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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO Judge: This case is a partnership-Ilevel proceeding
subject to the unified audit and litigation procedures of the Tax
Equity and Fiscal Responsibility Act of 1982, Pub. L. 97-248,
sec. 402, 96 Stat. 648. Shant S. Hovnanian (M. Hovnani an), as

the tax matters partner of Rovakat, LLC (Rovakat), petitioned the
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Court to readjust partnership itens that respondent adjusted for
Rovakat’s 2002 through 2004 taxabl e years. See sec. 6226(a).?
Respondent’ s princi pal adjustnment was to disallow Rovakat’s claim
to section 988 ordinary |osses of $130,766 for 2002, $890, 485 for
2003, and $2,479,991 for 2004. These |osses stem from Rovakat’s
recei pt of $34,185 in Swiss francs (francs) that, M. Hovnani an
clainmed, carried with thema $5, 805,000 tax basis. Respondent
determned that the clainmed | osses are not allowed because M.
Hovnani an failed to establish Rovakat’s basis in the francs.
Respondent determ ned alternatively that the clainmed | osses are
not all owed because the transaction underlying Rovakat’ s receipt
of the francs (francs transaction) |acked econom ¢ substance. W
agree with respondent on both points.?

We al so decide the follow ng secondary issues: (1) Wether
Rovakat omitted i ncone of $650, 000 and $90, 443 for 2002 and 2003,
respectively. We hold it omtted incone of $593,125 for 2002;

(2) whether the period of limtations for assessnent has expired
as to Rovakat’'s 2002 taxable year. W hold it has not;
(3) whether $593, 125 and $943, 192 of Rovakat’'s incone for 2002

and 2003, respectively, is self-enploynent inconme. W hold it

Unl ess ot herwi se indicated, section references are to the
applicable versions of the Internal Revenue Code (Code), and Rul e
references are to the Tax Court Rules of Practice and Procedure.
Some dol | ar amounts are rounded.

2Respondent al so determ ned that the | osses were not all owed
for other reasons. W do not address any of those reasons.
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is; (4) whether Rovakat may deduct “other expenses” of $63, 964
and $352,663 for 2003 and 2004, respectively. W hold it may
not; (5) whether the 40-percent accuracy-rel ated penalty under
section 6662(a) and (h) for gross valuation m sstatenent applies
to any under paynment of tax attributable to the reporting of the
| osses of $130, 766 for 2002, $890, 485 for 2003, and $2,479, 991
for 2004. W hold it does; and (6) whether a 20-percent
accuracy-rel ated penalty under section 6662(a) and (b)(1), (2),
or (3) for negligence or disregard of rules or regul ations,
substanti al understatenent of incone tax, or substanti al
val uation m sstatenment, respectively, applies to any underpaynent
of tax attributable to the omtted incone for 2002 and the
di sal | oned deductions for 2003 and 2004. W hold it does.

FI NDI NGS OF FACT

Prelimnaries

The parties filed wwth the Court nunerous stipul ations of
fact and acconpanyi ng exhibits. The Court also deened sone facts
and acconpanyi ng exhibits stipulated pursuant to Rule 91(f).3
The stipulated facts, including those deened established, and the
acconpanyi ng exhibits are incorporated herein by this reference.

We find the stipulated facts accordingly.

W& concl uded that the deened facts and docunments were
relevant to this case, and M. Hovnanian failed to show why the
matters therein should not be deenmed admtted. See Rule 91(f).



1. M. Val dez

A. Backgr ound

Lance O Valdez (M. Valdez) is a tax attorney who practiced
| aw t hrough his wholly owned professional corporation, Lance O
Val dez & Associates, P.C. (LOVA). He also is a financial adviser
who provided i nvestnment advisory services primarily through two
other entities that he controlled, LVCM Ltd. (Limted), and
Lance Val dez Tax Managenent.

As part of his investnment advisory services, M. Val dez
structured and marketed tax-shelter transactions which generated
for U S. taxpayers superficial Federal inconme tax |osses greatly
di sproportionate to economic outlay in the activities underlying
those | osses. For the nost part, M. Val dez designed and
i npl emrented these transactions, and he created the transaction
docunents effecting their inplenentation. The docunents were
generally the sane as to each transaction, except for the nanes
of the parties to the transaction and the anounts invol ved.

B. Transactions Pronoted

M. Val dez pronoted his transactions as “investnents”.
Wil e the transactions varied according to the entities,
t axpayers, and assets involved, the transactions generally
i nvol ved foreign property wwth significant built-in | osses
incurred by a foreign person not subject to U S. tax, and used

the sane three steps.
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As the first step in the transaction, a foreign entity,
pursuant to an agreenent with M. Valdez in which he agreed to
pay the foreign entity a fee, transferred the built-in | oss
property with its purportedly high basis and a |low fair market
val ue (distressed assets) to a donestic partnership in exchange
for an interest in the partnership. Second, the foreign entity
sold a significant portion of its interest in the partnership to
a U S taxpayer who was one of M. Valdez's “investors”. Third,
the partnership disposed of the distressed assets to formally
trigger the built-in losses clained to continue to inhere in the
di stressed assets, wth those “losses” allocated to the U S.

t axpayer to offset the taxpayer’s unrelated i ncone otherw se
subj ect to Federal incone tax.

In total, M. Valdez's transactions caused over $147 mllion
in “losses” to be allocated anong his “investors” who did not
actually realize economc | osses of anywhere near the anbunts
al l ocated and who had m nimal economc outlays in relation to the
al l ocated “l osses”.

C. | RS | nvesti gates M. Val dez

The I nternal Revenue Service (IRS) investigated M. Val dez,
LOVA, and Lance Val dez Tax Managenent as organi zers, sellers, or
pronoters of potentially abusive tax shelters. That

investigation led the IRS to exam ne Rovakat’'s 2002 t hrough 2004
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Fornms 1065, U.S. Return of Partnership Income (2002 return, 2003
return, and 2004 return, respectively).

I11. Rovakat

A. Fornati on of Rovakat

I nternational Capital Partners, LP (1CP), and International
Strategic Partners, LLC (ISP), forned Rovakat on June 6, 2002, as
a Delaware limted liability conpany.* Rovakat uses the cash
recei pts and di sbursenents nethod of accounting for Federal tax
pur poses, and Rovakat reports its income and expenses on the
basis of the cal endar year. Rovakat’'s nmailing address and
regi stered office were in the third judicial circuit of the
United States when the petition was fil ed.

B. ICP

1. Overview

Mosafa, Ltd. (Mdbsafa), and Credicom N V. (CNV) fornmed I CP as
a Cayman Islands limted partnership on May 7, 2001. |ICP
conducted its activities and maintained its books and records in
US. dollars. M. Valdez controlled ICP at all relevant tines.

