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MEMORANDUM FINDINGS OF;FACT AND OPfNION

DAWSON, Judge: These consolld?ted cases were assigned to
Special Trial Judge D. Irvin Couv1lllon pursuant to Rules 180
181, and 183.2 The Court agrees w1th and adoptslthe opinion of

the Special Trial Judge, which is set forth beldw

|
I

2 Unless otherwise indicated, section reféreﬁces are to the
Internal Revenue Code in effect for| the years at issue. All Rule
references are to the Tax Court Rules of Practid¢e and Procedure.

!

]
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OPINION OF THE SPECIAL TRIAL JUDGE
COUVILLION, Special Trial»Judge: In these consolidated
cases, respondent detérminéd deficiencies in petitioners"Fedegal.
income taxes, additions to tax,? penalties, and increased

interest, as follows:

Investment Research Associates, Ltd., and Subsidiaries

Docket No. 43966-85:
: Addition to Tax

Year Deficiencyv Sec. 6659 (a)

1979 $18,791 $5,637

Docket No. 45273-86:

Additions to Tax

Year Deficiency Sec. 6653 Sec. 6659(a) Sec. 6661
1982 $174,225 $8,711 $49,154 $1,038

3 With respect to the additions to tax under sec. 6653, as to
all of the cases before the Court, for the years 1979 and 1980,
the addition to tax is under sec. 6653(a). For the years 1981
through 1985, the addition to tax is under sec. 6653(a) (1). For
the years 1981 through 1985, respondent also determined the
addition to tax under sec. 6653(a) (2), which is 50 percent of the
interest due on the underpayment of tax attributable to
negligence or intentional disregard of rules or regulations. For

. the years 1986 and 1987, the addition to tax is under sec.

6653 (a) (1) (A), and the determined 50-percent interest due on the
underpayment is under sec. 6653(a) (1) (B). For 1988, the addition
to tax is under sec. 6653(a) (1), and there is no corresponding
addition to tax for 50 percent of the interest due on the
underpayment. See Technical and Miscellaneous Revenue Act of
1988, Pub. L. 100-647, sec. 1015(b) (2) (A), 102 Stat. 3342, 3568,
applicable to returns the due date for which, without regard to
extensions, is after Dec. 31, 1988.
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Docket No. 30830-88:*
' Additions to Tax

Year Deficiency Sec. 6653 Sec. 6659(a) Sec. 6661
1983 $595,838 $29,792 - $16,767  $134,987
1984 410,317 20,516 _ -- 102,579

'In docket No. 30830-88 the deficiencies in tax determined
in the notice of deficiency are $595,838 and $410,317,
respectively, for 1983 and 1984. Page 2 of respondent's opening
brief states the deficiencies to be {$181,546 and $123,095,
respectively, for 1983 and 1984. The Court assumes that the
amounts stated in respondent's opening brief are in error.

Docket No. 27444-89: |

Additions to [Tax

Year Deficiency Sec. 6653 Selc. 6661

1985 $400,488 ©$20,024 $100,122

Docket No. 25875-90:

Additions to Tax

Year Deficiency Sec. 6653 Selc. 6661

1986 $2,110,643 $105,532.15 $527,660.75

Docket No. 23178-91:

Additions to?Tax

Year Deficiency Sec. 6653 Selc. 6661
1987 $5,739,249 $286, 962 $1,434,812

Docket No. 19314-92: ‘
_Additions tp Tax

Year Deficiency Sec. 6651 (a) (1) Sec. 6653
1980 $1,304,063 $195,609.45 $65,203.15
Docket No. 25976-93: ! | ,

, Additions to Tax . Penalty _
Year Deficiency Sec. 6653 i Sec. 6661 | ~ Sec. 6662 (a)

1988 $768,025 $38,401 ’ $192,006 | --
1989 878,898 -= ; -= . $175,780
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Burton W. and Naomi R. Kanter

Additions to Tax Penalty

Docket No. Year Deficiency Sec. 6653 Sec. 6659 Sec. 6661 Sec.

712-86 1981 $340,578.00 $17,029.00 $42,682 - --
1350-87 1982 2,086,913.00 104,346.00 R $208,691.00 -
31301-87 1978 476,999.00 - - -~ -
33557-87 1980 454,396.00 22,720.00 - -~ -
3456-88 1979 183,809.37 9,190.47 - - -
32103-88 1984 3,825,078.00 191,254.00 - 949,211.00 --
26251-90 1983 1,150,652.00 57,532.60 - 287,663.00 -

1986 897,224.00 44,861.00 - 223,666.00 -
24002-91 1987 1,434,529.00 71,726.45 - 358,632.25 -
26918-92 1988 523,234.00 26,162.00 - 130,809.00 -
25981-93 1989 835,847.00 -— - - $167,169
Claude M. and Mary B. Ballard
Docket No. 16421-90:
Additions to Tax
Year Deficiency Sec. 6653 Sec. 6661
1982 ‘$55,338 $2,766.90 $8,774
Docket No. 20211-91:
Additions _to Tax

Year Deficiency Sec. 6651 (a) (1) Sec. 6653 . Sec.
1984 $981,072‘ 1$51,3311 $88,788.05 $245,268

! on brief, respondent concedes this addition to tax.

Sec. 6653 Sec. 6661
$10,422.45 $52,112.25

Docket No. 21616791:

Year Deficiency
1987 $208,449
Docket No. 1984-92:

Year Deficiency
1975 $23,453

1976 34,024
1977 11,502

1978 3,923

1979 21,630

1980 92,481

1981 193,743
Docket No. 23743-92:

Year Deficiency
1988 $125,136

Additions to Tax

Additions to Tax

Sec. 6653 Sec. 6659
$1,173 -
1,701 -
9,687 $17,138

Addition to Tax
Sec. 6653

$6,257
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Docket No. 22884-93:

. , Pegalty
Year Deficiency Sec, 6662

1989 . $179,924 | s3$,985

Estate of Robert W. Lisle, Deceased, Thomas W. Lisle and Amvy L.
Albrecht, Independent Co-executors, and Estate of Donna M. Lisle,

Deceased, Thomas W. Lisle and Amy L. Albrecht, Independent Co-
executors

Additions to Tax Penalty
Docket No. Year Deficiency Sec. 6653 Sec. 6661 - Sec. 6662(a)
20219-91 1984 $827,955 $41,397.75 $206,988.75 ', -
21555-91 1987 195,498 9,774.90 48,874.50 i -~
16164-92 1988 109,048 5,452.00 27,262.00 | -
7557-93 1989 109,049 - - $21,810

In the following cases, respondent determinéd in the notices

of deficiency or asserted in amended answers thaL the

underpayments in tax were subject to increased i#terest under
|

section 6621 (c), formerly section 6621 (d):*

Investment Research Associates, Ltd., and S?bsidiaries:

Docket No. Year {

43966-85 1979
45273-86 1982 i
L
4 Sec. 6621(d) (1) was added by the Deficit Reduction Act of

1984, Pub. L. 98-369, sec. 144(a), 98 Stat. 682, and provides for
interest of 120 percent of the adjusted interest, rate due on any
. substantial underpayment of tax attributable to tax-motivated
transactions. The increased interest is effectiyve for interest
accruing after Dec. 31, 1984. Sec. 6621(d) was redesignated as
sec. 6621 (c) by sec. 1511 (c) (1) (A) of the Tax Reform Act of 1986,
Pub. L. 99-514, 100 Stat. 2085, 2744, and repealéd by sec.

7721 (b) of the Omnibus Budget Reconciliation Act[of 1989 (OBRA
89), Pub. L. 101-239, 103 Stat. 2106, 2399, effective for tax
returns due after Dec. 31, 1989, OBRA 89 sec. 7721(d), 103 Stat.
2400.
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Burton W. and Naomi R. Kanter:

Docket No. Year
1350-87 1982
33557-87 : 1980
3456-88 11979
32103-88 1984
26251-90 : 1983, 1986

24002-91 ' 1987

'on brief, respondent concedes that the underpayment
attributable to the disallowed loss from Immunological Research
Corp. is not subject to increased interest under sec. 6621 (c),
following Estate of Cook v. Commissioner, T.C. Memo. 1993-581.

Claude M. and Mary B. Ballard:

Docket No. Year

16421-90 1982
20211-91 - 1984
21616-91 1987
1984-92 1975, 1976, 1977, 1978
, 1979, 1980, 1981
23743-92 1988

Estate of Robert W. Lisle, Deceased, etc.:

Docket No. Year
20219-91 1984
21555-91 1987

16164-92 1988
In amended answers, respondent alleged increases in the

deficiencies in tax and additions to tax in the following cases:
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Petitioner ' Docket No. ; Year(s)
Investment Reseérch Associates, - 45273~-86 1982
Ltd.,and Subsidiaries 43966~-85 1979
Burton W. and Naomi R. Kanter 712-86 1981

1350-87 1982
31301-87 1978
. 33557-87 1980
3456-88 1979
32103-88 | 1984
26251-90 1983, 1986
24002-91 | 1987
26918-92 | 1988
25981-93 | 1989

Claude M. and Mary B. Ballard 16421~-90 1982
' 20211-91 .| 1984
21616-91 1987

1984-92 1975, 1976, 1977

1978, 1979, 1980

1981

23743~-92 1988

22884~-93 | 1989

Estate of Robert W. Lisle, 20219-91 1984
Deceased, etc. 21555~91 1987

16164-92 1988
7557-93 1989

In the amended answers, respondent'a;leged that the
underpayments in tax with respect to all or, alternatively, with
respect to substantial portions éf the increased deficiencies in
tax were subject to the addition tojtax for fraup pursuant to
section 6653 (b) or the penalty for_fraud pursuagt to section

6663(a) in the following cases:’

5 For the years 1976 through 1981, the additilon to tax for
fraud is under sec. 6653(b). For the years 1982 through 1985,
the addition to tax for fraud is under sec. 6653 (b) (1) and (2).
For 1986 and 1987, the addition to tax for fraud is under sec.
6653 (b) (1) (A) and (B). For 1988, the addition fior fraud is under
' : : (continued...)
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Petitioner Docket No. Year(s)
Investment Research Associates, Ltd. 23178-91 1987
and Subsidiaries

Burton W.. and Naomi R. Kanter 712-86 1981
1350-87 1982
31301-87 1978
33557-87 1980
3456-88 1979
32103-88 1984

26251-90 1983, 1986
24002-91 1987
26918-92 1988
25981-93 1989

Claude M. and Mary B. Ballard 16421-90 1982
: 20211-91 1984
21616-91 . 1987 .

1984-92 1975, 1976, 1977

1978, 1979, 1980
1981
23743-92 1988
22884-93 1989

Estate of Robert W. Lisle, 20219-91 1984
Deceased, etc. : 21555-91 1987
' ' 16164-92 1988
7557-93 1989
Introduction
In each of the cases in which fraud is alleged, respondent
alleged that, if the Court holds that the underpayments in tax
are not subject to fraud additions, alternatively, the
underpayments in tax are subject to additions to tax under
sections 6653 (a) (1) and (2) and 6659(a), and the increased

-interest under section 6621(c), or if the underpayment is for

1989, that it is subject to a penalty under section 6662.

(...continued) .
sec. 6653(b) (1). For 1989, the penalty for fraud is under sec.

6663 (a) .
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In all of the amended answers in which respondent asserted

increased deficiencies in tax, as well as increased additions to
_ ‘ o

tax and penalties, respondent did not calculate or assert the

amounts of the increased tax deficiencies or thefamounts of the

additions to tax or penalties. Respondent asser@ed only the
améunts of increased income or the amounts of digallowed expensesi
that would result in increased deficiencies in tax and additions

vto tax. As a result of these amended answers, and as a result of

numerous concessions and stipulations of settlement that were

made by the parties before, during, and after the trial, as well

as concessions of certéin issues by respondént on brief, Rule‘155
computations will be necessary in some of the calses.®

These cases are part of a larger group of c@ses that have
also been identified by‘respondent as a litigatﬂon project. The
sobriquet for this project is "Leveﬂfeld/KanterM. These cases
were selected for trial because, as the Court understands, they
involve common issués that the othe# cases in this project do not

;

have. . , )

-
References to Kanter, Ballard, [and Lisle are to Burton W.

Kanter, Claude M. Ballard, and Robeft W. Lisle, |respectively.
{

" Reference to the Kanters, Ballards, jand Lisles are to Burton W.

|
|
|

6 In some of the cases, if~petitioners are sustained on the
fraud issue, respondent will be barred by the statute of
limitations from assessment as to those petitiopers.
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and Naomi R. Kanter, Claude M. and Mary B. Ballard, and Robert W.
and Donna M. Lisle, respectively. |

The issues to be decidéd are:

(1) Whether payments made by the Five in the Prudential,
Traveleré, and Kanter transactioné during the years at issue are
properly taxable to Kanter; Ballard, and Lisle, and, if so,
whether they are liable for the fraud additions to tax and
penalty with respect to such income; |

(2) whether certain commitment fees paid to Century
Industfies, Ltd., are includable in Kanter's income for 1981,
1982, 1983, 1984, and 1986;

(3) whether Kanter received unreported income from Hi-
Chicago Trust for 1981, 1982, and 1983;

(4) whether Kanter is taxable on the income of the Bea
Ritch Trusts for 1986, and 1987;

(5) whether Kanter had unreported income for 1982, -1983,
1984, 1987, 1988, and l989lfrom the CMS Investors Partnership;

(6)  whether Kanter had unreported income in 1983 from
EQuitable Leasing Co., Inc.:

(7) whether Kanter héd unreported income in 1982 based én
"the bank deposit analysis method;

(8) whether Kanter received barter income fromvPrincipal

Services in 1988 and 1989;
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(9) whether the Kanters are entitled to certain deductions
claimed on. Schedule A and Schedule C}for 1986 through 1989;

v(10). whether Kanter, in 1983, ;ealized capital gains under
section 357(b) and (c¢) from the assumption by Cashmere Investment
Associates, Inc., of partnership interests having negative
capital accounts and whéther, under [section 453,;the installment
method was available for the reporting of such g%ins;

(11) whether Kanter is entitled to'researcb and development

and business expense deductions from Immunologic%l Research

i
Corporation for 1979;

{ i

(12) whether Kanter had unrepdrted partnerbhip income for

1978; :
(13) whether the Kanters are entitled to a; loss from GLS

Associates for 1981; ;

[
r

(14) whether the Kanters are %ntitled to agloss from
i L
computer leasing transactions involving Equitec for 1983 and

1984; |

(15) - whether the Kanters‘are éntitled to investment

interest expense deductions for 1981;
(16) whether the Kanters are entitled to ah investment tax
!

