromthe beginning, the plan to
donate UA stock on the brink of the January 1, 2002,
consol i dation was presented to UA stockholders as a way to reap
a potential “150K” windfall. Petitioners are well educated and
surely were cogni zant of the inprudence of valuing the UA stock
at such a high value given the likelihood that by 2002 UA woul d

no | onger be an operating entity.
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Petitioners were aware of the January 8, 2002, letter from
OHSUMG s president stating that OHSUMG had deci ded to book the
donated stock at zero; and while the value of property in the
hands of the donee is generally not determ native of FM/, see

Estate of Robinson v. Conm ssioner, 69 T.C 222, 225 (1977),

petitioners should have at | east questioned the difference in
reporting by OHSUMG and by thensel ves. Furthernore, the fact
that petitioners were advised not to bring their own tax
advisers to the January 29, 2002, UA stockhol ders neeting and
were directed to withhold information fromtheir own tax

advi sers shoul d have put petitioners on notice as to the

i naccuracy of the clained donations.

Petitioners argue that they relied in good faith on the
Houl i han apprai sal and on advice from UA s attorney and
accountant. However, to establish good faith, petitioners
cannot blindly rely on advice from advi sers, nor on an

apprai sal. Kellahan v. Comm ssioner, T.C Menp. 1999-210;

Estate of Goldman v. Conmi ssioner, T.C. Menp. 1996-29. W note

t hat under section 1.6664-4(c)(1)(ii), Income Tax Regs., a
taxpayer will not be considered to have reasonably relied in
good faith on advice froman adviser if the advice is based on
an “unreasonabl e” assunption the “taxpayer knows, or has reason

to know, is unlikely to be true”. This would appear to be
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particul arly applicable where no adviser is sought out who is
truly independent of the planned transaction.

We conclude that petitioners did not nake a good faith
investigation as to the value of their donated UA stock and did
not act in good faith, and we conclude that the reasonabl e
cause exception in section 6664(c)(1) does not apply.

The val ue of the donated UA stock that was clainmed on
petitioners’ Federal incone tax returns ($401.79 per share for
voti ng and nonvoting stock) exceeds 400 percent of the val ue
determ ned to be correct ($37 and $35 per-share for voting and
nonvoti ng stock, respectively). However, whether the portion
of the underpaynent attributable to the valuation m sstatenent
exceeds $5, 000, and thus whether the 40-percent penalty under
section 6662(h) applies, will depend on the magnitude of the
under paynment of tax as cal cul ated for each petitioner under
Rul e 155.

We hold that each petitioner is liable for the 40-percent
accuracy-rel ated penalty of section 6662(h) if, for the years
in issue, the Rule 155 cal culation determ nes that each
petitioner’s underpaynment exceeds $5, 000.

Under section 6662(a) and (b)(1), a taxpayer nay be liable
for a 20-percent accuracy-related penalty on the portion of an
understatenent of tax attributable to negligence or to

di sregard of rules or regulations. Negligence is strongly
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i ndi cated where a taxpayer “fails to nake a reasonabl e attenpt
to ascertain the correctness of a deduction, credit or
exclusion on a return which would seemto a reasonabl e and
prudent person to be ‘too good to be true’ under the
circunstances”. Sec. 1.6662-3(b)(1)(ii), Incone Tax Regs.

In view of the evidence before us, we conclude that
petitioners were negligent and that petitioners’ underpaynents
were attributable to their negligence. W hold that to the
extent petitioners are not liable for the 40-percent penalty
under section 6662(h) (because their underpaynents do not
exceed $5, 000 under the Rule 155 cal culation), petitioners are
liable for the 20-percent penalty under section 6662(b)(1).

These cases are decided on the preponderance of the
evi dence and are unaffected by section 7491. See Estate of

Bongard v. Comm ssioner, 124 T.C 95, 111 (2005).

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