2. Msafa

Mosafa is a Caynman | sl ands conpany. As part of ICP s

formati on, Mosafa transferred $1,000 to ICP in exchange for a 2-

percent general partnership interest.

“Rovakat was originally naned Radio & Wrel ess Software
Devel opment, LLC (Radio & Wreless). W henceforth refer to
Radio & Wrel ess as Rovakat.



3. CO\V

CNV is a Belgian conpany that is a subsidiary of Imuobilieére
Hoteliére, S.A (Immbiliere), a French real estate and hotel
congl onerate. CNV conducted its activities and maintained its
books and records on the basis of the Belgian franc (Bel gian
franc). CNV s managi ng director was Henri Van Zeveren (M. Van
Zeveren), a Belgian citizen and resident. As part of ICP s
formati on, CNV contributed $49,000 to I CP in exchange for a

98-percent limted partnership interest.

4. | nvest nent Advi sory Agr eenent

LVCM LLC (LVCM), is a Delaware limted liability conpany
whose managi ng nenber was M. Valdez. LVCM and ICP entered into
an i nvestnent advisory agreenent under which LVCM agreed to
provi de i nvestnent advisory and managenent services to |ICP from
May 10, 2001, through Decenber 31, 2015, in exchange for a
managenent fee and an allocation of ICP’s profits. The agreenent
appoi nted LVCM as | CP's nmanager, agent, and attorney-in-fact, and
the agreenent authorized LVCMto bind ICP with respect to, anong
ot her things, asset transfers, bank accounts, and transactions.

C. 1SP

Limted formed | SP on January 23, 2001, as a Del aware
l[imted liability conpany. During March 2002, M. Hovnani an
purchased a 93.9-percent interest in I SP; he did not conduct any

due diligence regarding that purchase. |SP s remaining 6.1-
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percent interest was owned by ICP and by M. Valdez’s wholly
owned corporation Horizon Capital Holdings Corp. M. Valdez
controlled ISP at all relevant tines.

| V. M. Hovnani an and Rel ated Entities

A. M . Hovnani an

M. Hovnani an is the managi ng nmenber of Rovakat and its tax
matters partner. He earned a bachel or of science degree in
econom cs fromthe University of Pennsylvania, and he has over 20
years of experience in the conputer, software, and wrel ess
t el ecommuni cations industries. He has invested in real estate,
startup conpanies, and financial instrunments such as foreign
currency contracts, hedging contracts, and the buying and selling
of stock (including short selling). He is a wealthy individual,
and he is a high-incone taxpayer.

B. VSHG

M. Hovnani an was the executive vice president of V.S
Hovnani an G oup (VSHG from June 1980 until January 1991. VSHG
was a hol ding conpany, and its subsidiaries engaged in
construction, developnent, and utilities. At all relevant tines,
M . Hovnani an owned 25 percent of VSHG and three nmenbers of his
famly equally owned the remaining 75 percent.

Hovbilt, Inc. (Hovbilt), a C corporation, was one of VSHG s
subsidiaries. VSHG owned 99 percent of Hovbilt, and M.

Hovnani an owned the other 1 percent.



C. Speedus
Speedus Corp. (Speedus) is a publicly traded conpany that

specializes in informati on technol ogy and nedi cal devices.?®

Since 1991, M. Hovnani an has been its president, chief executive
officer, and chairman of its board of directors. M. Hovnanian
al so was an enpl oyee of Speedus at all relevant tines.

V. Jacques Vabre Transactions

| mobiliere and its subsidiaries (collectively, Imopbiliere
group) owned various assets which had [ ost nuch of their val ue by
February 2001. M. Valdez and the Inmmobiliere group di scussed
Il mobiliere’s transferring of these distressed assets to entities
controlled by M. Valdez. M. Valdez and the Immobiliere group
referred to these transacti ons as Jacques Vabre transactions,
wi th an understanding that “Jacques Vabre” was M. Valdez’'s
ni ckname.

The I nmobiliere group participated in four Jacques Vabre
transactions. Each transaction involved the equity interests of
a single entity; nanely, CredicomAsia, Limted (CredicomAsia),
Kislev Partners, L.P. (Kislev Partners), SilvecomS. A, or Todor,
S.A.  The Inmmobiliere group earned between $7 mllion and $10
mllion in fees by participating in these transactions. The fee

for each transaction was set at a percent (ranging from2 to 2.5

°Speedus was fornerly known as Suite 12 G oup, Highcrest
Managenment, and Cellular Vision. W refer to the precursors of
Speedus as Speedus.
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percent of 90 percent) of the distressed assets’ Federal incone
tax basis that was clained to be obtained fromthe Immobiliere
group as part of the transaction.

VI. Transaction Involving CredicomAsia

A Overview

The Jacques Vabre transaction at issue was essentially a
four-step transaction involving CredicomAsia. First, Credicom
Asia redeened its worthless class A common stock (class A stock)
fromCNV for 1,718,116 francs and $303,375. Second, CNV
transferred the francs to ICP in exchange for an increased
interest in ICP. Third, ICP transferred to Rovakat 50,000 of the
francs with an aggregate fair nmarket value of $34,185. Fourth,
| CP sold 90 percent of its interest in Rovakat to M. Hovnani an.
One day after the fourth step, Rovakat sold its 50,000 francs to
athird party at their fair market val ue of $35, 268.

B. Hi story of Credicom Asia

Credicom Asia is a subsidiary of CNV and a nenber of the
| mobiliere group. CredicomAsia was fornmed as a British Virgin
| sl ands conpany on June 18, 1992, under the nanme Pacific Eagle
Corporation Limted, and subsequently changed its nane to
Credicom Asia. On or about Septenber 13, 1996, Credi com Asia was
regi stered to do business in the Cayman |Islands. Credicom Asia
primarily conducted its activities and nmaintained its books and

records in U S. dollars.
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Credi com Asia had two cl asses of comon stock outstandi ng as
of Decenber 2, 1996. The first class, class A stock, was
initially owned entirely by CNV and represented 70 percent of the
equity interests in CredicomAsia. The second class, class B
comon stock (class B stock), was initially owned entirely by
Col ony Credicom L.P., and Col orado Credicom LLC (collectively,
C&C), and represented the remaining 30 percent equity interests
in Credicom Asi a.