" credit carryover for 1978;

(17) whether the Kanters are entitled to an interest

deduction for 1986;




_23_

(18) whether the Kanters feceived unreported interest
income from a bénk in 1988;

(19) whether Kanter is entitled to a business ioss
deduction in 1980 in cbnnection with the sale of a painting;

(20) whether the Kante;s are entitled to deduct a claimed
éharitable contribution of $15,000 to the Jewish United Fund in
1982; |

(21) whether the Kanters are entitled to claimed capital
‘gains and losses in 1987;

- (22) whether respondent correctly made adjustments to the
rental income, depreciation, interest exéense, and investment tax
credits claimed by Investment Research Associates, Ltd. (IRA) in
connection with equipment leasing transactions for 1979, 1980,
and 1982 through 1989; |

(23) whether IRA is entitled to a claimed loss on Form 4797
of $1,073,835 for 1988;

(24) whether IRA is entitled to a charitable contribution
carryover deduction for 1983;

(25) whether IRA is entitled to certain claimed capital
losses for 1985;

(26) whether IRA is entitled to claimed bad debt deductions

for 1987;

(27) whether IRA is entitled to claimed ordinary losses on

sales of notes receivable for 1987;
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(28) whether IRA is entitled to certain capital losses for

1987;

{29) whether IRA is entitled to deduct as business expenses-

amounts paid to J.D. Weaver in 1979, 1981, and 1982;

(30) whether the assessment and collection

of the

deficiency and additions to tax as to IRA for 1980 are barred by

the statute of limitations;

(31) whether IRA is liable for the f:aud addition to tax

for 1987;

(32) whether assessment and collection of Federal income

taxes of Kanter, Ballard, and Lisle are barred by the statute»of

limitations for some years;

(33) the liabilities of Kanter, Ballard, and Lisle for

‘additions to tax for negligence;

(34) whether the Kanters are liable for the section 6659

addition to tax for 1981;

(35) whether Kanter is liable for section $661 additions to

tax for 1982 through 1984, and 1986 through 1988

=%

(36) whether Kanter is liable for section £621(c) increased

interest for 1978, 1979, 1980 through 1984, and 1986, and 1987,

“and 1988;

(37) whether IRA is liable for the section

addition to tax for 1980;

6651 (a) (1)
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(38) whether IRA is liable for the section 6653 (a)
additions to tak for 1980, and 1982 through 1988;

(39) whether IRA is liable for the section 6659 (a)
additions to tax for 1982 and 1983;

(40) whether IRA is liable for:the section 6661 additions
to tax for 1983 through 1988; and

(41) whether IRA is liable fér the section 6662 {a)
accuracy-related penalty for 1989.- |

For convenience and clarity, the Court's findings of fact
and opinion are set forth under each issue. The findings of fact
with respect to any issue incorpdrate by this reference the
findings of fact as found in any preceding issue.

Issue 1. Whether Pavments Made By the Five in the Prudential,
Travelers, and Kanter Transactions During the Years at Issue Are

Properly Taxable to Kanter, Ballard, and lisle, and, if so,
whether they are liable for the fraud additions to tax and
penalty with respect to such income

FINDINGS OF FACT

The parties have filed several stipulations of fact. The
facts reflected in these stipulations, with thevannexed exhibits,

are so found and are incorporated herein by reference.

I. Background
" A. Petitioners' Residences and Principal Place of Business

At the time the petitions were filed, the principal place of
business of Investment Research Associates, Ltd. (IRA), was in

the State of Illinois, the Kanters' legal residence was in the



.
State of Illinois, the Ballards' legél residencejwas in the State
df Florida, and fhe Lisles' legal reéidence was in the State of
Texas. Donna Lisle died on April 12% 1993, and Robert W..Lislé

|

died on September 17, 1993. Their two children,%Amy L. Albrecht

p
and Thomas W. Lisle, are the coexecutors of the Estates of Robert

W. Lisle and Donna M. Lisle. The estates have been substituted
[

as parties and the two children as representatives of the
: I

estates. Amy Albrecht and Thomas Lisle were legél residents of

the State of Texas at the time they were substit4ted as
|

representatives of the estates of their deceased%parents.

B. Kanter i
|

Kanter is an attorney who has been engaged lontinuously in

the practice of law in Chicago, Illi¢ois, since about 1956. He

received a J.D. degree from the Univérsity of Chicago in 1952.

From 1952 to 1954, he was a teachingiassociate at -the University
. ] t A .

of Indiana Law School. Since 1956, ﬁis law practice has been in

| . :
Chicago, Illinois. His primary expertise is in Federal income

l
and estate taxation. From 1964 to 1981, Kanter was a partner in

the law firm of Levenfeld & Kanter, Which later became Levenfeld,
Kanter, Baskes & Lippitz. That firmjwas dissolved in 1981, and
" Kanter thereafter practiced with the%firm of Kanter & Eisenberg.
As of the time of trial, Kanter was of counsel with the Chicago

firm of Neal, Gerber & Eisenberg.
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' At the time of the trial and for the prior 10 years, Kanter
taught courses in estate and gift taxation and estate élanning at
"the University of Chicago Law School. Kanter has lectured aﬁd
written extensively in the area of Federal tax law. He has also
been an active participant in‘professional bar associations. For
a nﬁmber of years, Kantér has been a writei and contributor to
the Journal of Taxation, a national'monthly publication devoted
exclusively to Federal taxation. One of the features of this
publication is the Shép Talk section which he originated. At the
time of trial, Kanter was a senior editor with the Journal of
Taxation. Kanter is generally recognized aé well known in his
field. This recognition has resulted in a successful law
practice, which has led to Kanter's being involved in
consultation, developﬁent, and investments in a number of
business fields and enterprises. For instance, Kanter has «
performed extensive legal work for the Pritzker family, majority
owners of the Hyatt Corp., a major hotel company. Kanter also
served as a director on the boards of several corporations and

charitable organizations.

Petitioner Naomi R. Kanter, Kanter's wife, was not involved
" in any of the activities giving rise to this litigation.
However, she filed joint Federal income tax returns with Kanter

for the years at issue.
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C. Ballard

Ballard was én employee in the‘real estate‘departmént of The
Prudentiél Insurance Co. of America (Prudentialf from 1948 until
his retirement in 1982. During the course of hﬁs career at
Prudential, Ballard was assigned to 'several regﬁbnal offices of
Prudential, including Houston and Déllas, Texas? and beginning in
1966 in the corporate»headquarters of Prudential at Newark, New
Jersey, and then again, for a short time, at ﬁhd Houston regional
office. 1In 1973, he was reassigned‘to Prudenti#&'s Newark
corpordate headquarters, where he remained until his retirement in
early 1982. At the time he left Prudential,-Baﬂlard was a senior
vice president in charge of equities and worked%under Donald Knab
(Knab), who was in charge of all of‘Prudential'Q real éstate
opérations.

Ballard's work with Prudential in its real_%state equity
operations involved the purchase, development, m@nagement? and
sale of property. Ballard supervised the staff bf this
department at Prudential's'headquarfers, as well as the real
estate department staff at Prudential's regibnaljand field
offices throughout the United States. Ballard Eould influence
" the choice of builders and contractors for Prudential projects

\ |
and could influence or prevent'a pr%ject from going forward.
Shortly after leaving Prudential, Ballard bgcame a general

partner with Goldman Sachs, an investment firm in New York City.
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In November of 1988, he retired as a general partner and became a
limited partnér with Goldman Sachs.

In his position with Prudential, Bailard met and was in
contact with attorneys, developers, businessmen, and contractors
involved in or affected by Prudential's real estate activities.
D. Lisle |

Lisle graduated from the University of Missouri with a B.S.
degree in public administration. He attended law school at the
University of Missouri, graduate schools of management and
business at Columbia University, and the graduate school of
management at Princeton University.

Like Ballard,»Lisle was employed by Prudential. Lisle
worked for Prudential in real estate development'and in mortgage
financing from September 1950 to April 1982. Lisle headed the
division responsible for lending money and buying and building
real estate for Prudential. He had authority to commit any loan
up to $20 million and to award construction contracts. The
developmeént aspect of hisAWork was conducted through a subsidiary»v
corporation of Prudential known as PIC Realty Corp. (PIC

Realty).’ Lisle was president of PIC Realty.

T Prudential conducted its real estate equity and joint
venture operations in the name of PIC Realty in those States that
prohibited insurance corporations from dlrectly engaging in real

estate development.
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‘
To a large extent, Lisle's career parallele% Ballard's.
Like Ballard, Lisle worked in various regional offices of
Prudential and ultimately was promoted to a senigr executive
position at Prudential's Newark‘corpbrate headquarters. The
offices of Lisle and Ballard were next door to e%ch other, and
Lisle's supervisor at Pfudential was also Donald;Knab. To some
extent, Ballard and Lisle's duties overlapped. At the time Lisle
"left Prudential in 1982, he was a vice president of Prudential. | ‘
In April 1982, after leaving Prudential, Ligle began working
for The Travelers Insurance Co. (Travelers), doing virtually the
same kind of work he had done for Prudential. HL worked for
Travelers until April 1988.
Donna M. Lisle, Lisle's wife, was not involLed in‘any of the
activities giving rise to this litigation, and h%r estate is a
party to these proceedings solely by;virtue of MLS. Lisle's
having filed joint ‘Federal income tax returns wi;h Lisle for the .
years at issue.
II. The Kanter Enterprise
A. Overview

Kanter met Ballard and Lisle soﬁetime between 1968 and 1970.

"The three had numerous contacts and business dealings in

succeeding years.
Kanter entered into arrangement$ pursuant to which he would

"~ use his business and professional contacts, including his
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relationships with the Pritzkers, Ballard, and Lisle, to assist
individuals and/or entities in obtaining business opportunities
or in raising capital'fof business ventures. Kanter establishéd
a complex organization of corporations, partnerships, and trusts
to receive, distribute} and disguisexthe payments from these
arrangements. |

Some of these arrangements involved payments from a group of
individuals referred to by the parties as "the Five". The Five
made payments for Ballard's and Lisle's influence in awarding
contracts with Prudential (the Prudential transactiéns), for
Lisle's influence in awarding confracts with Travelers (the
Travelers transactions), and for Kanter's influence in
transactions that did not involve Prudential or Travelers (the
Kanter transéctions). The payments most often were made to
corporations controlled by Kanter and then distributed through
various means to Kanter, Ballard, and/or Lisle, their family
members, or to entities established for the benefit of their.
families.

Most of the payments made in the Prudential transactions
were paid through IRA or one of its subsidiaries. Those made in
"the Travelers and Kaﬁter transactions generally were made through
another corporation controlled by Kanter, The Holding Co.
(Holding Co.) or one of its subsidiaries. Funds received by IRA

and its subsidiaries and Holding Co. and its subsidiaries, as
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well as funds of other Kanter entities and assoéiates, were
commingled in’aécounts administered by anothe: Kanter controlled
entity, The Administration Co. (Administration Co.) (and later
Principal Services Corp.).

Some distributions to Kanter, Ballard, and Lisle were
characterized as commissions, consulting fees, ér directors fees.
Others were recorded as receivables or loans, m%ny of which were

. |
traded or transferred between the various entities and eventually ‘

written off as uncollectible with IRA and/or Kanter taking
deductions for the writeoffs. Some of the distrmibutions that
were treated as loans were made through two Kanter entities,

.International Films, Inc. (Int'l Films) and Harkor Exchange

Lending Operation (HELO).

Large portions of the payments made in the Prudential

transactions eventually were distributed to thrée of IRA's

subsidiaries; more specifically, 45 percent to darlco, Inc.
(Carlco) (controlled by Lisle), 45 percent to TﬁT, Inc. (TMT),

(controlled by Ballard), and 10 percent to BWK,}Inc._(controlléd
i

- !
An overview of the Kanter enterprise is shdwn by the

by Kénter).

[

following diagram:
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i

B. Investment Research Associates, Inc., and Iﬁs Subsidiaries

IRA was originally incorporated in the Stat% of Delaware on

August 26, 1974, under the name of Cedilla Co. &n 1979, the name.

. i
of Cedilla Co. was changed to Investment Researcp Associates,

Ltd. Reference hereinafter to IRA also refers tp its

|
|

preaecessor, Cedilla Co. during years pridr to the name éhange.
1. 2&14_32.0_0.& _;

At the time of its incorporation in 1974, ﬂRA was authorized
to issue 1,000 shares of 10-cent par value comm#n stock, 8,000
shares of $1 par value class A preferred stock, .and 1,000 shares
of 10-cent class B preferred stock. By 1977 IR% was also
authorized to issue 1,000 shares of $5,000 par %alue class C
preferred stock. |

IRA's annual franchise reports filed with the State ofv
Delaware from 1975 to 1988 reported that the fo#lowing shares of

stock were issued and outstanding: {
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Year Common Preferred

Class A Class B Class C
1975 [blank] [blank] [blank]  [not authorized]
1976 [blank] [blank] [blank] [not authorized]
1977 1,000 1,000 500 [not authorized]
1978 1,000 1,000 none none
1979 none 1,000 1,000 none
1980 1,000 1,000 none none
1981 [blank] [blank] [blank] [blank]
1982 none none none none
1983 1,000 1,000 [blank] [blank]
1984 [blank] [blank] [blank] [blank]
1985 [blank] [blank] [blank] [blank]
1986 1,000 -0- ' -0- -0-
1987 [blank] [blank] [blank] {blank]
1988 [blank] [blank] [blank] ) [blank]

"IRA's end-of-year balance sheets from 1975 to 1989 indicate
the following stockholder equity attributable to the preferred

and common stock:

Year Preferred Common

1975 = $1,050 $100
1976 1,050 100
1977 - 1,000 . ~ 100
1978 1,000 100
1979 1,000 100
1980 : 1,000 100
1981 ' 1,000 : 100
1982 ‘ 1,000 100
1983 ' A -0- v 100
1984 -0- 100
1985 -0- 100
1986 . =0- 100
1987 - =0~ ' 100
1988 -0- 100
1989 -0- 100
2. IRA Stockholdexrs

IRA's 1976 return reported that no individual, partnership,
corporation, estate, or trust at the end of the year owned (or

was attributed ownership under section 267 (c)) 50 percent or more
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of the corporation's total voting stfck. IRA's returns reported
’ |

that from 1977 through 1982, Solomon!Weisgal, trhstee of the Bea

Ritch Trusts, owned 50 percent of IKA'S voting sﬁock, and Mildred
! .

Schott owned the remaining 50 percedt of IRA's voting stock. The
I ’

Bea Ritch Trusts owned 1,000 shares lof common stbck, and Schott

owned 1,000 shares of class A prefefred voting stock. IRA's
returns for 1984 through 1989 indicated that no individual,

partnership, corporation, estate, or trust at the end of the year

owned (or was attributed ownership under sectionf267(c)) 50

total votinP stock.

percent or more of the corporation's
. |

a. Mildred Schott and Delores Kea%ing
Mildred Schott (Schott) workedlas a legal chretary and had
a real estate broker's license. Shg was introd@ced to Kanter by
a mutual acquaintance. Before she obtained her Eroker's license,
she worked as a real estate sales person for Delbres Keating
.(Keéting).

Prior to October 28, 1975, Keating owned 1,/000 shares of

common stock of Cedilla Co. On Octqber 28, 1975, Keating's l,OOO“

1
1
1

'

shares of common stock were exchang%d for 500 shares of the class
B preferred stock, and 1,000 shares jof common stiock were issued
" to the Bea Ritch Trusts. By 1978, Keating's 500 shares of class

B preferred stock were redeemed by the corporation.
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Schott held l,OOO‘shares of the class A preferred stock
until 1982. She held the stock to enable IRA to hold a corporate
real estate license.

b. The Bea Ritch Truéts

Twenty-five trusts known collectively as the Bea Ritch
Trusts were establishedvin 1969 and were named after Beatrice K.
Ritch, Kanter's mother. Kanter's mother is the named grantor, .
ostensibly contributing $100 to each of the 25 trusts.

Originally, when the 25 Bea Ritch Trusts were established in
1969, the beneficiaries of the trusts were Kanter, his family,
and other relatives of Kanter. By about 1977, Kanter héd
formally renounced all of his interest as a beneficiary in the
Bea Ritch Trusts. Aﬁ some time, many additional trusté were
édded as beneficiaries to the trusts. The identities of the
beneficiaries of the additional trusts are not in the record.