C. Li qui dati on Preference of Credicom Asia

In a Restated Menorandum of Associ ation dated Septenber 13,
1996, Credicom Asia provided that holders of its conmmon stock
were entitled to apportion any assets that remai ned after the
preference rights of the preferred sharehol ders were satisfied as
fol |l ows:

First, to the holders of the * * * [class B stock], an
anount that would cause [them] to receive an 18% per
annum (conpounded annual ly and conputed fromthe date
of the issuance thereof) internal rate of return on
[their] original principal investnent after taking into
account * * * all dividends and distributions from
[ Credicom Asia] in respect of the * * * [class B stock]
* -

* %
’

* * * Second, to the holders of the * * * [class A
stock], an anount that would cause [them to receive an
18% per annum (conpounded annual |y and conmputed from
the date of issuance) internal rate of return on
[their] original principal investnent after taking into
account * * * all dividends and distributions from

* * * [CredicomAsia] in respect of the * * * [class A
stock] * * *;

* * * Third, to the holders of the * * * [class B
stock], an anount equal to the product of (A) that
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percentage which the * * * [class B stock] represents
of all the outstanding common stock, tinmes (B) the
ratio of 25/35 tinmes (C) the renai ning anount of
proceeds to be distributed in respect of a |iquidation;
and * * %

* * * TFourth,] * * * the remaining anount to the
hol ders of the * * * [class A stock] * * *,

C&C paid $55 million for the class B stock and as of
Decenber 2, 1996, was entitled upon the |iquidation of Credicom
Asia to a priority distribution of $55 million plus an 18-percent
cunmul ative annual return before any distributions were nmade to
CNV. CNV, the holder of the class A stock, was entitled to
receive a portion of the |liquidated assets after paynent of the
priority distribution.?®

D. Credicom Asia s Hol di ngs

1. Overview

As of January 1, 1997, Credicom Asia s assets consisted of:
(1) 100 percent of the stock of Golf de Ramatuelle, S.A (CGolf de
Ramat uel l e), a French soci été anonyne; (2) 100 percent of the
stock of Lahotel Corporation (Lahotel), a British Virgin |Islands
conpany; (3) 91.3 percent of the stock of Argent Hol dings, Ltd.
(Argent), a British Virgin Islands conpany; and (4) an
unspecified interest in Kislev Partners, a Cayman |sl ands

part nershi p.

On Mar. 26, 2001, Credicom Asia executed a Restated
Menor andum of Associ ation, which sought to elimnate the
I iquidation preference retroactively.
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2. &lf de Ramatuelle

As of January 1, 1997, Golf de Ramatuell e was engaged in the
attenpted devel opnent of |and (CGolf property) in the Conmune of
Ramatuel l e in the Canton of Saint-Tropez, France. GColf de
Ramatuel l e’ s princi pal assets were direct and indirect ownership
interests in the Golf property. Golf de Ramatuelle’s liabilities
total ed $10, 524, 301 as of Decenber 2, 1996, and approxi mately $7
mllion on June 7, 2001.

The CGol f property consists of approxi mately 321 acres of
land. The land is principally forest land, with a portion that
may be used for agriculture, and is in an area subject to a high
risk of fire. The |land | acks adequate water, sewer, and power
supply to support extensive devel opnent. The CGolf property was
not zoned for conmmercial devel opnent, and CGolf de Ranatuelle’s
attenpts to develop the property for nonagricultural uses were
unsuccessful throughout the years.

3. Lahotel

As of January 1, 1997, Lahotel owned L Erm tage Hot el
(L"Ermtage), a luxury hotel in Beverly Hills, California. Built
in 1976, L' Ermtage was closed for renovations from Septenber
1993 until June 1998. L' Ermitage’s liabilities were $9, 347, 765
as of Decenber 31, 1996. In 1998, L' Ermtage was assessed at

$13, 185,232 for property tax purposes.
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4. Argent

As of January 1, 1997, Argent owned an interest in the
Amanresorts hotel chain, through a 60.97-percent interest in
Silverlink Holdings, Ltd. (Silverlink). Amanresorts and the nine
Aman operating assets, partially or wholly owned by Silverlink,
are widely viewed as an innovative upscale hotel group. Anman was
recapitalized in 1993 with Imvobiliere, through Argent, acquiring
control of the conpany. Silverlink’'s current liabilities
exceeded its current assets on Decenber 31, 1995 and 1996.

5. Ki sl ev Partners

As of January 1, 1997, Kislev Partners, through a wholly
owned subsidiary, owned approximately 60 percent of Financiere
Saresco (Saresco). Saresco was founded in 1976 by Air France
G oup and Aeroports de Paris to operate duty-free stores in Paris
airports. Saresco, through its various subsidiaries, operated
duty-free retail stores which sold perfunes, cosnetics, spirits,
t obacco, and fashion accessories. Substantially all of these
retail stores sold goods free of duty and of tax. Over 80
percent of the sales in the duty-free division were from
Saresco’s stores in tw termnals in Paris Charles de Gaulle

Airport at Roissy.
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E. Buyout of the d ass B Stock

By 1998, C&C had becone increasingly unhappy with their
investnment in the class B stock. On February 15, 1999, C&C
petitioned the H gh Court of Justice, British Virgin Islands, to
order the winding up of CredicomAsia. At that tinme, Credicom
Asia was unable to pay its debts, and C&C owned 36. 62 percent of
Credi com Asi a through ownership of the class B stock and a
partial interest in Kislev Partners. CredicomAsia also owed C&C
approximately $22 mllion.

Duri ng August 2000, Inmobiliere disposed of substantially
all of Saresco’ s assets in exchange for the cancellation of debt.
Shortly thereafter, on Septenber 1, 2000, Credicom Asia, CNV, and
C&C entered into a settlenent agreenment in lieu of the wi nding up
of Credicom Asia. Under that agreenent, C&C granted CNV an
option to pay $118 nmillion to acquire the follow ng assets
(optioned assets): (1) 45,834 shares of class B stock owned by
C&C, (2) the Kislev partnership interest owned by C&C, (3) debts
whi ch Credicom Asia owed to C&C, and (4) a nortgage on Lahotel’s
assets. In return, C&C agreed to dismss the wnding up petition
upon CNV' s exercise of the option. M. Valdez received a copy of
this settlenment agreenent.

CNV exercised its option and purchased the opti oned assets

on Septenber 18, 2000. By October 5, 2000, CredicomAsia’s
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remai ni ng assets were its interests in Golf de Ramatuelle and in
Sar esco.
Credidev, Ltd. (Credidev), a British Virgin Islands entity,
was fornmed as a wholly owned subsidiary of CNV to receive C&C s
class B stock. The class B stock was transferred to Credi dev on
Cctober 5, 2000. OCNV retained its interest in the class A stock.

F. March 14, 2001, Meeting of the Board of Directors

CNV had no source of revenue other than fees generated from
the Jacques Vabre transactions. During a neeting of CNV' s board
of directors on March 14, 2001, the board of directors “ordered’
that CNV reduce its interest in Credi com Asi a.

M. Van Zeveren, in his capacity as CNV's nmanagi ng director,
worried that CNV's directors could be faulted for failing to cal
for the cessation of CNV' s activities. Specifically, he was
concerned that CNV' s directors m ght be reproached because CNV
had consistently generated | osses since 1991 and all of its fixed
assets, with the exception of Golf de Ramatuell e and shares in
shel | conpanies, were sold. M. Van Zeveren reasoned that CNV' s
interests in the shell conpanies had “residual value” in that the
conpani es could generate fees from M. Valdez by participating in
his transactions. |Immbiliere, inits capacity as CNV's majority
shar ehol der, contenpl ated using any such fees to pay CNV s
arrears, to cover its operating expenses for 1 to 2 years, and if

necessary, to pay for an am cable |iquidation of CNV.
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G | CM's Purchase of dass A Stock

I nternational Capital Managenent, LLC (ICM, is a Del anware
l[imted liability conpany that M. Val dez controlled as its
managi ng nmenber. On March 26, 2001, |ICM purchased (1) 1,586.5
shares of class A stock from CNV for $26,503; and (2) 2,291.7
shares of class B stock from Credi dev for $38,913. The purchased
class A stock represented a 2-percent interest in Credicom Asi a,
and the purchased class B stock represented a 5-percent interest
in Credicom Asi a.

H Redenption of O ass A Stock

M. Val dez was nanmed Credicom Asia’ s president sonetine
before June 7, 2001. On April 25 and May 8, 2001, M. Val dez
transferred a total of $1,325,126 to a UBS AG (UBS) bank account
held by Credicom Asia. On May 14, 2001, Credicom Asia purchased
1,718,116 francs through its UBS bank account for $1, 021, 751.
These francs were transferred to a UBS bank account held by CNV.

On June 7, 2001, Credicom Asia redeened fromCNV all of its
class A stock for 1,718,116 francs and $303,375. The redenption
was entered into by M. Van Zeveren in his capacity as CNV s
managi ng director and by M. Valdez in his capacity as Credi com
Asia s president. Also on June 7, 2001, CNV transferred the
1,718,116 francs to ICP in return for an increased limted

partnership interest in |CP.
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M. Valdez wired the $303,375 to CNV from Credi com Asia’s
UBS bank account. CNV then wired the $303,375 to | CP' s UBS bank
account. No further activity in CredicomAsia’ s UBS account
occurred until August 24, 2005, when M. Valdez cl osed both the
Credi com Asi a and | CP UBS bank accounts.

| . Parti ci pati on Fees

CNV's clainmed basis in the class A stock was approxi mately
$184 million, and CNV expected to receive approxi mately
$4, 140,000 from M. Val dez in exchange for its participation in
the Credicom Asia transaction. These fees were payable in two
tranches. The first tranche related to $100 million of CNV s
clained basis in the class A stock and generated $2.2 million in
fees for CNV.” The second tranche related to $84 million of
CNV's clainmed basis in the class A stock and generated $1, 940, 000
in fees for CNV. CNV used the fees fromthe first tranche to
purchase bonds issued by Immbiliere in 2001. CNV (or
| mobiliere) intended to use the fees generated fromthe second
tranche to pay its arrears, to continue its operations |ong
enough to allow for the sale of CNV' s remaining assets, and “to

pi ck the bones cl ean”.

‘M. Valdez initially agreed to pay CNV a $2, 250,000 fee
related to the first tranche. That fee was reduced, however,
followng M. Val dez’'s agreenent to accel erate paynents due under
the first tranche.
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V. Francs Transaction

During Novenber 2002, ICP transferred to Rovakat 50, 000
francs with a fair market value of $34,185. |Imrediately
thereafter, Rovakat’s owners were | SP (approxi mately 75-percent
owner) and | CP (approximtely 25-percent owner). On Decenber 26,
2002, M. Hovnani an purchased 90 percent of ICP s interest in
Rovakat for $30,776. |Imediately after, Rovakat’'s owners (with
their approximate ownership interests) were | SP (approximately
75- percent owner), |CP (approximtely 2-percent owner), and M.
Hovnani an (approxi mately 23-percent owner).

On Decenber 27, 2002, Rovakat sold the 50,000 francs to a
third party for $35,6468. Rovakat reported on its 2002 return
that its tax basis in the francs was $5, 805,000 and that it
realized a $5,769,532 loss on the sale ($35,468 - $5, 805, 000).
Rovakat | acked sufficient incone to apply all of the reported
loss to 2002, and it reported that it was suspendi ng the unused
portion of the reported | oss.

VI, Paynent of Fees to M. Val dez

A Overview

From 2002 t hrough 2004, Rovakat directly or indirectly paid
fees of at |least $147,318 to M. Valdez. Rovakat paid these fees
through an internmediary entity, Wreless Audi ence Survey, Inc.
(WASI). Manuel Asensio, a close personal friend and business

acquai ntance of M. Hovnanian, controlled WASI and aut horized the
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fee paynments. WASI, in turn, paid the fees to M. Val dez through
Limted. Additional fees of $234,835 were paid to another entity
controlled by M. Val dez.

B. 2002 Paynents

Limted i ssued WASI an Cctober 30, 2002, invoice in the
anount of $650, 000 for “advisory services in connection with
software |licensing and code developnent”. Limted received
$650, 000 from WASI on Novenber 22, 2002.

Rovakat issued Limted a Decenber 26, 2002, invoice in the
anount of $593,125 for “consulting” services. One day |later,
Rovakat issued Linmted an invoice in the anount of $593,125 as a
“refundabl e prepaid deposit” for “consulting” services. Limted
transferred $593, 125 to Rovakat on Decenber 31, 2002.

Rovakat did not report on its 2002 return that any portion
of either the $650,000 or the $593,125 was includable in incone.

C. 2003 Paynments

Limted i ssued WASI a February 27, 2003, invoice for
$1, 033, 635 of “advisory services in connection with software
i censi ng and code devel opnent rendered in 2002”. Limted
recei ved $1, 033,635 from WASI on March 24, 2003.

Rovakat issued Limted a March 25, 2003, invoice for
$943, 192 of “consulting” services. On March 25, 2003, Limted

transferred $943, 192 to Rovakat.
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Rovakat did not report on its 2003 return that any portion

of either the $1, 033,635 or the $943, 192 was includable in

i ncone.

| X. WC Lawsuit and M. Hovnani an’ s Bonus

A.  Overview

Speedus filed a lawsuit (WC | awsuit) agai nst Western
I nt ernati onal Communi cations (WC) on or before April 25, 2002.
Speedus agreed in an enpl oynent agreenent with M. Hovnanian to
pay him a bonus (bonus) of 20 percent of any net proceeds
recei ved by Speedus fromthe WC lawsuit. Wen that agreenent
was executed, M. Hovnani an was Speedus’ chief executive officer,
and he was paid in that capacity an annual salary of at |east
$250,000. He also was entitled to receive rei nbursenent for
“reasonabl e busi ness rel ated expenses” incurred as Speedus’ chief
executive officer.