The original individual and additional trust beneficiaries

of the Bea Ritch Trusts are as follows:

Original Additional
Trust Name " Beneficiaries . Beneficiaries

BWK Trust Burton Kanter JSK 1st Trust #5
: JSK 2d Trust #5
JSK 3d Trust #5

Naomi Trust Naomi Kanter JSK 3d Trust #19
: , JSK 1st Trust #20
BN Trust Burton & Naomi JSK 1st Trust #4

JSK 2d Trust #4
JSK 3d Trust #4

Joel Trust Burton & Joel JSK 1st Trust #17
‘ Kanter JSK 2d Trust #17
- Janis Trust Burton & Janis JSK 3d Trust #15

Kanter , JSK 1st Trust #16



Trust Name
Joshua Trust

Joel Children's

Trust

Janis Children's
Trust

Joshua Children's
Trust

JL-1 Trust
JL42‘Trust
JL-3 Trust
JA-1 Tfust
JA-2 Trust
JA-3 Trust
JS-1 Trust
JS-2 Trust

- J§-3 Trust
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Original
Beneficiaries

Burton & Joshua

Kanter {
Burton, Naomi,
Joel & Joel's
children living
from time to time
Burton, Naomi,
Janis & Janis ,
children living
from time to time
Burton, Naomi,
“Joshua & Joshua's
children living
 from time to time
Burton, Joel, j
Harriet Blum &
Joel's 1st child
Burton, Joel, .
Debbie Blum &
Joel's 2d child
Burton, Joel, (
Jeff Blum &
Joel's 3d child
Burton, - Janis,
Henry Krakow &
Janis' 1lst child
Burton, Janis,
Helen Krakow &
Janis' 3d child
Burton, Janis,
Helen Krakow &
Janis' 3d child
Burton, Joshua,
Gerald L. Kanter &
Joshua's 1lst child
Burton, Joshua, '
Ruth Kanter &
Joshua's 2d child
Burton, Joshua,}
Joshua's 3d child
& all of the

children of Gerald L.

Kanter living from
time to time |

Additional

Beneficiaries

JSK' 2d Trust #18
JSK 3d Trust #18
JSKi 3d Trust #17

|
JSK! 1st Trust #18

JSK 2d Trust #16
JSK_3d Trust #16

JSK 1lst Trust #19
JSK| 2d Trust #19

JSK 3d Trust #11
JSK 1lst Trust #12

JSW 2d Trust #12
JSK 3d Trust #12
JS@ 1st Trust #13
JSK 2d Trust #13

JSK 1lst Trust #9
JSK 2d Trust #9
JSK 3d Trust #9
JSK 1lst Trust #10
JSK 2d Trust #10

JSK 1st Trust #11
JSK 2d Trust #11

Jsﬁ 3d Trust #13
JSK 1lst Trust #14

JSK 2d Trust #14
JSK 3d Trust #14

JSK 1st Trust #15
JSK 2d Trust #15



Trust Name
BK Children's
Trust

BK Descendant's
Trust

BK Grandchildren's
Trust

Lillian Trust

J-1 Wife's Trust

J-2 Husband's
Trust

J-3 Wife's Trust
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Original

Beneficiaries

Burton, Naomi and
all of the children
of the Grantor's
son living from
time to time

Burton, Naomi and
all of the
descendants of the
of the Grantor's son
living from time to
time

Burton, Naomi and
Burton's Grand-
children living
from time to time

Burton, Naomi and
Lillian Walker

Burton, Joel's Wife
and the children of
Carl I. Kanter
living from time
to time

Burton, Janis'
husband and the
children of
Aloysius B. and
Helen M. Osowski

Burton, Joshua's
wife and Ruth &
Philip Loshin

Additional

Beneficiaries

JSK 1st Trust #1
JSK 2d Trust #1
JSK 3d Trust #1

JSK 1st Trust #2
JSK 2d Trust #2
JSK 3d Trust #2

JSK 1st Trust #3
JSK 2d Trust #3
JSK 3d Trust #3

JSK 2d Trust #20

"JSK 3d Trust #20
. JSK 1lst Trust #6

JSK 2d Trust #6
JSK 3d Trust #6

JSK 1st Trust #7
JSK 2d Trust #7
JSK 3d Trust #7

JSK 1st Trust #8
JSK 2d Trust #8
JSK 3d Trust #8

Solomon Weisgal (Weisgal), an accountant and a longtime

friend and business associate of Kanter, has been the sole named

trustee of the Bea Ritch Trusts since 1969.

As'trustee of the

Bea Ritch Trusts, Weisgal had broad power either to accumulate

the Bea Ritch Trusts' income or to distribute (i.e., sprinkle)

the trusts' income and assets among all or any of the trusts'

beneficiaries in a manner he deemed appropriate.

Weisgal did not
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act independently as a trustee. Rather, he acted as Kanter

directed in all matters regarding the trusts.
3. IRA Officers and Directors ]
Prior to October 27, 1975, Keating was president and

resigned and

secretary of IRA. On October 27, 1975, Keating
Schott was elected as president and Sharon Meyers (Meyers) as
secretary by the unanimous consent of the directlors (Schott,

Meyers, and Patricia Grogan (Grogan)). From 1917‘to 1980, the

president of IRA was Schott, and the vice presiﬂent was Weisgal.

Lawrence Freeman (Freeman), an attorney in Miami, Florida,
was a friend and business associate of Kanter. |At Kanter's

request, Freeman served as IRA's president from ;1980 to 1989.

Although Freeman was not paid for serving as IRA's president, he

‘and his law firm received significant legal business through
referrals from Kanter. 1In 1989, Kanter became fRA's acting

president. : !

From 1976 through 1980, Schott, Weisgal, a+d Grogan served

as IRA's directors. From 1981 through 1989, Fréeman served as a

director. For most of those years Freeman was the sole director.

Although Ballard was not listed as a director, IRA paid Ballard

' $12,500 as directors fees in 1981. IRA deducted $12,500 as a

director fee expense con its 1981 return. |
Meyers served as an officer or'directorfof IRA at various

times. Meyers originally worked as Kanter's secretary at
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Kanter's law firm. By the 1970's, hér duties at the law firm
évolved to her being an administrative assistant to Kanter. By
1981, she was no longér aniemployee of the law firm. During the
years at issue, Meyers also served as an officer or director of
'many of Kanter's other corporations. |

| At all times, IRA's officers and directors made decisions
and performed their duties in accordance with Kanter's
instructions.
4. IRA Subsidiarijes

IRA owned, from time to time, controlling interests in

several subsidiary corporations. These subéidiary corporations
included Brickell Enterprises, Inc., Cedilla Co., Cedilla
Investment Co., IRA Florida Apartments, Inc., KWJ Corp., Zeus
Ventures, Carlco, TMT, and BWK, Inc. IRA also, at one point,
owned a majority stock interest in Int'l Films.

Carlco, TMT, and BWK, Inc., were incorporated in the State
of Delaware in 1982 but remained inacfive until 1983. 1In |
December of 1983, IRA acquired 1,000 shares (100 percent) of the
common stock of each 6f Carlco, TMT, and BWK, Inc. In December
1983 and January 1984( Carlco, TMT, and BWK, Inc., each issued
" shares of breferred stock. Carlco preferred shares were issued
to the Christie Trust established by Kanter for the benefit of
Lisle's family; TMT preferred shares were issued to the Orient

Trust established by Kanter for the benefit of Ballard's family;
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and BWK, Inc., preferred.shares wereiissued to the BK Children's
Trust, the beneficiaries of which wefe members of Kgnter's
family. | |
cC. Holding Co. |

Holding Co. was incorporated oniDecember 8,51976. Holding
Co. owned several supsidiary corporaFions,Aincluﬁing the Citra
Co., Active Business Corp., HELO, LB% Propertiesj Inc., The
Nominee Corp., 0Oil Investments, Ltd.; TanglewoodiProperties,.
Inc., and Zion Ventures, Inc. i |

Kanter, his family, and trusts ?stablished ﬁor the benefit
of his family, including the Bea Rit?h Trusﬁs and the Evergiades
. Trusts,® owned substantially all of %he stock in ﬁolding Co.

Kanter, Weisgal, Meyers, and Li%da Gallenbeﬂger
(Gallenberger) most offen served as éirectors anq officers of
Holding Co. i f
Holding Co.'s endfof-year balan?e sheets inéicate the

following stockholder eguity attribu%able to theipreferred and

common stock: ' i

Year Common ‘ Preferred Paid-in
Class A Class B Cllass C Class D Capital
1979 $23 $775 $3 $50, 000 - $407,087
1980 23 775 3 530,000 1'50(,'000 407,087
1981 23 775 3 50,000 = 407,087
' |
|
|
8 The Everglades Trusts 1-5, shareholders in Holding Co., were

grantor trusts in which Kanter was the deemed owner under secs.
671 through 678. v ’ _

|

|
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Prior to August 1981, another Kanter entity, Computer
Placement Services, had a $1,729,300 loan outstanding to Holding
Co. In August 1981, $1,500,000 of the loan was converted to
Holding Co. class D preferred stock. 1In 1983, the stockholder
equity of class D preferred stock waé decreased by $i,499,999 and

the paid-in capital was increased by the same amount.

D. Administration Co. and Principal Services: The Banking
Corporations

The funds of the various Kanter entities (as well as the
funds of some of Kanter's associates) were commingled in accounts
held by Administration Co. and later the Principal Services
Accounting Corp. (Principal Services), both of which were also
controlled by Kanter.

Administration Co. was incorporated in the State of Delaware
on September 21, 1981, and was authorized to do business in the
- State of Illinois. Administration Co.'s offices were located
either at Kanter's law firm offices or in close proximity
thereto.?®

The sole shareholdeflof Administration Co. was the Pyramid
Trust. Weisgal was frustee of the Pyramid Trust, and Meyers was

the sole beneficiary.

9 ‘Administration Co. was organized at the insistence of some
of the members of Kanter's law firm who complained that law firm
employees working under Kanter were performing extensive nonlegal
services for which the law firm was not being compensated.
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Meyers was the sole director of Administraqion Co. and was

its president from 1981 to 1985. Géllenberger @as the vice

president of Administration Co. and ‘worked under the direction of

|

. {
Meyers. When Meyers left Administration Co. in 1985, Kanter
' |

briefly served as acting president of Administration Co., and,

thereafter, Gallenberger became Admﬂnistration Cb.'s president

from 1985 through 1988.%° |
Administration Co. had severaljemployees, mbstly,clerical
. . 1 !

assistants, bookkeepers, and accountlants. Meyerb directed the

staff and employees of Administratiﬂn Co. until ﬁ985. In 1983,

'
0
'

Administration Co. paid $143,489 in)employee combensation and
distributed over $500,000 as nonemployee compensation, including
| :

|, ; .
$400,000 to the Rainbow Trusts (Rainbow Trust NoF. 1-25).

Administration Co. administered funds that Ft collected from

: . s |,
or on behalf of various Kanter entities and assoplates, referred

to as clients. Administration Co. clients incluﬁed individuals

(including Kanter, Ballard, and Lislb), corporatbons (including
; j

IRA, Holding Co., and their subsidiafries), partnérships, trusts,

various Kanter-related entities, and| members of‘kanter's law

firm.

10 Gallenberger was an accountant.| Shortly after arriving in
Chicago, Illinois, she passed the certified public accountant's
examination. Gallenberger became an| employee of|Administration
Co. in 1982. :
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Administration Co. opened a bank account in Administration
Co.'s name known as the Special E Account. The Spe;ial E Account
functioned generally as a checking account for its various
clients. Administration Co.'é books and records reflected each
client's balance in the account and élso reflected deposits or
withdrawals affecting that client's account.

Administrétion Co. also maintained at.its bank a second
account known as the Special Account that served more 1like a
savings or money market account. The moneys in, this account were
used to buy certificates of deposit because a higher rate of
return could be realized by aggregating the funds to'purchase
larger denomination certificates of deposit.

Funds from both the Special E Account and the Speéial
Account were lent to Administration Co. clients. Deposits to and
withdrawals from the Sbecial E Account and the Special Account
were posted to the appropriate client accounts. If a client had
a negative balance in the accounts, that debit amount was
recorded as a receivable owed by the client to Administration Co.
Any positive balance a client had in the accounts was considered
money belonging to the client.

Administration Co. issued annual tax statements and reports
to its clients and the Internal Revenue Service (IRS) for the
interest earned by each client on that client's funds in the

Special E Account and the Special Account.
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Administration Co. maintained books and reqords for each of
its clients and} in many instances, prepared cliLnts' tax
feturns. Administration Co. prepared Kanter's income tax returns
for all or some of the years at issue. Adminispration Co.
charged a fee for its éervices. | )

Administration Co. filed for bankruptcy ianebruary 1988,
and Principal Services was organized. All of PJincipal Services'
outstanding shares of stoék.were initially owne% by ARO Trust, of
which trust Kanter was the trustee.

Principal Services took over a number of Aiministration
Co.'s clients, including Kanter, iRA, and Holdidg Co.v Principal
Services performed services for clients similar ‘to thosé provided
by Administration Co. Principal Services also #stablished two
accounts similar to the Special E Account and tﬁe Special
Accqunt. During the years at issueg Principal Aervices made
'loans to Holding Co. and BWK, Inc. |

In 1990, Gallenberger purchased from ARO TJust all of
Principal Services's shares fof $100. 1In Octob%r of 1993,
Principal Services moved (along with all of its clients files) to

|

E. The Other Lending Corporations ' (
»

During the years at issue Kantér often used two additional

Wisconsin.

entities, HELO and Int'l Films to distribute fu4ds including

l
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distributions to Ballard and Lisle or trusts established for the
benefit of their families.
1. HELOA

HELO's predecesso:, Harbor Investments, Inc., was
incorporated on July 21, 1978, and the stated business purpose
was investments. The name was changed in fiscal year ending
Auguét 31, 1980, to Harbor Exchange Lending Operation. The
Active Business Corp. (Active) owned 100 percent of the voting
stock of HELO. Holdiﬁg Co. owned 100 percent of the stock of
Active and filed consolidated returns with HELO and Active.

On August 31, 1984, all of the shares of HELO were
transferred by Active to Kanter és the trustee of the ARO Trusts.
At the time of the transfer, HELO's only signifiéant assets were
loan receivables tbtaling $2,331,326, andvits liabilities
included short-term loans of $2,518,589 and long-term loans of
$10,557. Holding Co. also disposed of 100 percent bf the voting
stock of Active Corp; in 1984.

Holding Co.'s consolidated returns reported the following
income, net assets, and stockholder equity with respect to

HELO:!!

u The record does not contain the information for 1982.



08/78 08/79
Income - -
Deductions - ($115)
Total - (115)
NOL -—
Taxable -
Assets
Cash $500 131
Receivakbles -— --
Money market - -
Pooled funds -- --
Intangibles —_— 151
Total 500 382
Liabilities
Short term - -—
‘Shareholder - -
Long term - -
Total - --
Net assets 500 382
500
Capital stock 500
Ret. earnings (118)

2. Int'l Films

Int'l Films was incorporated in September 1
the record does not disclose who originally owne
Int'l Films, on August 31, 1984, IRA owned 71 pe

voting stock of Int'l Films.
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08/80Q

$1,485
31,309
(29,824)

(115)
(29,939)

4,294
2,871,082
718

120
2,876,214

322,987
1,255,600

1,327,100

2,905,687

(29,473)

500
(29,973)

had loans receivable of $878,227.

08/81 08/83 08/84
- %4,597 -- $136
- {149,974) -- (30)
' (145,377) -- 106
- (29,939) -- (198,135)
' (175,316) -- (198,029)
 (879,704) $31 322
4,691,912 2,331,326 1,320,059
259 . --
-- -- 4,636
89 27
3,812,556  2,331,384. 1,325,017
849, 680 2,518,589 1,522,700
10,557 -- -~
3,127,200 10,557
3,987,437 2,529,146 1,522,700
(174,881) {197,762) (197, 683)
500 500 500
(175, 381) 198,262) (198,183)
973. Although

As of August 31,

1

d the stock of
rcent of the

983, Int'l Films

As of August 31, 1984, Int'l

Films had loans receivable of $1,050,827.

III. Transactions Involving the Fivé
: !

Prior to and during the years ét issue,

of the largest holders of commercial real estate

States.

i
responsible for managing an estimatéd $20 billio

real estate properties. Prudential 'also develop

By the late 1970's, Prudential either h

Pr@dential was one

in the United
eld or was
n in commercial

ed commercial
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real properties and provided financing to other real estate
developers for various real estate projects around the country.

As stated previously, Kanter entered into arrangements
pursuant to which he would use his relationships with the
Pritzkers, Ballard, and Lisle to assist individuals and/or
entities in obtaining business opportunities or in raising
capital for business ventures. Some of these arrangements
involved payments by a group of individuals referred to by thé
parties as "the Five". The Five include J.D. Weaver . (Weaver),
Bruce Frey (Frey), William Schaffel (Schaffel), Kenneth Schnitzer

{Schnitzer), and John Eulich (Eulich).

A, The Weaver Arrangement: Hyatt Corp.'s Embarcadero Hotel
Management Contract

Hyatt Corp. manages hotels in the United States, Canada, and
the Caribbean. As indicated previously, members of the Pritzker
family control Hyatt Corp. Kahter has represented the Pritzkers
for years aé their attorney. '

The Houston Hyatt Hotél was co-owned by Prudential and
Tenneéo Cbrp. (Tennec05 and managed by Hyatt Corp. ' Weaver was an
executive with Tenneco. From 1968 thrOugh 1972, Ballard and

Weaver were involved in the development of the Houston Hyatt
Hotel, and Ballard negotiated the hotel's management contract
with Hyatt Corp.

During the early 1970's, Prudential was al;o a participant

in a joint venture to develop and own the Embarcadero Hotel in
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San Francisco. The joint venture participants spught an

experienced major hotel management dompany to operate the hotel

under a long-term management contract. Del Webb

(Webb), a .well-

known hotel operator and owner of a large hotel management

company, and Intercontinental Co., another large

hotel management

company, were competing for the management contrfact. A.N.

Pritzker wanted the Hyatt Corp. to obtain the management contract

for the Embarcadero Hotel; the hotel would become the third or

fourth Hyatt-operated hotel in the qnited States

conventions could be held. i
|

at which major

Lisle was supervising developmént of the Eﬁbarcadero Hotel

for Prudential and was involved in ﬁhe selection

company to manage the hotel. Although Hyatt Corp.

of a management

was about to

enter into the long-term managementjcontract to opérate the

Houston Hyatt Hotel owned by Prudential and Tenneco Corp., Lisle

was not interested in having the Hydtt Corp. manage the

Embarcadero Hotel. i

Pritzker offered to péy Weaver, who had worlked with Ballard

in deVeloping the Houston Hyatt Hotél, a portion

of the

|
management fees if Weaver helped Hyatt Corp. obtlain the

"management contract for the Embarcadero Hotel. [Weaver then

persuaded Lisle to consider Hyatt Cérp. for the Embarcadero

Hotel's management contract.
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Since Ballard had negotiated the Houston Hyatt Hotel's
management contfact, Khab (Ballard and Lisle's superior at
Prudential) directed Ballérd to review and evaluate the terms of
the proposed management contracts to be considered for the San
Francisco Embarcadero Hotel.

Subsequently, representatives of the Embarcadero joint
venture participants met with Webb and Pritzker to obtain bids on
the Embarcadero Hotel's ménagement contract. Ballard and Lisle,
as well as other Prudential employees, represented Prudential at
. the meeting. For reasons not fully shown in the record,
representatives of Intercontinental Co. were not present at the
meeting, and Webb refuéed to submit a bid during the meeting
because he thought he had beén promised the contract. Pritzker
offered to have Hyatt Corp. enter into a management contract for
the Embarcadero Hotel substantially similar to the Houston Hyatt
Hotel's management contract. At the meeting Hyatﬁ Corp.
submitted the only bid} and the management contract was awarded
to Hyatt Corp. |

Shortly after being awarded the contract, Hyatt Corp.
entered into an agreement with KWJ Corp., an S corporatidn solely
" owned by Weaver. Under the written agreement dated February 25;
1971, Hyatt Corp. agreed to pay KWJ Corp. a commission generally
equal to 10 percent of Hyatt Corp.'s fees under the Embarcadero

Hotel management contract. The agreement acknowledged that "KWJ"
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was the principal factor in bringing Hyatt Corp. and the owners
of the Embarcadero Hot@l together and aiding in the negotiations.

Over the period from about 1972 through 1994 Prudentlal.
eventually built a total of about 10 large, manr-convention—size
hotels that Hyatt Corp. managed for‘it. During;discussions about
Hyatt Corp.'s ébtaining the management contract |on one of the
first'of these other hotels built after the Embarcadero Hotel,
Pritzker discussed Weaver's finder's fee with respect to the
Embarcadero Hotel's management contract with Bailard and Lisle.
Pritzker told Ballard and Lisle that Hyatt CorpI s payment of
this finder's fee was a one-time occurrence. Péltzker told them
that no similar finder's fees would be paid witL respect to
future management contracts that Hyatt Corp. obLalned for other
Prudential hotels. ‘

The Embarcadero Hotel opened in May 1973. Lln early 1975, a
dispute arose between Weaver and Hyatt Corp. wi;h regard to the
commission due for 1974. A Hyatt Corp. officiah informed Weéver
that the Embarcadero Hotel did not generate a net profit for
1974. Weaver. claimed that Hyatt Corp. was entitled to $623,201
under its agreement with'Prudentiél and that hg was entitled to
~ 10 percent of those fees. Pritzker responded that Weaver's share
of the fees should bear his share of the home office expenses.

By November of 1975, Weaver and Hyatt Corp. haq settled the

dispute.
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During the period when Weaver and Hyatt were disputing the
computation of Weaver's share of the management fees, Kanter and
Weaver agreed that IRA would purchase the stock of KWJ Corp. 1In
- a letter to Kanter dated March 10, 1976, Weaver confirmed "our
understanding regarding my granting.to your client a right to
purchase all of the outstanding shares of stock of KWJ Corp." for
$150,000. The letter further provided thatbin addition to the
purchase price for the KWJ Corp. stock, KWJ Corp. would continue
to engage Weaver as its president and chief operating officer.

In addition, Weaver was to receive 30 percent of all payments
made by Hyatt Corp. under the coﬂtract with KWJ Corp. for as long
as the contract was in existehce, regardless of whether he
performed any services for KWJ Corp.

At that time, Hyatt Corp. was in the process of becoming
privately owned, and Kanter did not want the transfer of the KWJ
ACofp. stock to take place until after Hyatt Corp. became
privately owned. Therefore, the agreement was framed as an offer
to sell the stock for a period of 4 years.

On March 14, 1977, Hyatt Corp. paid KWJ Corp. $54,848 for
fees earned during 1976. Sometime prior to November 1978, Hyatt
" Corp.'s management contract with the hotel was modified, and |
Hyatt Corp. wanted to revise its agreement with KWJ Corp. By
letter dated November 14, 1978, Hyatt Corp. notified Wea&er that,

under thé proposed change, KWJ Corp. would have been overpaid by
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$54,848 for 1976 and would be due $12,095 for 1977.

dated November 21, 1978, Weaver informed Kanter

changes in the Hyatt arrangement.

Weaver would call Kanter to discuss the proposeq change.

letter to Hyatt Corp. dated November 30, 1978, W

the KWJ Corp. contract would not be affected by

to Hyatt Corp.'s Embarcadero Hotel contract. On

1978, Hyatt Corp. paid KWJ Corp. $60,739 for 197

In February 1979, Hyatt Corp. had become a.

entity. By letter dated September 27, 1979,

Weaver that Kanter wanted to proceed with the ptu

Corp. stock,

purchased 100 percent of KWJ Corp.'s outstanding

from Weaver. 1IRA was to pay $10,000 of the purg
November 1979 and the balance by August 1980.

As a result of IRA'é purchase of the KWJ Cc
Corp. was included as a subsidiary on IRA's 197¢
return. The 1979 consolidated return reported E

gross receipts of $171,027 and payment of the 3(

‘Weaver of $51,308. The 1979 consolidated returrs
"Corp.'s assets, liabilities,

as follows:

The letter in

Kan

effective retroactively to November

and net worth as of

By letter
of the proposed
dicéted that |
In a
eaver stated that
'any modificationsl
December 12,
7.
privately éwned
teriinformed
rchase of the KWJ
1, 1978. IRA
shares of stock
hase price in
rp. stock, KWJ

} consolidated

‘WJ Corp.'s 1979
percent fee to
1 reflected KWJ

January 1, 1979,
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Assets
Cash : . $40,626
Accrued income 108,521
Total assets - ' 149,147
Liabilities
Mortgages, notes,
and bonds payable ' 19,400
Accrued expenses 14,663
Total liabilities : 34,063
Net Worth 115,084
Common Stock 1,000
Retained earning
unappropriated 53,968
Previously taxed income- 60,116

Total stockholder equity 115,084
The commissions paid over by Hyatt Corp. attributable to

operations from 1978 through 1982 were as follows:

Operating Year Payment Year Payment
1978 1979 - .
1979 1980 . 8171,027
19890 1981 128,671
1981 1982 246,717
1982 1983 245,843

Except for the $171,027 payment received in 1980 from
operations of the Hyatt hotel during 1979 that it reported on its
1979 return, IRA included the payments as income on the returns
for the years of payment.

Hyatt Corp. was not informed about the sale of the KWJ Corp.
" stock to IRA and, therefore, continued to send the payments to
Wéaver, who then sent the check to IRA. IRA then paid Weaver his
30 percent and deducted the payments as a commission expense.

A letter dated March 29, 1983, from Weaver to Kanter states:
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Attached is the check from the Hyatt Corpo:
amount of $245,843.00, which represents K.}

commission for the year ending December 31

Will you please deposit and issue appropri:
the participants. ‘

This represents approximately the same amo:
year, per the attached balance sheet.

By August 1983, Weaver advised IRA that he

his arrangement with KWJ Corp.. The new arrangement provided that

Weaver could retire from any and ali activities
KWJ at any time after December 31, ;983. Weave
to receive 30 percent of any amount réceived by
Hyatt Corp. with respect to the management cont:
Embarcadero Hotél. Weaver's 30-per¢ent interes
his estate or such other specific bersons as he

in writing.

In December 1983,'KWJ'Corp. was liquidated
were distributed to IRA. On January 2, 1984, I}
subsidiaries BWK, Inc. (managed by Kanter), Car
Lisle), and TMT‘(manaqed by Ballard§ formed a ps
KWJ Co. (KWJ Co. partnership). 'Carico‘ahd TMT ¢
percent ihterest in the KWJ Co. par%nership, an
" percent interest in the partnershipL Hyatt Cor)
’ |

informed about the liquidation of KWJ Corp. or

the KWJ Co. partnership at the time' of the liqu

ration in the
H.J.'s
1982.

ante checks to
unt as last

wanted to modify

with respect to
r would continue
KWJ Corp. from

ract of the

- would pass to

might designate

and its assets

RA's new

Lco (managed by

nrtnership called
rach had a 45-

5 BWK had a 10-
D. was not

the formation of

idation and
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formation. Hyatt Corp. continued to send payments to Weaver
until Kanter notified‘Hyatt Corp. sometime around 1992.
From.1984 through 1989, Hyat£ Corp. paid the following
commissions with respect to the Embarcadero Hotel that were

reported as income of the KWJ Co. partnership:

Operating Year Payment Year Payment
1984 : 1985 $295,415
1985 1986 330,376
1986 1987 327,784
1987 1988 281,926
1988 - 1989 75,396
1989 o 1990 24,340

The KWJ Co. partnership paid Weaver his 30 percent and
deducted the payment as a commission expense.

B. The Frey Arrangement: Condominium Conversions.

Bruce Frey (Frey), was a certified property.manager, real
estate broker, and insurance broker. Frey began wdrking at the
real estate firm of Downs, Mohl & Co. in 1965. While at Downs,
Mohl & Co., Frey met Kanter. In the early 1970's, Frey formed
D.M. Interstate, Inc., a real estate management company that was
an S corporation. In 1975, James Wold (Wold), became a
sharehélder and employee of.D.M. Interstate, Inc. Sometime
later, Frey also formed BJF Development, Inc., a corporation that
" engaged in real estate development and management. Frey was the
sole shareholder of BJF Development, Inc. -Hereinafter, D.M.
Interstate, Inc. and BJF Development, Inc., are each sometimes

referred to as a Frey corporation.
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In 1978 or 1979, Frey began converting rental property into

condominiums. Frey or a Frey Corpo#ation purchased rental

| .
property, refurbished it, and then sold the individual units as

condominiums. Frey or a Frey corporation earned

!

development fees

for managing and supervising the re?ovation and {conversion work

on the property. A condominium proﬁect typically involved the

use of a limited partnership. As a partner in the partnership,

Frey or a Frey corporation would al%o receive profit

distributions that were based upon éales of con?ominiums. Frey

or his Corporation also earned management fees for their services

in managing the condominium units f&llowing the Jconversion.

i !

I
1

Frey's first condominium conversion project

was called Moon

Lake Village and involved an apartment building‘locatea in

Hoffman Estates, Illinois. A joint

venture limited partnership

was formed to purchase the apartmenﬁ building and convert it to

condominiums. Frey was theAgeneral partner in the partnership

and there were several investors wh$ made contributions to the

partnership. A Frey corporation received development fees,

profit participation, and management fees in the

Moon Lake

Village project. Neither Kanter nor Prudential [was involved in

"the Moon Lake Village project.

After successfully engaging in|the Moon Lake Village

conversion in 1978, Frey met and consulted with [Kanter to obtain

tax advice in connection with that project. Duning their meeting
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or shortly thereafter, Frey and Kanter discussed Frey's need to
raise capital for future condominium conversion projects. At
that time, condominiuﬁ cénversions were occurring frequenfly in
metropolitan areas throughout the country, and Frey was faced
~with having to raise éapital to acquire and convert apartment
building properties in which he and other competing condominium
convefters were interested. Although Frey generally could obtain
financing from a bank for most of é condominium conversion
project's cost, the bank usually required Frey and other
investors to have a substantial investment in the pfoject.
Kanter said that he could help raise some of the capital Frey
needed for the condominium conversion projects. In consideration
for such assistance, Kanter required Frey to share the
development and mahagement fees that Frey earned from such
projects. Frey agreed to pay Kanter a share of the development
and management fees if Kanter caused a third party to invest
money in a project. Furthermore, if Kanter invested in a
conversion project, he would also share in thevprofit
participation of the partnership.

From 1978 to 1987, a number of condominium conversion
‘"projects were undertaken by limited partnerships that Frey and
the Frey corporations formed with other investors. Frey or a

Frey corporation often served as the general partner in such

limited partnerships. In many instances, the limited
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partnerships acquired an apartment complex, renc
converted it into condominiumvunits, and sold tH
units to individual purchaéers.