B. M . Hovnani an Assi gns Bonus to Rovakat

On July 10, 2002, M. Hovnani an assigned his rights to the
bonus to Rovakat. M. Hovnanian did so without receiving a
menbership interest in Rovakat commensurate with the val ue of the
rights. The assignnment agreenent stated that M. Hovnani an
assigned his rights to the bonus to Rovakat because Rovakat “has
menbers who can confidentially assist and advise the pursuit of
the interest in the [WC lawsuit].” Under the assignnent

agreenent, M. Hovnani an permtted Rovakat to assign the bonus to
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subsidiaries or partnerships in which Rovakat held a majority
i nterest.

C. Settlenent of WC Lawsui't

In late 2003 or early 2004, Speedus and WC settled the WC
lawsuit for $15 mllion. O that anount, Speedus was entitled to
receive $14, 232,280 in net proceeds. Speedus was anenable to
payi ng the $2, 846, 456 bonus (20 percent x $14,232,280) to M.
Hovnani an as he directed.

D. Sunshower

M. Hovnani an, on behalf of Rovakat, fornmed Sunshower LLC
(Sunshower) as a Delaware limted liability conmpany on February
4, 2004. Sunshower is a disregarded entity for Federal inconme
tax purposes. On February 20, 2004, Speedus transferred
$2, 846, 456 to Sunshower’s bank account. In correspondence with
Rovakat’ s accountant, M. Hovnani an desi gnated these proceeds as
“consul ting incone”.

On February 27, 2004, M. Hovnani an caused $234,835 to be
transferred from Sunshower to Sterling Capital Managenent,

Ltd. (Sterling), an entity controlled by M. Val dez. M.
Hovnani an noted that this paynent represented "fees paid to
* x * [M. Valdez’ s] entity”. Speedus did not reinburse M.

Hovnani an for the $234,835 paid to M. Val dez.
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X. Simlar Transactions in Whiich M. Hovnani an Partici pated

M. Hovnani an participated in tw additional transactions
i nvol ving purportedly high-basis francs and the reporting of
ordinary losses. The first transaction involved the transfer of
francs with a fair nmarket val ue of approximtely $60, 000 and a
purported basis of $11,698,313. Hovbilt used the resulting
claimed |l oss to offset incone that VSHG earned. The second
transaction involved the transfer of francs with a fair market
val ue of approximately $59, 920 and a purported basis of
$11,847,499. ISP used the resulting clained | oss to offset
i ncone that M. Hovnani an earned from unrel ated sources.

Xl . Rovakat’'s Federal Partnership Tax Returns

A. Preparer of the Returns

Harvey Weinreb (M. Weinreb) prepared Rovakat’'s 2002, 2003,
and 2004 returns. M. Hovnanian retained M. Winreb for that
pur pose at the suggestion of M. Val dez.

B. 2002 Return

Rovakat filed its 2002 return on Cctober 23, 2003. The 2002
return reported no gross receipts and no i ncone. Rovakat
reported that it was entitled to recogni ze $130, 766 as a | 0oss on
the francs transaction and that another $5,638,765 fromthe

transaction was a “suspended | oss”.
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C. 2003 Return

Rovakat filed its 2003 return on Apri

return reported no gross receipts,

| oss, and “ot her fees incone”

of $943, 192.

7, 2005. The 2003
no ordi nary busi ness incone or

Rovakat recognized

$890, 485 of the suspended | oss and reported that $4, 335, 154

remai ned “suspended”.®
contribution deduction of $6, 224.

D. 2004 Return

Rovakat filed the 2004 return on February 13, 2006.

2004 return reported total

was the bonus from Speedus.

suspended | oss as a “prior year suspended | oss”

$1, 855, 163 renmai ned “suspended”.

Rovakat

Rovakat al so reported a charitable

The

i ncome of $2, 846,456, which apparently

recogni zed $2,479, 991 of the
and reported that

Rovakat al so reported a

charitabl e contributi on deduction of $60, 350.

E. Expenses Reported on 2003 and 2004 Returns

Rovakat

2003 and 2004 returns:

reported the foll ow ng expenses as deductions on its

Expense

Bank fee
Consul ting
Filing fees

Fi nance charge
Ofice

Post age and delivery

2003 2004
$332 - 0-
22,000 $56, 154
546 2,418

58 - 0-

861 - 0-

14 - 0-

8The anount of the remaining “suspended | oss” appears to
have been reported incorrectly ($5,769,532 clained | oss -
$130, 766 |1 oss reported on the 2002 return - $890, 485 | oss
reported on the 2003 return = $4, 748, 281).



Pr of essi onal fees 13, 000 - 0-
Legal and accounting fees - 0- 250, 410
M scel | aneous - 0- 65
Aut o 7, 659 1,408
Conput er 198 - 0-
Meal and entertai nnent 19, 296 42, 208

Tot al 63, 964 352, 663

Xl'l. Tax Advice and Qpi nions

A. KPMG Facsim |l e

On March 1, 2001, KPMG sent to M. Van Zeveren a one-page
facsimle which stated that the “evolution of the purchase val ue”
of the class A stock as recorded in CNV' s books was $184, 955, 349.
KPMS apparently did not attach the source docunents for this
conclusion to its facsimle, and the nmenorandum does not define
“pur chase val ue”.

B. Sidley Austin Opinion

Before July 31, 2001, M. Valdez hired Sidley, Austin,
Brown, and Wod LLP (Sidley Austin) to render an opinion (Sidley
Austin opinion) for Federal tax purposes on the bases of various
assets transferred in connection with Credicom Asia s redenption
of its class A stock. In rendering its opinion, Sidley Austin
reportedly “relied on audited financial statenents, accounting
records, third party appraisals, and certain other factual,
financial, and nunerical information that * * * [it] deened
relevant.” In addition, the Sidley Austin opinion noted that
Sidley Austin relied on at |east 25 assunptions and 13 factual

representations.
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The Sidley Austin opinion concluded that (1) the basis of
CNV's interest in the class A stock as of June 7, 2001, was
$207,093,834; (2) CNV's basis in the 1,718,116 francs and the
$303, 375 received fromthe redenption of the class A stock
total ed $207,093,834; (3) the basis of CNV's interest in |ICP as
of June 8, 2001, was $207,093,834; and (4) ICP's basis in the
1,718,116 francs which | CP received from CNV was $206, 790, 459.
M. Hovnanian first received a copy of the Sidley Austin opinion
in 2008.

C. De Castro Opinions

M. Hovnani an, at the suggestion of M. Valdez, hired the
law firmof De Castro, West, Chodorow, dickfield & Nass, Inc.
(De Castro), to render a tax opinion regarding the tax
consequences of the francs transactions (Rovakat opinion). The
cost of the Rovakat opinion was $13,000. M. Hovnanian relied on
M. Valdez to serve as an internediary between M. Hovnani an and
De Castro. The Rovakat opinion concluded that “there is a
greater than 50% i kelihood that the tax treatnent of the * * *
[francs transaction] would be upheld if challenged by the IRS.”
In rendering that opinion, De Castro “assuned * * * the accuracy
of the factual matters” represented in the Sidley Austin opinion,
including ICPs basis in the francs, and did not review “any

transacti onal docunents”.
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M. Hovnani an al so procured an opinion fromDe Castro on the
t ax consequences associated with ISP's investnent in francs (ISP
opinion). The Rovakat and | SP opinions are identical in nost
mat eri al regards.