Beginﬁing with Frey's second condominium co
entities associated with Kanter received limited
interests in many of Frey's condominium conversi
Kanter entities that reéeived such partnership i
Zeus Ventures, Inc. (Zeusj, a subsidiary of IRA/
Ventures, Inc. (zion), a subsidiary of Holding.d
brought other inveétors into some of Frey's ‘cond

conversion projects for which Kanter entities re

- development and management fees. Projects in wh
entities received fees or interests included the
Associates project and the 535 Michigan Avenue p

The first condominium conversion project th
involving Prudential was a 1,000-unit townhouse
called Village of Kings Creek at Miami, Florida.
Frey approéched a Prudential real estate departm

o~

working in Prudential's

Miami, Florida, regionall
purchasing the Village of‘Kings Creek apartment
" apartment complex was owned by a pension fund ma
Prudential.
'cash price of about $20 million. He also advise

executive that Connecticut Mutual Life Insurance

vated and

e condominium

nversion project,
partnership

on projects. The

nterests included
and Zion

o. Kanter also

ominium

ceived a share of

ich Kanter
Lakewood

roject.

at Frey undertook

apartment complex
About 1979,

ent executive’
office about

complex. The

naged by
Frey offered to purchase the apartment complex for a

d the Prudential

Co. would be
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joining Frey in‘purchasing the property. Prudential previously
had conside:ed éelling the apartment complex, and Frey's $20
million offer for the property significantly exceedéd the'
property's appraised market value.

The Prudéntial executive consulted with Ballard about Frey's
offer. Ballard thought that Prudential's refusal of such offer |
might.constitute a breach of fiduciary duty as investment manager
of the pension fund. Baliard advised the executive that
Prudential should accept the offer.

On January 16, 1980, the Village of Kings Creek partnership
was formed for the purpose of purchasing the property from
Prudential and converting it into condominiums. In 1980, ﬁhe
Village of Kings Creek apartment complex was sold by Prudential
to the partnership. Zeus (a subsidiary of IRA) and Zion (a
subsidiary of Holding'Co.) became limited partners in this
limited partnership. Kanter also brought in another investor,
First Illinois Enterpfises (an Illinois general partnership),
that invested $1.5 miilion in the project. The financing for the
Village of Kings Creek project came from the following sources:
The First National Bank of Chicago was the first mortgage lender;
" Connecticut Mutual Life Insurance Co. and First Illinois
Enterprises were the two primary equity participants.

Under the partnership agreement, Zeus was required to make

an initial contribution of $100,000 for its 6.l4-percent interest



- 62 -

in the partnership. Zion was requifed to make an initial-
contribution of $108,014 for its 6.66-percent inte:ost in the
partnership. In the éveot of certain circumstanices, the oartners
agreed to make additional contribut%ons to the pjartnership. The

partnership agreement provided that the partnership would

reimburse or credit the capital aCCﬂunts of the Frey corporation,

Frey, Wold, and Zion for "the advanoes made by tFem in

negotiating, entering into and perfo;rming the te:rms and ‘

conditions of Purchase and Sale Contiact and Conrractual

Commitments". |
, L
Following Prudential's sale of the Village 6f Kings Creek
property, the executive in the Miami regional office who had

dealt with Frey in the sale approached Frey,abou? converting

into

another Prudential apartment property in Florida
condominiums. Beginning with this property,.Pru%ential

pairticipated in a number of suc‘cessfl‘;l_ condominit%lm conversion .
projects with Frey. Most of these piojects that |[Frey and

Prudential undertook were joint ventures.

‘ !
Frey did not have to raise much capital to eéngage in these

joint venture projects with Prudential, because Frudential owned
\
‘the apartment property to be converted and participated as co-

owner in a joint venture to convert and sell the |property as

condominium units. Prudential would'contribute the property and

receive (1) all initial condominium unit sale prooeeds up to a
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specified amount based, in large part, on the property's
appraised fair market value as a rental property, and (2) 50
percent of all othef uhit sale proceeds above the initial
specified amount. A limited partnership received 50 percent of
the proceeds above Prudential's initial specified amount of the
proceeds from the'sale of units. A Frey corporation was
responsible for renovating and converting the property and
selling the condominiuﬁ uﬁits in exchange for development fees
and management fees from the owners of the condominiums for
managing the property after the conversion. = Some of the Frey-
Prudential agréements included the Calais and Chatham agreements,
both dated August 1, 1981, the Valleybrook agreement dated
: Octobe: 1, 1981, 0Old Forge agreement entered into priof to
Octbber 12, 1981, and The Greens agreement entered into prior to
December 30, 1981.

Frey's agreement that he would share development and
management fees with Kanter entities was'formaliied in two
separate written agreements each dated October 12, 1981. One
agreement was betweenjFrey and IRA's subsidiary Zeus, and the
other agréement was between Frey and Holding Co.

The written agreement with Zeus covered development fees
from projects in which Prudential apartment properties were being

converted. The letter agreement, from Frey to Meyers (president
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of Zeus), referred to Zeus' "Participation in Proceeds on

Prudential Conversions" and provided:

As requested, we are writing to confirk our prior
agreement regarding the participation in the amounts
realized or to be realized on the condominium
conversion of properties of or for The Prudtntial
Insurance Company of America ("Prudential")|

The terms of this letter agreement shaLl apply
with respect to all conversions of Prudentifl
properties heretofore and hereafter.

As used in this letter agreement, the Lerm
"amounts realized" includes all amounts to be received
by the converter as Developers' Fees and shares of
assigned profits but excluding any managemeﬁt or other

fees (which shall be retained by the Manage%). * ok ok

* * * * * * *

Of the amounts received as a Developers' Fee on
Prudential conversions, BJF (or its counterpart in any
future conversion) shall retain 75% of the amount
received in reimbursement for any costs and expenses
paid or incurred by it. BJF shall retain tiis 15%
~amount without regard to the actual amount of its costs
and expenses and without any need to account for the

- same. Of the remaining 25%, BJF SHALL RETAIN 80% and
shall distribute the remaining 20% to you.

Of the amounts received as shares of assigned
profits, BJF shall distribute 20% to you and retain the
balance. BJF shall retain amounts under this letter
agreement for itself and for distribution to its
affiliates in such percentages as they have jagreed.

BJF shall make all distributions to you not later
than 30 days after the date of this letter or receipt
from Prudential of the Developers' Fees and |assigned
profits (as the case may be).

Pursuant to this letter agreement, the BJF dorporation paid

the following amounts to Zeus during the years 1980 through 1985:

’
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Year Zeus
1980 $127,372
1981 105,764
1982 538,781
1983 110,125
Total 882,042
1984 - 103,500
1985 128,763
Total 232,263

The second letter agreement wes from Frey to Kanter as
president of Holding Co. ahd specificélly excluded developers'
fees from projects involving Prudential properties (covered in
the Zeus agreement) but included other amounts felated to
projects involving Prudential. The letter agreement referred tb
"Participation in Condominium Conversions" and provided:

As requested, we are writing to confirm our prior

agreement regarding the participation by us and our

~affiliates in capital contributions, profits and losses
and Developers' Fees (excluding Developers' Fees in
condominium conversions of properties of or for The
Prudential Insurance Company of America and excluding
legal, management or any other fees, which shall be
retained by the recipients) in condominium conversions
of properties. '

The provisions of this letter agreement shall
apply in the case of. condominium conversions of those
properties listed below and any other condominium
conversions in which we agree to participate. Each of
us may terminate this agreement at any time on forty-
five (45) days or more prior written notice. The
termination, however, shall be effective only with
respect to new condominium conversions (i.e.
conversions of properties not under discussion between
us or otherwise in process on the last day of the
forty-five (45) day period).

The participation in capital contributions and
profits and losses shall be as follows:
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The Holding Company, a Delaware corporation,
its nominees and/or affiliates - ("THC") 33%

Bruce J. Frey and his nominee and/or |
affiliates - ("BJF")- | 67%

The participation in Developers' Fees shali commence
with respect to fees received after October 1, 1981,
and shall be as follows:

Holding Co. ! : 5%
BJF l 95%
! 100%

As used herein, the terms capital contrlbutlons,
profits and losses and Developers' Fees refer to those
items allocated or allocable to us and ourwafflllates.

The properties presently subject to this letter
agreement are those properties which we are converting
as consultant to the Prudential Insurance Company of
America. As you know, we are, of course, also
participating as partners in various other! condominium
conversions (e.g. 535 N. Michigan Ave. Condominium,
Lake Howell Condominium, etc.), but our agreements in
those instances are subject to the terms of various
limited partnership agreements.

Pursuant to this second letter agreement, the Frey
| o
corporation paid to Holding Co. $80,616 as a distribution in 1981
| v
and $16,200 from participation in fees in 1983. ] Payments made in

1982 are not in the record.

|
\
|
On June 15, 1984, BJF Development,‘Ltd. (the Frey

partnership), an Illinois limited Qartnership, was formed. Frey,

" Wold, and the Frey corporation were the general| partners of the
Frey partnership. The limited partners were TSG Holdings, Inc.,
FWID, Ltd., and Holding Co. Under the partners%ip agreement

Holding Co. was entitled to distributions of 13@125 percent of

i
:
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available cash-flow. Generally, the purpose ofAthe partnership
was to conduct business actiVities related to development éf
condominiums and cooperati§es and property management.

TSG Holdings, Inc. contributed $750,00 to the Frey
parﬁnership. Transcontinental Services Group, N.V., a
Netherlands Antilles corporation and TSG Holdings, Inc.'s parent
corpération, lent $1.75 million to the Frey partnership.

In addition to other assets contributed to the Frey
partnership, the remaining partners assigned their right to
receive fees under other management, consulting, and/or
partnership agreements, including the Village of Kings Creek,

- Lakewood, Calais, Chatham, Valleybrook, The Greens, and Galaxy
Towers that had previously been subject to the letter agreement
between Holding Co. and the Frey corporation. The partnership
agreement also listed two participation agreements with "Burton
J. Kanter" regarding certain condominium conversions. The
agreement indicated that the two parti¢ipation agreemehts had
been canceled with respect to»new condominium conversions.

A letter dated June 20, 1984, to Kanter described Holding

Co.'s obligation to contribute to the capital of the partnership

" as follows:
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With the recording of the Certificate
Partnership, The Holding Company should:

.a. make its cash capital: contributios:
$29,913.80 to the Partnership;

b. pay FWID, Ltd. ("FWID"), $86,789.!
contributing cash equivalents to the
on its behalf;

c. 1ssue a $88,387.46 secured note t
contributing other assets to the capif
Partnership on its behalf; and

d. confirm its agreement to remit to
share of Partnership distributions re
the Partnership's realization of the

profits shown on Part II of Appendix .

The parties contributed a total of $1
"cash to the capital of the Partnership. S
Part 1 of Appendix A. Of this amount, The
Company is responsible for 17-1/2 percent

above, $29,913.80. ‘

The parties contributed a total of $4
cash equivalents to the Partnership. The
Company's share of this amount is, as note
1/2 percent or $86,789.54. The cash equiv
consist of the items shown as numbers 6, 7
Part I of Appendix A. The items are:

6. October 31, 1983, Agreement with
Lazard Freres & Co.

7. April 14, 1983, Real Estate Sale
Agreement as amended with Norman
Rudenberg and Edna Davidson

9. Furniture, fixtures, and
equipment ‘
|
}Total
: \

\

As shown in the enclosedrchart, The H
Company's remaining obligation for capital
contributions to the Partnership was $145,
this amount, The Holding Company satisfied

|
]
\

|
|
|

of Limited
of

1

b7 for
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, and 9 on
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$273,547.00

211,082.00

11,311.31
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798.66. Of
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by the transfer to the Partnership of a 20 percent
interest in the $287,046 of purchase money mortgages
relating to the condominium units at 535 North Michigan
Avenue. Accordingly, after satisfying its share of the
cash capital contributions, The Holding Company's
remaining obligation to FWID is $88,387.46.

The Holding Company now should satisfy its
obligation for the cash contribution to the Partnership
by transferring $29,913.80 in cash to it. The Holding
Company should satisfy its obligation to FWID for the
transfer of the cash equivalents by paying FWID
$86,789.54. 1In addition, The Holding Company should
satisfy its responsibility for the balance of -
$88,387.46 by signing a note for this amount payable to
FWID and pledging as security either third-party paper
or other acceptable collateral.

The note should provide for cash payments as the
Partnership realizes cash from the capital
contributions to it. I believe that you should discuss
the procedures regarding the issuance of the $88,387.46
secured note with Jim Wold or, in my absence, my
associate, Claire Pensyl.

The remaining item is, as noted above, for The
Holding Company to confirm its agreement to remit its
share of Partnership distribution to FWID. The Holding
Company's agreement is to remit distributions (a) only
after The Holding Company has received Partnership
distributions equal to The Holding Company's original
capital contribution of $262,500 and (b) then only in
an amount equal to 13.125 percent of the amount
realized by the Partnership from all the items shown on
Part II of Appendix A. The 13.125 percent equals The
Holding Company's share of all Partnership :
distributions under Section 3.2 of the Agreement of
Limited Partnership.

In January 1985, approximately 6 months after the formation
of the partnership, TSG Holdings purchased additional interests
in the Frey partnership for $1,382,575, of which $241,950 was

payable to Holding Co. The purchase price was paid to Holding
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Co. in two installments. The letter dated Janugry 8, 1985,
accompanying the first installment provided as follows:

Enclosed is FWID, Ltd. check number lﬂ3 in the
amount of $66,507.00. This check represenFs your
allocable share of the above-mentioned transaction
after reducing your loan from Bruce Frey b& one-half,

or $44,194.00. i |
The following is a brief analysis of khe

transaction, your allocable share and a calculation of
the manner in which check number 113 was Jerived:

1. Gross Sales Price - 81,382,575

2. Ownership Percentage of
BJF Development, Ltd.

i
(
|
|
|
|

(11.1895 divided by 63.94 percent) 17.5
3. Allocable Share of Gross Sales |

Proceeds 241,950
4. Sales Proceeds Received to Date ’ 632,575
5. Allocable Share of Sales Proceeds

Received to Date ‘ ‘ 110,701

6. Less: One-Half of Outstandlng Loan {
from Bruce Frey ‘

($88,388.00 divided by 2) 44,194 -

3

7. Check Number 113 : J $66,507

The letter dated Janﬁary 24, 1985, accomanying the second

installment provides as follows:

Enclosed please find check number C ﬁ148 in the
amount of $131,250.00. This check repres%nts the
second and final installment payment with regard to
your sale of partnership interest in BJF bevelopment,
Ltd. to TSG Holdings. v '

]
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The entire second installment payment to the
selling partners was $750,000.00. Your allocable share

of the transaction was 17.5 percent, thus equaling the
$131,250.00. '

From 1984 through 1987, the Frey partnership paid a total of
$403,954 to Holding Co. ($113,827 in 1984, $256,557 in 1985, and
$33,570 in 1987). Offthe $113,827 paid in 1984, $98,437 was
identified as a distribution and $25,391 as Holding Co.'s share
of fees; Of the $256,557 paid in 1985, $197,757 was Holding
Co.'s share of proceeds from the sale of the additional
partnership interest to TSG Holdings, $55,950 aé a distribution,

and $2,850 represented participation in developers' fees.

C. The Schaffel Arrangementﬁ Real Estate Construction and
Financing :

Schaffel was a mortgage broker and a real estate'developer.
In the summer of 1979, Kanter invited Schaffel to dinner at a New
York City restéurant to discuss a busiﬁess proposition. He told
lSchéffel that Ballard and Lisle would also be joining them for
dinner. Schaffel accepted Kanter's invitation. In addition to
learning more about the potential business opportunity that
Kanter had mentioned, Schaffel was eager to meet and socialize
with Ballard and Lisle, as he knew that they were senior

" Prudential real estate executives.