In total, De Castro wote nine opinions for M. Val dez and
for individuals who invested in his transactions. De Castro nade
t housands of dollars on referrals from M. Valdez and at |east $2
mllion fromwiting opinions on other simlar transactions.
Menasche Nass, a partner of De Castro, invested in a “distressed
debt transaction”.

Xi11. FEPAAs

On Novenber 13, 2008, respondent issued to Rovakat a
separate notice of final partnership adm nistrative adjustnent
(FPAA) for each of Rovakat’s 2002, 2003, and 2004 taxable years.
The FPAAs determ ned that Rovakat had not established its basis
in the francs. The FPAAs determ ned alternatively that the
francs transaction | acked econom c substance.

XIV. Trial of This Case

A Overview

A trial was held in New York, New York, from Decenber 14
t hrough Decenber 17, 2010. The evidence consists of the
uncontested pleadings, the trial testinony of 7 lay and 3 expert

W t nesses, over 700 stipulated facts, and over 600 exhibits.
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B. Expert Wt nesses

1. D. lLaRue

Respondent offered, and the Court recognized, David W
LaRue, Ph.D. (Dr. LaRue), as an expert in financial and tax
accounting, finance, and economcs. Dr. LaRue is a professor
eneritus at the University of Virginia, and he holds a Ph.D. in
accounting, taxation, and econom cs and a nmaster’s degree in
accounting and taxation. From 2000 through 2005 he was the
director of the graduate accounting programat the University of
Virginia. He has over 30 years of teaching experience in the
fields of taxation, accounting, and finance. He has testified
before this and other Courts on many previ ous occasi ons as an
expert in financial and tax accounting, finance, and/or
econom Ccs.

2. Dr. Friednman

Respondent offered, and the Court recognized, Jack P
Friedman, Ph.D. (Dr. Friedman), as an expert on fair market val ue
as it relates to real estate and business valuation. Dr.
Friedman holds a Ph.D. in business admnistration with a focus in
real estate and urban affairs, a master’s degree in business
adm ni stration, and a bachel or’s degree in business
admnistration. Dr. Friedman is published and holds the
foll ow ng professional certifications: Certified public

accountant (C P.A ), nenber of the Appraisal Institute, senior
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real estate anal yst, senior nmenber of the American Society of
Apprai sers, and fellow of the Royal Institute of Chartered
Surveyors. Dr. Friedman has taught real estate appraisal courses
for 19 years, and he has devel oped courses for various
pr of essi onal associ ati ons.

3. M. Bernatow cz

M . Hovnani an called Frank A. Bernatowicz (M. Bernatow cz)
as his expert, and the Court recognized M. Bernatow cz as an
expert in financial accounting. M. Bernatowicz is a C.P.A and
a menber of the American Institute of CP.A's, the Illinois
C.P. A Society, and the National Society of Professional
Engi neers. He holds a bachel or of science degree in electrical
engi neering and a master’s degree in business admnistration in
finance. He was a partner with Ernst and Wi nney (now Ernst and
Young), and he directed the firms M dwest Region Litigation
Services and Real Estate Advisory Services practices. He was a
managi ng principal of Alix & Associate’s Chicago office, a
managi ng partner of the Mdwest Region Intellectual Property
Practice of PricewaterhouseCoopers LLP, and a managi ng partner of
BDO Sei dman’ s Speci al i zed Services practice.

C. Special Procedure as to Expert Testinony

Wth the agreenent of the parties, we directed the experts
to testify concurrently. To inplement the concurrent testinony,

the Court sat at a large table in the mddle of the courtroom
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with all three experts, each of whom was under oath. The
parties’ counsel sat a few feet away. The Court then engaged the
experts in a three-way conversation about ultimte issues of
fact. Counsel could, but did not, object to any of the experts’
testimony. Wen necessary, the Court directed the discussion and
focused on matters that the Court considered inportant to
resolve. By engaging in this conversational testinony, the
experts were able and allowed to speak to each other, to ask
guestions, and to probe weaknesses in any other expert’s
testinony. The discussion that foll owed was highly focused,
hi ghly structured, and directed by the Court.?®

OPI NI ON

Burden of Proof

Taxpayers generally bear the burden of proof in a
partnershi p-1evel proceeding such as this, see Rule 142(a), and
M . Hovnani an concedes that this general rule applies with
respect to the adjustnents in the FPAAs. Respondent bears the
burden of proving the allegation in his amendnent to answer that

Rovakat earned unreported inconme of $650,000 in 2002. See id.

°The U.S. District Court for the District of Massachusetts
has apparently used concurrent witness testinony in a nunber of
nonjury cases in recent years. See Wod, “Experts in the Tub”
21 Antitrust 95, 97 (2007).
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1. Rovakat’'s d ai ned Loss

A.  Overview

We first decide whether Rovakat may recogni ze its clained
| osses of $130, 766 for 2002, $890, 485 for 2003, and $2, 479, 991
for 2004. M. Hovnani an contends that these | osses are all owed
on account of Rovakat’'s sale of the francs. As M. Hovnani an
sees it, CNV was a partnership that had a $182, 068,631 basis in
its class A stock (which M. Hovnani an considers to be a
partnership interest), and that basis was transferred to the
1,781,116 francs that CNV received upon the redenption of the
class A stock. Then, M. Hovnani an reasons, |CP received that
basis upon its receipt of the francs, and Rovakat received a pro
rata share of the basis upon Rovakat’s recei pt of 50,000 of the
francs. M. Hovnani an concl udes that Rovakat’s sale of the
50, 000 francs on Decenber 27, 2002, triggered the basis, which in
turn resulted in an approximately $5 mllion |loss allocable to
its partners (principally, M. Hovnanian).

Respondent argues that Rovakat may not recognize its clained
| osses because M. Hovnani an has failed to establish Rovakat’s
basis in the francs. 1In addition, respondent argues, Rovakat may
not recognize its clained | osses because the transfers of the
francs | acked econom c substance in that the francs transaction

was effected solely to generate an artificial |oss.
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We agree with respondent that Rovakat may not recognize its
clainmed |l osses. As we find, M. Valdez orchestrated a series of
transactions through which CNV, a corporation, sold its built-in
loss inits class A stock to either M. Valdez or to ICP, and the
transactions resulting in that sale were intended solely to
di sguise the sale as a tax loss that could ultimately shelter M.
Hovnani an’s ordinary inconme fromU.S. taxes.

B. Basis in the Francs

M . Hovnani an bears the burden of establishing Rovakat’s
basis in the francs, and that burden includes establishing ICP s
basis in the francs upon their transfer. M. Hovnhanian strives
to nmeet this burden by focusing on the general rules of
partnership taxation. Under those rules, which apply even where

the contributor is a foreign entity, see Gutwirth v.

Commi ssioner, 40 T.C. 666, 678-679 (1963), a partner’s

contribution of property to a partnership in exchange for a
partnership interest is generally a tax-free transaction, see
sec. 721(a). In addition, the partner’s basis in the partnership
interest received generally equals the partner’s adjusted basis
in the contributed property plus, where applicable, the anmount of
any noney the partner also contributed. Sec. 722. In addition,
the partnership’'s basis in the contributed property generally is
a substitute basis that equals the partner’s adjusted basis in

that property at the time of contribution. Sec. 723.
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These general rules do not apply, however, where, as here,
the facts establish that one or nore of the relevant transactions
is not in substance a contribution to a partnership as it
purports to be. The substance of the transactions at hand, as we
find on the basis of the credible evidence in the record, is that
M. Valdez, in his individual capacity or on behalf of ICP
bought the class A stock from CNV, a corporation, at an anount
drastically in excess of the stock’s fair market value, and he
did so with an understandi ng that CNV woul d cooperate in
structuring the sale to appear to be a nontaxable transfer. For
obvi ous reasons, the parties to the agreenent could not
menorialize in the transaction docunents the true terns of the
transaction as a sale because a sale would negate any clains of a
substitute basis in the francs under the partnership rules
applicable to contributions of property. Wen viewed in total,
however, the record | eads us to conclude that either M. Val dez
engaged in an actual purchase of the class A stock or |ICP engaged
in a disguised purchase of the class A stock, which in either
case sets the basis in the francs at their cost. See sec. 1012;
see also sec. 1.707-3(a)(2), Inconme Tax Regs.

To be sure, M. Valdez structured the transactions using
entities he controlled, aimng to mani pulate the rul es applicable
to partnership taxation so that he could sell to his U S.

“investors” foreign built-in | osses that they could personally
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apply as ordinary |losses. He provided the noney for the class A
stock to be “redeened”. He converted the stock to francs so he
coul d use a currency which was CNV' s nonfunctional currency. He
caused CNV to transfer the francs to ICP, an entity he controlled
and which he clained was a partnership, so he could claima
substitute basis in the francs. The fact that M. Val dez wanted
directly or indirectly to purchase the class A stock with its
built-in loss retained for use by M. Hovnani an cannot reasonably
be deni ed.

Nor has M. Hovnani an established (as he asserts) that ICP
was a partnership entitled to a substitute basis in the francs.
A partnership exists for Federal inconme tax purposes only when
“persons join together their noney, goods, |abor, or skill for
t he purpose of carrying on a trade, profession, or business and
when there is comunity of interest in the profits and | osses.”

Comm ssioner v. Tower, 327 U. S. 280, 286 (1946). Facts rel evant

to this determ nation include the conduct of the parties,
particularly their due diligence (or |ack thereof) and

negoti ations (or lack thereof), the relationship of the parties,
and the control of incone and the purposes for which it is used.

See Comm ssioner v. Culbertson, 337 U S. 733, 742 (1949). The

absence of a nontax business purpose is fatal to the validity of

a partnership. See ASA Investerings Pship. v. Conm ssioner, 201

F.3d 505, 512-513 (D.C. Gr. 2000), affg. T.C. Menp. 1998-305.
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The record does not suggest, and we do not find, that ICP s
listed partners intended to join together to carry on a trade or
busi ness. The record does not establish the intent of each of
|CP's “partners”, but we find as to M. Valdez and CNV, ICP s
primary “partners”, that they had their own agendas. CNV was in
financial trouble, and it and Im”mobiliere desired to obtain
liquidity primarily by selling alleged tax basis in what was
otherwi se a worthless shell entity, CredicomAsia. CNV s and
| mobiliere’ s due diligence was focused on how nmany Jacques Vabre
transactions could be put together with M. Valdez and how f ast
paynment could be made. CNV and I mobiliere expected to be paid
approximately $4 million for their part, far in excess of the
approximately $1.3 million actually exchanged for the redenption
of the class A stock. Because M. Hovnanian has failed to prove
that ICP was a partnership for Federal inconme tax purposes (and
the record establishes that it was not), ICP had a cost basis in
the francs, see sec. 1012, rather than the substitute basis that

Rovakat reported.

Nor does the record establish, as M. Hovnani an asserts,
that Credicom Asia was a partnership. Credicom Asia had two
cl asses of common stock, and its ownership was represented by
“shares” owned by “shareholders”. The record also |acks a
partnership agreenent entered into between the purported partners
of CredicomAsia. Wiile the Sidley Austin opinion states that
Credi com Asia anended its articles to reflect the characteristics
of a partnership on Dec. 2, 1996, that statenent is unsupported
by the record. 1In addition to our discussion set forth above in
this footnote, CredicomAsia did not file a Form 1065 until 2001,

(continued. . .)
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C. Econom ¢ Subst ance

1. @i ding Legal Principles

M. Hovnanian stated at trial that an appeal in this case
would lie in the Court of Appeals for the Third Crcuit, and

respondent agreed. In ACM Pship. v. Conm ssioner, 157 F.3d 231,

247-248 (3d Cr. 1998), affg. in part and revg. in part on an

i ssue not relevant here T.C. Meno. 1997-115, the Court of Appeals
for the Third Crcuit articulated a two-factor inquiry to decide
whet her a transaction or series of transactions had sufficient
econom ¢ substance to be respected for Federal tax purposes.!!
The first factor requires an objective inquiry as to whether the
transaction had practical economc effect apart fromtax savings.
The second factor requires a subjective inquiry into whether the
t axpayer participated in the transaction for a valid nontax

busi ness purpose. See id. These factors are interrelated and

10¢, .. conti nued)
and we do not find that any of Credicom Asia’ s sharehol ders as of
the time of the stated conversion reported the deened |iquidation
and distribution that woul d have occurred on such a conversi on.
See sec. 301.7701-3(g)(1)(ii), Proced. & Adm n. Regs.; see also
Rev. Rul. 63-107, 1963-1 C.B. 71

Congress codified the econom c substance doctrine nostly
as articulated by the Court of Appeals for the Third Crcuit in
ACM Pship. v. Conmm ssioner, 157 F.3d 231, 247-248 (3d Cr. 1998),
affg. in part and revg. in part on an issue not relevant here
T.C. Meno. 1997-115. See sec. 7701(0), as added to the Code by
the Health Care and Educati on Reconciliation Act of 2010, Pub. L
111-152, sec. 1409, 124 Stat. 1067; see also H Rept. 111-443
(1), at 291-299 (2010) (discussing the reasons for codification
of the econom ¢ substance doctrine). This codified doctrine does
not apply to this case pursuant to its effective date.
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are not sinply “discrete prongs of a ‘rigid two-step analysis.’”