During the dinner, Kanter asked whether Schaffel would be
interested in arranging the financing for a casino hotel to be

built in Atlantic City, New Jersey. Prudential was not involved
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in that project. Kanter offered to

'
!
1
|

?ntroduce Scﬁaffel to the

people who wanted to build the Casinb hotel provided Schaffel

would agree to pay to one of Kanter'

s entities 50 percent of

Schaffel's brokerage fee earned in the transaction. Schaffel

|

agreed to pay the fee to an entity t%at'held a real estate

brokerage license. The casino hotel

materialized.

project, however, never

Although the casino hotel projebt fell throhgh, Schaffel

agreed to share certain finder's fees with Kante# in other

|
projects. With Kanter's "concurrence", Schaffel negotiated a

finder's fee arrangement with Benedilct Torcivia (Torcivia),?? the

| i

sole shareholder of Torcon, Inc. (T&rcon). At the time, Torcon

was probably the largest general contracting combany in New

Jersey. By letter agreement dated July 23, 1979L Torcivia agreed

to pay Schaffel a fee for any construction projekts that Schaffel
' ' | I

helped obtain for Torcon. The agreément reached between Kanter
| ‘

and Schaffel as applied to Schaffel'
set forth in a letter agreement with

follows:

The purpose of this lettex
will pay you fifty (50%) percen
by me with respect to construct
Torcon, Inc. in which I determi
associates have been instrument

! , \
S arrangemeWt with Torcon was

IRA dated August 2, 1979, as
|

is to confirm that I
t of any fees received
ion jobs obtained for
ne that you jor your
al or helpful. My

arrangement with Torcon, Inc. concluded with your

12 Prior to 1979, Schaffel had rented office space from

Torcivia.
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concurrence that said Company will pay to me one (1%)

percent based on the gross amount of the contract price

of any such construction job. It is our understanding

that you will receive payment ordinarily over a period

of time depending on draws under the construction job.

Accordingly, you will expect to receive payment only as

I am paid. ‘

It is further understood that the foregoing

pertains only to negotiated contract situations and

should any bid situation arise, the amount of your

participation will be negotiable.

Schaffel also entered into a finder's fee arrangement with
William Walters (Walters), a real estate developer in Denver,
Colo;ado, similar to the one with Torcivia, and agreed to share
those fees with IRA.

1. Schaffel/Prudential Transactions

As a résult of his introduction to Lisle and Ballard, .
Schaffel began doing millions of dollars' worth of business with
Prudential. These business dealings included construction
contracts that he helped obtain for Torcon and financing for a
number of large commercial real properties being developed by
Walters, as well as transactions involving others.

The first transaction Schaffel negotiated with Prudential
was the sale of the IBM headquarters building in Lexington,

Kentucky. The property was brought to Schaffel's attention by
Transatlantic Consultants (Transatlantic), the company brokering
‘the sale. Schaffel introduced the Transatlantic representative

to Ballard. After the initial meeting with Ballard,

Transatlantic dealt with Prudential's local office in Kentucky.
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Seven months after the initial meeting with Ball
bought the building. Schaffel received a fee fr
sale of the building and paid half of the fee to
Some of the projects Schaffel assisted Torc

with Prudential included the Parsippany Business

Parsippany Hilton Hotel (located out&ide of Newa

the Gateway (located in Newark, New Jersey), and

Complex (located in Princeton, New Jersey).

Walters agreed to pay Schaffel a finder's £
to two joint ventures that Walters helped negoti
Prudential. Schaffel entered int§ erarate writ
dated October 19, 1981, with CherryJCreek Place
(Prudential funding of $15.6 millioﬁ) and Aurora
Conference_Center, Ltd. (Prudential funding of $
respect to the joint ventpres. In eéch agreemen
.parﬁnership acknowledged that Prudential's parti
venture was primarily the result oféSchaffel's e
Schaffel was entitled fto be compensatedf

|

From 1979 through 1983, pursuant to his arr

Kanter, Schaffel shared with IRA fees from these

ard, Prudential
om brokering the
IRA.

ivia in obtaining

‘Campus, the
Ek, New Jersey),

the Interplex

ee with respect

ate with

ten agreements
Associates II
Plaza &

17 million), with
t, the

cipation in the

fforts and that .

angement with

business deals

" with Prudential. Schaffel paid the following aAounts from

Prudential transactions to IRA from 1979 through

1983:
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Year Amount
1979 : $100,000
1980 244,920
1981 : - 361,525
1982 ' 447,450
1983 30,981

Total 1,184,876

After Ballard and Lisle left Prudential, Schaffel no longer
neéotiated any transactions with Prudential.
2. Schaffel/Travelers Transactions

Lisle left Prudential in late 1981. He was employed by'
Travelers from April 1982 until April 1988. After Lisle began
working for Travelers, Schaffel met with Lisle and others from
Travelers. Thereafter, Schaffel began brokéring substantial
business dealings with Travelers on behalf of Torcon and Walters.

The first project Walters entered into with Travelers was
Stanford Place II. By check dated November 9, 1983, Schaffel
paid IRA $213,750 of the fee earned from Stanford Pléce II.
After that payment, Schaffel stopped paying IRA a share of the
fees earned on business deals with Travelers. Sometime during
v1984, Kanter contacted Schéffel and asked why IRA was not |
feceiving 50 pefcentlbf Schaffel's fees on Travelers
transactions. Schaffel took the position that the August 2,
" 1979, agreement did not apply to deals with Travelers after Lisle
had left Prudential. Kanter disagreed and maintained that the

August 2, 1979, agreement continued to apply.
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and Kanter.
(
Travelers, he urged Schaffel to settle the dispu

business deals with Travelers. Those fees, howe

Holding Co. rather than IRA.

property and Travelers provided the financing.

into joint ventures with Walters' company for t
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In a letter dated August 28, 1984, to Schaf

|
|

I am bothered by your failure to respect wh
have considered the essential intent of the

you entered into vis-a-vis the ‘introduction|

Prudential and the arrangement under which
share the benefits of that introduction in
with real estate transactions from which yo
to earn commissions, as well as the other c

fel, Kanter

at I would
agreement
of you to
you would
connection
u were able
onstruction

contracts won by Ben [Torcivia].

I appreciate that there may be some te
difficulty with the previous agreements as
they extend in the new circumstances to Tra
However, in my view Travelers has replaced
as a principal source of transactions becauy
very personnel to whom you were first intra
Accordingly, I am inclined to believe that

chnical

to whether
velers.
Prudential
se of the
duced.

the

arrangement should have been continued.

Lisle and Schaffel discussed the dispute beétween Schaffel

f

Schaffel agreed to resume payihg 50 percent

For some of the Walters projects brokered b

1
i

f
f

Lisle feared a lawsuit;might result} and because

such a lawsuit might cause some emb?rrassment for Lisle at

te.

of his fees on

ver, were paid to

y Schaffel,

Travelers entered intc joint venture agreements|with Walters'
" company pursuant to which Walters' company contributed the

Travelers entered
ne permanent

financing of Stanford Place II (Tra&elers provifed $15 million
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plus a $31.5 million loan), Cherry Creek National Bank (Travelers
provided $8.25 million plus a $19.95 million loan), the Stanford
Corporate Center (Travelers provided $43;612,622), and Boettcher
Building (a.k.a the Boston Building) (Travelers' contribution to
this project is not reflected in the record). For'other Walters
projects brokered by Scﬁaffel, Travelers provided financiné
without becoming a partner in the underlying joint venture.

These projects included Orchard PlacevVIII (Travelers providéd a
$9 million loan), Orchard Place VII (Travelers.provided a $8.5
million loan), and Chérry Creek Place III (Travelers provided a
$10.8 million loan); |

From 1984 through 1986, Schaffel paid a share of his fees on

Walters-Travelers transactions to Holding Co. in the following

amounts:
Year - Amount
1984 $600,000
1985 1,160,000
1986 1,003,500
Total ' 2,763,500

3. FPC Subventure Associates Partnership

On March 21, 1980, Kanter acquired an 8-percent limited
partnership interest in Four Ponds Center Associates (Four
Ponds), a joint venture involving Schaffel and Torcivia. On his
1980 Federal income tax’return, Kanter reported his share of the

partnership's losses.
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The FPC Subventure Associates partnership (FPC Subventure)
was formed as of January 1, 1981. The partners Lf FPC Subventure
and theirlrespective interests were: Lisle, 90 percent; the
Everglades Trust (Roger Baskes, truskee), 9 percrnt; and Burton
W. Kantgr Revocable Trust (Kanter‘trﬁstee), 1 pchent. On
vJanuary 1, 1981,'Kanter transferred his 8-percen; interest in
Four Ponds to FPC Subventure, effectively transferring 90 percent
of his interest in Four Ponds to Li;le in exchange for a
receivable of $2,880 from Lisle. |

"A joint venture called One River Associateg (One River) waé
formed as of November 16, 1981. Schaffel and TJrcivia were the
general'paftners. Kanter held an 8-percent intJrest in One
River. On January 1, 1982, Kanter transferred His‘intérest in
One River td FPC Subventure in exch;nge for a $é,000 receivable
from FPC Subventure. Beginning in 1982, the 8-gercent interest
in One River held by Kanter was treated as held;by FPC
Subventure, and 90 percent of the income, loss, land distributions
were allocated to Lisle. |

On April 5, 1982, Four Ponds distributed,SJO0,000 to Kanter.
Kanter treated the distribution as a distributien to FPC
" Subventure. FPC Subventure retained $5,000 and|distributed
$395,000 to the partners, 90 percent to Lisle and 10 percent to
the Kanter trusts. An additional $53,600 was distributed by Four

Ponds to FPC Subventure through Kanter during 1982. During 1982

!
¢
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Lisle received total distributions of $384,840 from FPC
Subventure. Kahter and Lisle reported on their tax returns their
respective distributive shares of the FPC Subventures'

partnership's income and losses.

D. The Schnitzer Arrangement: Sale and Repurchase of Property
Management Systems Stock.

During the 1960's and 1970's, Schnitzer was a major real
.estate developer in the Houston, Texas, area. Schnitzer met
Ballard and Lisle when they worked in Prudential's regional
office in Houston, probably in the late 1960's.

Schnitzer had been involved . in developing and managing high-
rise office buildings through Century Development Co., Inc.
(Century Development), a subsidiary of Century, Inc. (Century),
,Schnitzer's family holding company.

The real estate development business, however, ﬁypically was
cyclical. 1In 1974, to diversify its operations énd to secure a
steady source of earnings, a subsiaiary of Century acquired for
$1.3 million the assets of a»small real estate management company
called Fletcher Emerson Co., Inc. (Fletcher Emerson) .13 Fletcher

Emerson managed office buildings and other commercial real

estate. A relatively small portion of its business included

13 The $1.3 million purchase price was roughly based on a
multiple of five times net earnings. At the time, the company
had before-tax net income of $250,000.
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cleaning or janitorial services on some Texas commercial

properties it ménaged. : '

Shortly after Cehtufy‘s subsidi;ry acquiredlthé assefs of
Fletcher Emerson, the subsidiary's name was chan?ed to fletcher
Emerson Co. and then to Property Management Syst‘ms, Inc. For
convenience Pr&perty Management Systems, Inc., 1 hereinafter
referfed to as Schnitzer-PMS. Schniézer became the chairman and

chief executive officer of Schnitzer-PMS.

Originally, Schnitzer-PMS's property management business was

conducted primarily in Houston and Dallas, Texas|. Schnitzer-PMS
usually managed office buildings and other commercial real estate
owned by others under property management contracts on a month-

to-month basis. Schnitzer wanted to expand the size of

Schnitzer-PMS's property management business, as Schnitzer-PMS
typically earned only a relatively ﬁodest profif margin on its
individual property management contracts. Schnitzer felt that

the only way to increase Schnitzer-PMS's profits was having a

large volume of such management contracts.
f
i

Fletcher Emerson had been mana@ing a relat;vely small number
of Prudential's commercial real properties when |Century acquired
" its assets in 1974. Schnitzer wanted to develop business from
Prudential and American Building Ma;ntenance Industries (AMBI).

To that end, Schnitzer offered AMBI| the opportunity to acquire 50

percent of the company. AMBI, howeber, declined the offer.
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In 1974, Schnitzer approached Ballard (who Schnitzer had
known for mény years and previously had dealt with in developing
office buildings in Houston, Texas) and offered to have Centufy-
give Prudential a 50-percent stock interest in Schnitzer—PMS.
Although Prudential would not be reqﬁired to pay for the 50-
perceﬁt Schnitzer-PMS:stock interest, Schnitzer hoped Prudential
woula award Schnitzer-PMS a large number of additional property
management contracts. Ballard informed his supefiors at
Prudential of Schnitzer's offer.

Initially, Prudential was interested in Schniﬁzer's offer
and invited Schnitzer to Prudential's Newark, New Jersey,
corporate headquarters for fufther meetings énd discussions with
Prudential's management. Schnitzer met with Prudential's senior
executives and corporate headquarters staff, including
Prudential's chairman, and with Knab (who headed Prudential's
real estate department). Prudential was particularly interested
in standardizing the reports it received on the operation of its
various commercial real prope;ties around the céuntry. However,
Prudential ultimately declined Schnitzer's offer because of the
suﬁsﬁantial number of pension plans whose real estate investment
accounts Prudential managed. Prudential believed that having an
ownership interest in Schnitzer-PMS might be a potential conflict

of interest and might present problems under the pension laws.
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Ballard introduced Schnitzer to Kanter somefime between the
. : |
early and mid-1970's. At some time prior to September 1976,

Schnitzer and Kanter began discussing the sale o& a stock
' \

interest in Schnitzer-PMS to Kanter. Kanter indhcated that,

_thrbugh his business contacts, incldding the Pr#tzker family, he

|
could obtain additional property management business for

Schnitzer-PMS. Before Schnitzer made the offer 'to Kanter,

: |
Schnitzer had a conversation with Ballard to confirm that Kanter

could bring in business for Schnitzer-PMS. w

| :
The initial proposal contemplated that Schnitzer-PMS would

be recapitalized in order to provide for thé is#uance of two
classes of stock, common and prefer;ed. The pr;ferred stock
would be $1,000 par value per share, one vote p%r share, priority
as to dividends, when, if, and as déclared out éf available
earnings and profits up to a maximum of 8 perce#t of the par
value in the year of declaration, apd priority én liquidation.

The common stock would be no par coﬁmon stock carrying one vote
‘ |

per share. Kanter's client (IRA) would purchase 50 percent of

the common stock for $50,000 and closing would ﬁe,set for October

1, 197e6.

Because of difficulties in fin%lizing the ?greement,

however, closing did not take place in 1976. I$ a letter dated

P

April 12, 1977, to Melvin Dow, Kanter stated: (

As you know, the president of The Cedilla ¢ompany is
Mildred D. Schott and The Cedilla Company 1s actively

|
)
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engaged in certain phases of real estate activity. We

are hopeful that the sooner the acquisition of * * *

[Schnitzer-PMS] shares can be closed, the sooner that

serious efforts can begin to create that synergism that

could result in a sharply expanded business for * * *

[Schnitzer-PMS] in its property management through the

extensive contacts Schott maintains, the broad scope of

opportunity that may be available to Solomon A. Weisgal

and the opportunities that may arise in the course of

my practice which involves representation of numerous

very wealthy groups holding large property interests.

By letter agreement dated November 7, 1977, Kanter and
Schnitzer agreed that Schnitzer~PMS would be recapitalized and
reorganized as a Delaware corporation with an aythorized
capitalization of 250 voting preferred shares of $1,000 par value
each and 108 voting common shares of $1 par value each. Each
preferred share would be entitled to a cumulative preferred
dividend of $80 per year, plus a special one-time dividend equal
to 1/250 of the indebtedness of Schnitzer-PMS to American General
Investment Corp. existing at the time the special dividend was
declared. The special dividend was to be declared when the
assets of the corporation available for payment of dividends
equaled the remaining amount outstanding on the loan. At the
time of the reorganization, $1.1 million that Century Development
had borrowed to purchase Fletcher Emerson was still owing. - The
" purpose of the special dividend was to permit Century Development
to recover its initial investment. Kanter's client (IRA) had the

option to purchase 51.3 shares of common stock (47.5 percent of

" the common stock) in Schnitzer-PMS for $150,000.
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The reorganization was completed on January |31,

1978,

and

51.3 shares of the common stock of Schnitzer-PMS 'were issued to

IRA on February 14, 1978. All shares

those issued to IRA) were pledged to
’ l
loan balance. |

In conjunction with the sale of

IRA, IRA and Century entered into a stock agreems

‘of the agreement gave Century an opt
Schnitzer-PMS stock upon the death o
Weisgal, and Schott. Section 3.03 o
provided that the purchase price for

PMS stock would be an amount equal t

e~

>

f last to di

f the stock

o the sum of

of Schnitzér-PMS

secure Centu

the Schnitzer-PMS

ont.

IRA’s share

(including

1iry Development's

stock to

Article III
ion to purchése the

% of Kanter,
agreement

s of Schnitzer-

(a) Eight (8) times the average annual pre
operating income of the Corporation for the
full fiscal years of the Corporation ending
immediately preceding the Opti|

shall have expired from the date of this Ag
plus :
(b) The difference (but not less than zero

the book value of the assetis of the Cor

(1)

used in its business of buildiﬁg management|
and cleaning and (ii) the lesser of Three H
Thousand Dollars ($300,000) or ‘one and one-

times the Corporation’s average receipts fo
month, computed for the twelve (12) month p
immediately preceding the Optién Date; plus

(C) The fair market value of any other ass

Corporation.

The computation of operating income in Subs

cn Date or su
number of full years of operatilon of the Co

tax
five

' on or
ch lesser
rporation as
reement;

(5)

) between
poration

, consulting
undred

half (1-1/2)
r one (1)
eriod

ets of the

ection (a)

hereof shall be computed solely with refere

nce to the

Corporation’s business of building management,

consulting and cleaning.

The computation of the
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purchase price shall be made by the certified public
accountants regularly retained by the Corporation.

By late 1977, Schnitzer-PMS's property management business
had increased substantially. Although Prudential had declined
Schnitzer's offer to give'Prudential an interest in Schnitzer-
PMS, Prudential becamé Schnitzer-PMS's biggest customer.
Pursuant to Schnitzer's discussions with Prudential's management
and corporate headquarters staff in 1974, Schnitzer-PMS
standardized its reports on the Prudential commercial real
properties that Schnitzer-PMS managed. By 1977, Schnitzer-PMS .
had expanded its property management operations to other cities
around the country, including Atlanta, Georgia, Los Angeles and
San Francisco, California, Newark, New Jersey, and Portland,
Oregon.

Schnitzer-PMS year-end balance sheets and profit/loss

statements for 1976 through 1978 showed the following:
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Assets 1976 1977 1978
Current $529,225 $527,025 $690,257
Property 97,913 127,645 133,970
QOther 8,142 36,542 137,459
Total 635,280 691,212 961,686
Liabilities
Current 287,829 156,947 237,681
Long-term’ 6,515 21,647 33,935
Stockholder equity
Common 1,000 1,000 108
Preferred n/a n/a 250,000
Contributed capital 200,000 200,000 n/a
Retained earnings 139,936 311,618 439,962
Total 635,280 691,212 961,686
Earnings
Revenues !
Property management 1,044,173 1,448,101 . -
Cleaning 2,343,512 2,811,034 -—
Other 39,411 41,352 | --
Total . 3,427,096 4,300,487 5,977,383
Costs & expenses ;
Property management 255,824 266,794 f 4,064,014
Cleaning 1,986,343 2,483,019
General 864,715 1,095,499 | 1,078,503
Interest 2,599 4,117 3,037
Total 3,109,481 3,849,429 ( 5,145,555
Pretax earnings 317,615 451,058 831,828
Tax allocation 143,163 155,527 } --
Net earnings 174,452 295,531 } -

By March 1979, Schnitzer had decided that #chnitzer—PMS
: |

should have received more opportunities for new;business from
Kanter and his associates.and informed Kanter tﬂat he wanted to
repurchase the stock held by IRA. Kanter and Sihnitzer decided

that one party would set a price at which that éarty was willing
to either sell its stock to the oth;r or buy th% other's stock.
By letter dated July 17, 1979, Kanter informed %chnitzer that IRA
- would sell its stock in Schnitzer—P&S or purcha%e Century

Development Corp.'s stock in Schnitzer-PMS for %3.1 million.

|
|

|
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Schnitzer agreed to buy back IRA's stock for $3.1 million. On
November 30, 1979, Century repurchased the 47.5-per¢ent owned by
IRA in July 1979, for $3.1 million, payable over a iO—yeaf period-
with interest. At the time of. the repurchase, approximately
$700,000 remained outstanding on the loan from the original
purchase of the Fletcher Emerson asSets;

Schnitzer-PMS balance sheets and profit/loss statements for

6 months ending June 30, 1978 and June 30, 1979 showed the

Retained earnings
Funds to CDC
1977 net income

- 384,885.60
(431,036.94)

451,347.36

following:
6/30/78 6/30/79
Assets
Cash .$124,632.16 $284,760.00
Life insurance 41,968.71 96,144.81
Accounts receivable 555,308.63 496,200.83
Supplies 3,450.04 14,614.58
Prepaid expenses 13,877.99 45,007.01
Transportation equipment 14,101.56 17,268.74
Other equipment 116,1590.70 130,547.74
Total 869,529.79 1,084,543.71
Liabilities
Accounts payable _ 6,569.23 -
Accrued payroll expense " 97,763.69 134,094.52
Other accrued expenses 109,892.85 121,486.51
Total 214,225.77 255,581.03
Stockholder's equity
Capital stock 250,108.00 250,108.00

1,198,788.79

(955,412.90)
n/a

. 1978 net income n/a 335,478.79
Total owner's equity ©655,304.02 828,962.68
Total liabilities & 869,529.79' 1,084,543.71

equity
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6/30/78
Profit/lLoss (6 months) 2,916,478.65
Gross income - 1,824,034.25
Operating expenses 1,092,444.40
Operating income 542,291.04
Overhead expense 550,153.36
Income before acquisition 98,806.00
Acquisition expense 451,347.36

Net income

Around the end of 1979 or early 1980,
the sale of Schnitzer-PMS to Minneapolis Honeywell for a price

between $12 million and $13 million. Honeywell,jhowever, decided

not to purchase Schnitzer-PMS.

In 1989, IRA accepted a reduced final payme

6/30/79

3,650,217.
2,485,250.27
1,164,967.

740,191,

86

59
69

424,775.
89,178,

90
98

335,596.

payment of the balance due on the sale of the stbck.

IRA received the following payments of principal and

interest and reported the following gain on the

of the Schnitzer~-PMS stock:

Year Payment Principal
1979 $150, 000 $150, 000
1980 533,425 211,468
1981 534,696 309, 308
1982 361,692 . 172,441
1983 361,692 186, 655
1984 361,692 202,042
1985 361,692 218,696
1986 361,692 236,724
1987 361,692 256,217
1988 361,692 277,360
1989 840,423 822,841
Total 4,590, 3889 3,043,752

E. The Eulich Arrangement:

1. Eulich's Background

For many years, Eulich had been a real estate developer of

office buildings, shopping malls, and warehousei in Houston and

92

Schnitzer discussed

nt for early

installment sale

Interest; : Gain
- ! $142,740
$321,957: 201,233
225,388, 294,338
189,251° 164,094
175,037 177,621
159, 650 192,263
142,996 208,111
124,968 225,266
105,475 " 243,816
84,332 263,936
17,5821 783,016
1,546,636 2,896,434

-
|
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Dallas, Texas. Eulicﬁ had known Ballard and Lisle since at least
1965. Eulich déalt with Ballard and Lisle in conne;tion with
Prudential's financing his.real estate development work, when
Ballard and Lisle worked in Prudential's Houston regional
office.' Eulich was‘also a close personal friend of A.N.
Pritzker. Eulich met Kanter through Pritzker in the late 1960's
or early 1970's. Kanter and.Eulich had many business dealings
with each other. Kanter helped raise capital for some of
Eulich's business ventures.

Eulich's real estate development activities were primarily
conducted through Vantage, Inc., a corporation that he owned. 1In
1968, Eulich acquired Rodeway Inns, a company that owned a small
chain of garden court motels. Over the years, Rodeway Inns
increased the number of its motels. Rodeway Inns and Eulich
obtained financiné_from Prudential for the acquisition of many of
the additional motels. From 1968 through about 13973, Eulich
dealt with Ballard in securing the finaﬂéing from Prudential for
Rodeway Inns.

In about 1974, Eulich and Prudential became dissatisfied
with the performance of the hotel management company that. was
" managing and operatiﬁg 16 Rodeway Inns motels that had been

financed by Prudential. Eulich decided to establish his own

14 After Lisle began working for Travelers in 1982, he dealt
with Eulich in connection with the managing of Travelers'
properties. . ’
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hotel management company, Motor Hotel Management,

Inc. (Eulich-

Management), to operate the motels. 'Eulich-Management was

incorporated on January 1, 1975.
\
|

Eulich asked Robert James (Jame§) who had substantial hotel

management experience, to serve as Eulich-Management's president

and to manage Eulich-Management's day~to-day ope

#ations.'

Eulich-

Management's three shareholders evenfually inclu$ed Eulich (who

was the majority shareholder), James, and another
business associate of Eulich.

By the end of 1975, Eulich-Management had 17
contracts that were part of the joint venture in
was the lender and Eulich's company Vantage, Inc

developer.

reputation in providing hotel management services.

real estate department staff generally was satis

longtime

management
which Prudential

, was the

By the late 1970's, Eulich-Management had a good

Prudential's

fied with Eulich-

Management's management of a number of hotel properties in which

!
Prudential was involved. By about tpe early 1980

's, Eulich-

Management managed hotel properties bationwide in about 20 to 25

States. At that time, however, Eulich-Management

large hotels.
2. Prudential's Gateway Hotel

In about 1976, Ballard decided that Prudenti

department needed to hire an individual possessi

expertise in hotels and hotel operations. Allen

did not manage

al's real estate

kg substantial

Ostroff
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(Ostroff) had worked for a number of years for Hilton Hotels as a
hotel manager and executive. Ballard hired Ostroff‘to serve as
Prudential's in-house consultant on hotels and hotel operations.

When Ostroff began Qbrking for Prudential, the real estate
department staff in Prudential's regional offices negotiated
hotel managemént contracts for Prudential's hotel properties on
an ad hoc basis. By 1979, Ostroff had‘devised a model hotel
management contract that Prudential's real estate department
staff could use in négotiating such management contracts.
Ostroff also worked on various»hotel projects with Knab, Ballard,
‘and Lisle.

One of Ostroff's first assignments at Prudential was to
improve the operating condition of the Gateway Hotel lgcated a
few blocks from Prudential's corporate headquarters in Newark,
New Jersey. Prudentiai had recently acquired the Gateway Hotel
through foreclosure, and the hotel was in shabby condition.
Moreover, Prudential wanted to upgrade the hotel because
Prudential executives ahd_individuals transacting business at
Prudential's headquarters office frequently stayed at the hotel.

Ostroff first obtained a Hilton franchise for the Gateway

" Hotel.}® Ostroff next hired a new hotel management company to

15 Although Hilton Hotels had been reluctant to grant .
Prudential a franchise, Ostroff obtained the franchise by
pointing out to Hilton Hotels the other profitable business
dealings it had with Prudential. ’
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take over the Gateway Hotel's management and ope

management company was owned by Stanley Cox (Cox)

hotel manager Ostroff had known during Ostroff‘é
with Hilton Hotels. At some poiﬁt, Cox assigned
(annolly) to be the Gateway Hotel'ston-site man

Ostroff was extremely successful in turning
substantially improving the Gateway Hotel's oper

Prudential executives made significant use of th

facilities for meetings and entertainment and we

with the service that they and their guests rece

hotel.

Cox did not spend much of his own time in a

1

the Gateway Hotel. Over the years, he had deleg

more duties in the hotel's operation to Connolly.

kation. The new
, an experienced
prior employment
John Connolly
ager.

around and

ating condition.
@-hotel

re very pieased
ived at the
ctually running
ated m6re and

Connolly

frequently interacted with Prudential executives

Ballard and Lisle. Sometime in 1978 or 1979, Co

at the Gateway Hotel.

In 1981, Connolly informed Ostroff‘that he

v
]

leaving his position as on-site manager of the C

because he felt he was not being adequately comﬁ

" services. Ostroff attempted unsuccessfully to h

Connolly's pay. Ostroff and his superiors at Pr

including Ballard, decided to terminate Prudenti

, including

nnolly met Kanter

was considering
ateway Hotel,
ensated for his
ave Cox increase
udential,

al's management
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contract with Cox and to award the management contract to
Connolly.

Ostroff told Connolly that Prudentiél wanted him to manage
the Gateway Hotel. Ostroff informed Connolly that he would have
to establish a management company of his own and that all hotel
employees would have to be employees of Connolly's hotel
management company.!¢® Establishing such a hotel management
company, however, presented a problem for Connolly. The
management company would be required, among other thihgs, to
employ a financial manager and an accounting staff to prepare and
issue the financial réports required by Prudential on the Gateway
Hotel's operations. The full-time employment of such personnel
to perform these and other required services could well be
uneconomical, since Connolly's company would be managing only one
or two hotels.

Ballard introduced Connolly to Eulich. Eulich also knew
Kanter from ;ertain prior business véntures in which Kanter had
helped raise capital. Kanter and Eulich were aware Connolly
would need assistance for his hotéi management company. Eulich
also wanted Eulich-Management's business to include the

" management of a number of large hotels. He believed that

16 Prudential did not want to have its employees involved in
operating the hotel and did not want any of the hotel's employees
to be Prudential employees.
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Kanter's business contacts, including contacts mith the Pritzker
family, could bé beneficial to Eulich-Management.

Eulich, Kanter, and Connolly decided to organize several
entities to further their objectives. A hotel qanagement company
called Gateway Hotel Managément Corp. (Géteway dorp.)'was
incorporated in 1981. Another corporation,‘Esséx Hotel
‘Manégement Co. (Essex Corp.), was also formed.

A letter from Eulich'to Connolly dated October 16, 1981,
indicated that Eulich provided 310,600 for the'ﬂnitial
capitalization of Gateway Corp. The lette; als? indicated that
initially Essek Corp. owned 80 shares (80 percéﬂt) of the Gateway
Corp. stock, that Connolly owned 20 shares (20 Aercent), and that

’

Connolly had an option to purchase Essex Corp.'s 80 shares.!’

17 . The letter stated:

enclosing

Per our telephone conversation today, I am
the following material: |
1. Your 20 shares of stock in Gatewady
Hotel Management Company |
representing 20%. of the company.
2. A xerox copy of B0 shares of stock owned

by Essex Hotel Management Company
representing 80% of the company.

3. A copy of the minuteé of the fir%t
meeting of the Board' of Gateway the
original is being circulated for|
signature and will be sent for signature
soon. ‘

4, A xerox copy of your option on tLe Essex
( (continued...)
J
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By March 2, 1982, however, Connolly owned 100 shares (lOd
percent) of the Gateway Corp. $tock. A stock option agreement
"made and entered into" September 18, 1981, but "executed'as éf"
March 2, 1982, recites that Connolly owned 100 shares of $1 par
valge common stock of Gateway Corp. Under the stoék option
agreement, Connolly granted Essex Corp. a 10-year option to
purcﬁase 80 shares ofjthe common stock of GateWay Corp. for $100

' per share.'® In consideration for the option, Essex Corp. agfeed
to pay Connolly $1,000 per yeaf for the term of. the option.

Eulich, Kanter, and Connolly also formed a parfnership
called Essex Hotel Management Co. (the Essexlpartnership or

-Essex), which was organized effectivévJanuary 1, 1982. The

(...continued)
. Hotel Management Company stock - the
original is being circulated for
signature currently.

As we discussed on the phone, we will be sending you a
check for $10,000.00 which represents the
capitalization of Gateway that should be used as the
corporation's initial bank deposit. When the first
profit distribution is made we would appreciate your
sending us a check for $2,000 representing 20% of this

capital.

If you have any questions about this transaction,
please let me know. We are looking forward to working
with you in what is hopefully a mutually pleasant and
profitable venture. A

18 On Dec. 21, 1984, Essex Corp. assigned its option- to
purchase the 80 shares of Gateway Corp. to the Essex partnership.
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partners of Essex and their partnership interest4 were as

follows: ’
Partner Partnership Interest
Eulich-Management 47.500
IRA 26.125
Holding Co. 21.375
Connolly _ 5.000

Although the Essex partnership agreement reéuired its

partners to contribute any capital needed to ope%ate the

partnership, very little, if any, actual éapitalfcontributions
|

were ever required from them. The Essex partner?hip had no

office, equipment, or employees.

In late 1981, Gateway Corp. entered into a management
contract with Prudential to operate the Gateway Hotel and entered
into a second management contract effective FebrLary 1, 1982, to

operate another Hilton-franchised hotel that Pruaential owned at

f
I

Midland, Texas (the Midland Hotel).?®® |
‘ | |
The Essex partnership entered into "Represe#tation and

Marketing" agreements with Eulich-Management and‘Gateway Corp.,

also effective January 1, 1982.2° At the time, Eulich-

19 Although Ostroff and Prudential ultimately awarded the
Midland, Texas, hotel's management contract to Gateway Corp.,

. Gateway Corp. and Eulich-Management had each submitted bids on
the Midland hotel's management contract. During(this time,
Prudential usually obtained bids from at least three hotel
management companies for a particular hotel's mabagement
contract. ' !

20 The Eulich-Management agreement indicates that, although it
was effective as of Jan. 1, 1982, it was executed as of July 5,
(continued...)
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Management managed the Allentown Hilton and the Madison Hotél.
Although both were owﬁed.by third parties, Prudential had helped
finance the construction of the two hotels. Essex's agreémenf
with Eulich-Management (the Eulich-Management/Essex agreement)
required Eulich-Mahagement to pay to Essex 30 percent of its
management fees from the operation of the Madison Hotel and 43
percent of the fees from the operafion of the Allentown Hilton.
The agreement with Gateway Corp. (the Gateway Corp./Esseg
agreement) required Géteway Corp. to pay to Essex 75 percent of
Gateway Corp.'s managément fees from the operationsbof the
Gateway Hotel and the Midland Hotel.

Employees of Eulich-Management performed record-keeping and
reportihg services for Gateway Corp. A number of Eulich-
Management's personnel were instructed to do whéteVer they could
to help Connolly with Gateway Corp.'s operations. For instance,
‘Eulich—Management employees helped perform the financial and
accounting services tﬁat Gateway Corp. required in connectioﬁ
with its Gateway and Midland hotel manageﬁent contracts. In yet
another instance, a Eulich-Management employee helped Connolly
with union negotiations. AlSo, after Prudential awarded the
' Midland, Texas, hotel‘é management contract to Gateway Corp., -

Eulich-Management's employees helped Connolly find an on-site

{...continued)
1982.
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i

manager for that hotel. Eulich-Management did n$t charge Gateway
: J

Corp. for these services. IRA and Hblding Co., in contrast to

Eulich-Management, provided no services to Gateway Corp.

The Essex partners agreed that Gateway Corp

Management generally would pay the s?me fees to |

partnership.
under each consulting and fee partic
easily be adjusted and modified, as
participation agreement was cancelab

J
if a significant change

As a result,
‘ compensation that Gateway Corp. or E
-under a particular hotel management |,
change then could be effectuated in
participation agreements Gateway Cor
with Essex.

In late 1983, Eulich-Management

contract for Prudential's Hilton-fra

P.

le by a 30-

ulich-Manage

contract,

received a

ipation agre

each consult

an

the other co

and Eulich-

rhe Essex

The partnership's specified percentage of fees

ement could

ing and

.to 90-day notice.

occurred with respect to the

ment received
offsetting

nsulting and fee

and Eulich Management had

hotel management

nchised Twin Sixties Hotel at

Dallas, Texas. A new Zulich-Management/Essex aJreement was made

effective January 1, 1984, whereby Eulich-Manage

pay to Essex 70 percent of the fees from the Mad

‘ percent of the fees from Allentown H

fees from Twin Sixties.?

21 The consulting and participatiL

Sixties hotel was entered into to replace the iy

ilton, and

n agreement

~

ment agreed to
ison Hotel, 57

=

7 percent of the

for thé Twin
icome that Essex
(continued...)
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Effective January 1, 1986, a new Gateway Corp./Essex
agreement reduced Essex's share of Gateway Corp.'s fees from the
operations of the Gatéway Hotel and the Midland Hotel from 75
percent to 40 percent;

Although Eulich-Management.was éold by Eulich to an
unrelated company‘called Aircoa in 1986, Eulich-Management
continued to particip;te as a partner in Essex until about 1990.

In early 1990, Gateway Corp. lost the management contracts
on the Gateway and Midland hotels and ceased operating. The
Essek partnership terminated by 1991.

During the years 1982 throuéh 1988, Essex‘repbrted the
following amounts as received and/or accrued? commission fee

payments from Gateway Corp. and Eulich-Management:

Year Gateway Eulich-Mgt.
1982 $234,170 $104,121
1983 222,557 235,718
1984 268,663 242,116
1985 225,487 230,847
1986 68,000 123,089
1987 172,963 388,632
1988 142,761 238,889

Total 1,334,601 1,563,412

(...continued)

would lose following the expected termination of Eulich=
Management's management contract for the Allentown Hilton, as the
Allentown Hilton was then in the process of being sold.

.22 Essex reported its income on the cash method until 1987.
For the 1987 taxable year and thereafter Essex reported on the
accrual method. ' :
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For the 1989 taxable year, Essex reported $293,261 in total
income from conéulting fees from Eulich-Management and Gateway

Corp.

For the taxable years 1982 through 1989, Essex made

distributions to IRA, Holding Co., Connolly; and Eulich-

Management in the following amounts:

Year - IRA Holding Connolly |Eulich-Mgt.
1982 $86,212 - $70,538 $16,500 $156,750
1983 78,375 64,125 15,000 142,500
1984 133,238 109,013 25,499 242,250
1985 . 120,175 98,325 23,000 . 218,500
1986 80,465 65,835 15,400 146,300
1987 120,698 98,752 23,100 219,450
1988 117,562 96,118 22,500 213,750
1989 51,727 42,322 9,900 94,051
Total 788,452 645,028 150,899 1,433,551

The distributions to all partners from 1982 through 1989

totaled $3,017,930.




L N——

L - 101 -

The following diégram illustrates the Essex arrangement:
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F. Diaqram: Summary of Pavments Friom the Five (1977 Through 1989

The following diagram shows the] money paid by the Five to

IRA, Zeus, KWJ Corp. and Holding Co.  from 1977 through 1989:

IRA

I
HOLDING CO.

ZEUS

X KWJ CORP.
; | J

Most of the payments made by the Five were |attributable to

Ballard's and Lisle's influence in awarding contracts with
Prudentiall(the Prudential transactions), some were attributable
to Lisle's;influence in awarding contracts with|Travelers (the
Travelers transactibns), and some were attributable to Kanter's
influence in transactions that did not necessarily involve

Prudential or Travelers (the Kanter| transactions).
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G. Changes in IRA ahd Subsidiaries Corporate Structure From
1974 Through 1988

IRA's predecessor, Cedilla Co., was incorporated in 1974.
Keating acquired 1,000 shares of the common stock, and Schott
acéuired 1,000 sharesfof its preferred class A stock. 1In 1975,
Weaver agreed to sell KWJ Corp. to Kanter's "client". 1In 1975,
Keating's common stock was exchanged for 500 shares of class B
preferred stock, and Weisgal as trustee of the Bea Ritch trusts
acquired 1,000 shares of the common sfock. The Cedilla Co's.

1975 balance sheet at the end of 1975 reflected the following:

Assets
Cash . $564
Loans receivable 21,100
Prepaid expenses 89
Total 21,753
Liabilities 5,000
Net assets 16,753
Capital stock
Preferred 1,050
Common 100
Capital surplus : 50
Retained earnings 15,553

The following series of diagrams illustrates the changes in
the IRA organizations during the years at issue to accommodate

the various transactions.
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1976-77
CEDILLA CO.
CEDILLA
INVEST.

Cedilla Co. acquired Cedilla Investment Co. (engaged in
equipment leasing transactions) in December 1976. During 1976
Kanter negotiated IRA's purchase of KWJ Corp. fiom Weaver and
began discussing the purchase of Schnitzer-PMS from Schnitzer.
In 1977 Keating's preferred stock was redeemed..

IRA's consolidated returns for 1976 and 1977 reported
consolidated net losses? of $7,9S4.in 1976 and 3271,394 in 1977,
a net loss for Cedilla Investment Co. of $174,003 in 1976 and
$345,950 in 1977, and feflected the following imcome and end-of-

year balance sheets with respect to IRA (unconsolidated):

23 During the years at issue the consolidated| net losses did
not equal the total of the net losses of the consolidated group-
because of special deductions.




Income _

Gross receipts

Dividends

Interest

Partnership
Total

Deductions
Compensation/officers
Salaries/wages
Commissions
Other

Total

Net Income

Special deductions

Taxable Income

Assets
Cash
Loans receivable
Securities
Marketable
Non-marketable .
Investment in sub.
Investment in pship
Cedilla trust.
Other
Total
Liabilities
Payables
Short term
Long term
Other
Total
Net assets
Capital stock
Preferred
Common
Capital surplus
Retained earnings
Cost of treasury stock

$640,000

9,525

(260,934)

388,591

213,333

9,209

222,542
166,049

166,049

301,401
40,000

15,663

15,000
(185,834)

361

186,591

6,900
179,691

1,050
100

50
178,491

1977

$112,982
9,217
9,408

5,214

136,822

- 19,300
. 986
12,000
22,866
55,152
81,670

(7,114)
74,556

134,270
370,500

290,213
65,000
15,000

(180,620)
5,000

2,213

701,576

2,000
65,000
370,000

3,182
440,182
261,394

1,000
100

260,344
(50)
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IRA
(CEDILLA CO.)

l
I |

. CEDILLA CO.
CEDILLA (Arba)

INVEST.

In January 1978, IRA purchased the Schnitzer PMS stock. 1In.
1978, Cedilla Co. changed its name to Investment Research

Associates, Ltd. (IRA). In April 1978, IRA acquired 1,000 shares

(100 percent) of the voting stock of Arba Investments, Inc., and

changed Arba's name to Cedilla Co. l
IRA's consolidated return for 1978 reported consolidated net

losses of $18,673 and a net loss for Cedilla Inyestment Co. of

$605,992 and reflects the following income and end-of-year

e

balance sheets with respect to IRA and Cedilla Co.

(unconsolidated) :




Income
Gross receipts
Dividends
Interest
Capital gain
Partnership
Total
Deductions
Compensation--officers
Salaries/wages
Consulting Fees
Commissions
Other
Total
Net income _
Special deductions
Taxable income

Assets
Cash
Loans
Stockholders
Others
Securities
Marketable
Nonmarketable
Investment in sub.
Investment in pship.
Cedilla trust
Other :
Total
Liabilities
Payables
Short term
Long term
Other
Total
Net assets
Capital stock
Preferred
Common
Capital surplus
Retained earnings’
Cost of treasury stock
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IRA

$777,499

20,572
38,885
69,715

4,829

911,500

15,000
5,051
51,900
207,237
18,565
297,753
613,747

16,910

596,837

28,600

287,900
734,350

318,197
215,000
34,024
(180,703)
4,511

1,051

1,442,930

197,575
370,000

1,211

568,786
874,144

1,000
100

873,094

(50)

Cedilla Co.

$10,697

18

10,715

7,500
4,287

8,446

. 20,233

(9,518)

TS, 5187

70,996

2,060

79,441

70,000
555
70,555
8,886

1,000
18,024
(10,138)
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1979 i

|
IRA f
1 | |

L )
- |

CEDILLA ' : ngé?LA KWJ CORP. ' ZEUS
INVEST. J
| | |

Although IRA acquired 100 shares (100 perce‘nt) of KWJ Corp. ‘

in November 1978, IRA first included KWJ Corp. en its 1979
consolidated return.?® During 1979, IRA sold it% Schnitzer~PMS
stock back to Century Development. Schaffel's payments to IRA
began in 1979. Frey's arrangement began in 197% and, in December
1979, IRA acquired 1,000 shares of Zeus Ventures, Inc. (Zeus).
IRA'S consolidated return for 1979 reporteﬁ a consolidated
net loss of $20,728, a net loss for Cedilla Investment Co. of
$320,425, and net taxable income from KWJ Corp. "of -$119,646 and ‘

reflects the following income and end~of-year belance sheets with

respect to IRA and Cedilla Co. (unconsolidated)?

24 IRA's 1978 return reported $1,442,930 total assets as of the
close of the year, $34,024 of which was the amolint of its
investment in subsidiaries. The 1979 return reported $1,592,930
of total assets as of the beginning of the year| $184,024 of
which was the amount of its investment in subsifiaries. The
$150,000 difference is the amount IRA agreed to| pay for the KWJ

Corp. stock. : , |

|



Income
Gross receipts
Dividends
Interest.
Gross rents
Capital gain
Partnership
Management fees
Consulting fees
Total’
Deductions
Compensation--officers
Salaries/wages
Depreciation
Consulting fees
Commissions
Other
Total
Net income
Special deductions
Taxable income

Assets
Cash
Loans
Stockholders
Others
Treasury bills
Securities
Marketable
Nonmarketable
Investment .in sub.
Investment in pship.
Depreciable assets
Less accumulated dep.
Cedilla trust
Deferred expenses
Other
Total
Liabilities
Payables
Short term
Long term
Deferred income
Total
Net assets
Capital stock
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IRA

$73,280
3,125
112,804
225
141,519
1,157,861

100,000

1,588,814

638,550
125,000
209,440
60,011
1,033,901
554,913

(2,055)

542,858

962,964

1,200
3,725,675

177,951
65,000
234,024
130,907
5,108,573

(638,550)

4,511
91,640

: 1,029

9,864,924

309,795
5,319,924
2,807,260
8,436,979
1,427,945

. Cedilla Co.

$101,274
1,038

2,750
105,062

26,800
4,100

19,470
50,370
54,692

54,692

11,806

21,885
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Preferred 1,000 -
Common : 100 1,000
Capital surplus - 18,024
Retained earnings : 1,426,895 42,835
Cost of treasury stock (50) -—
1980
IRA
' ]
I | S —
CEDILLA | | CEDILLA ’ :
INVEST. co. KWJ CORP. ZEUS { N TSRER

>
In January 1980, IRA acquired i,OOO shares | (100 percent) of

Brickell Enterprises, Inc. (Brickeli).

IﬁA's consoiidated return for 1980 reported consolidated
taxable income of $65,094, é net loss for Cedilia Investment Co.
of $145,887, net taxable income for Zeus of $11 ;269, a net loss
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