Id. at 247 (quoting Casebeer v. Conm ssioner, 909 F.2d 1360, 1363

(9th Gr. 1990), affg. Sturmv. Conm ssioner, T.C Meno. 1987-

625). In applying these factors, all stages of the transaction
must be scrutinized to determ ne whether the taxpayer’s
beneficial interest was affected in a neaningful nontax way.

Knetsch v. United States, 364 U S. 361, 366 (1960).

2. hj ective Il nquiry

a. Overview

We first exam ne whether the francs transaction had
practical economc effect other than the creation of a tax |oss.
We conclude it did not. Wen viewed according to their objective
econom c effect, Credicom Asia s redenption of the class A stock
fromCNV partially for francs, CNV's transfer of the francs to
ICP, ICP's transfer of a portion of the francs to Rovakat, CNV s
sale of 90 percent of its interest in Rovakat to M. Hovnani an,
and Rovakat’'s sale of the francs were, econom cally speaking,
negligi ble events. The francs transaction as a whole, when
viewed in the light of its individual steps, had no econom c
significance other than to serve as a neans for M. Hovnani an’s
attenpt to purchase and use CNV's built-in loss. The follow ng
factors further support our conclusion that the objective
econom c effect of the francs transaction is not consistent with

Rovakat’ s reporting of that transaction.
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b. Lack of Pretax Profit Potential

In general, a transaction has econom c substance and will be
respected for Federal tax purposes where the transaction offers a
reasonabl e opportunity for profit independent of tax savings.

Gefen v. Comm ssioner, 87 T.C. 1471, 1490 (1986). A reasonable

opportunity for profit will ordinarily be found only if there was
a legitimte expectation that the nontax benefits would be at
| east commensurate with the associated transaction costs. ACM

Pship. v. Commi ssioner, T.C Meno. 1997-115; see also Salina

Pship. L.P. v. Comm ssioner, T.C Meno. 2000-352. Deliberately

i ncurring expenses in excess of appreciable gain is “the

antithesis of profit-notivated behavior”. Yosha v. Conm ssioner,

861 F.2d 494, 498 (7th Cr. 1988), affg. dass v. Conm ssioner

87 T.C. 1087 (1986).

The francs transaction did not present Rovakat with a
reasonabl e opportunity for profit independent of tax savings.
Rovakat incurred at |east $395,153 in transaction costs rel ated
to the francs transaction. These costs included at |east
$382,153 in fees paid to M. Valdez and $13,000 paid to De Castro
for the Rovakat opinion.' The sole econom c gain that Rovakat
could realize on the francs transaction was attributable to

exchange rate fluctuations between the franc and the U S. dollar.

12The $382, 153 consists of the $56,875 and $90, 443 t hat
Rovakat paid in 2002 and 2003, respectively, and the $234, 835
t hat Sunshower paid to M. Val dez.
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Dr. LaRue reviewed the franc to U. S. dollar exchange rates
fromJanuary 1, 1990, to Decenber 30, 2006. During that tine,
the rel ati onship between the franc and the U. S. dollar was
relatively stable, and the buy-side market for francs was highly
liquid with mniml transaction costs. Dr. LaRue concl uded that
the franc to U. S. dollar exchange rates were not sufficient to
yield a positive pretax return and that the value of the U S
dol | ar against a franc would have had to increase by nore than
157 percent before M. Hovnani an realized his first nom nal
dol lar of pretax profit.*® Dr. LaRue concluded that even if the
franc becanme worthless, M. Hovnani an woul d have experienced a
positive aftertax return in excess of 9,380 percent,
notw t hstandi ng the corresponding loss of his initial investnent
in francs. Wen Credicom Asia redeened its class A stock, the
clainmed tax basis in the francs ultimately transferred to | CP was
over 200 times greater than their fair market value. |If the
val ue of the francs doubled during M. Hovnani an’s hol di ng
period, the potential Federal incone tax savings, assumng a tax
rate of 39.1 percent, would exceed the pretax econom c gain by
approxi mately 80 tines.

We credit Dr. LaRue’s testinony and conclude that a rational

i nvestor woul d have recogni zed the nonexi stence of a realistic

BA nominal dollar is the value of a dollar in the future
that is not discounted to take into account the tine-val ue-of-
noney, risk, or other simlar costs of capital.
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probability that the francs which Rovakat held woul d have
sufficiently appreciated to produce a pretax profit. This |ack
of pretax profit potential weighs heavily against a finding that
the francs transaction was economcally significant.* Accord

Glman v. Comm ssioner, T.C Menp. 1989-684 (sal e-|easeback

transaction | acked econom c substance where, when the transaction
was entered into, a prudent investor would have concl uded that
there was no chance to earn a nontax profit in excess of
transaction costs), affd. 933 F.2d 143 (2d Cr. 1991).

c. Actual Econonic Effect

Tax | osses which fail to “correspond to any actual econom c
| osses, do not constitute the type of bona fide | osses that are

deducti bl e” for Federal tax purposes. ACM Pship. v.

Comm ssi oner, 157 F.3d at 252 (internal citations omtted). The

econom cs of the francs transaction do not support Rovakat’s
claimto the | osses reported on its 2002 through 2004 returns.

Upon the sale of the francs, Rovakat did not realize a $5, 769, 532

M. Hovnani an presented no expert testinony on the pretax
profit potential associated wth Rovakat’s investnent in the
francs transaction. Rather, he contends that the fees which
Rovakat paid to M. Valdez were “collection fees” unrelated to
the structuring of the francs transaction. W find to the
contrary. Even if they were collection fees, however, Rovakat
still could not have reasonably expected a pretax profit on the
francs transaction. The $13,000 fee paid to De Castro for the
Rovakat opinion al one consuned any profit to be realized on the
francs transacti on.
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economi c loss; it realized a $1,283 econonic gain.® Wile
realization of an econom c gain may suggest that a transaction
has econom ¢ substance, the prospect of a nom nal, incidental
pretax profit does not necessarily establish that a transaction
was designed to serve a nontax profit notive. 1d. at 258;

Shel don v. Conm ssioner, 94 T.C. 738, 768 (1990). Moreover, as

to the francs transaction, any profitability on the transaction
was subsuned by the costs of entering into the transaction.?®

d. Francs Paid in Redenpti on

W are simlarly not persuaded that Credicom Asia s parti al
redenption of its class A stock with francs had practi cal
econom c effect apart fromtax savings. The functional currency
of Credicom Asia was the U S. dollar, and the functional currency
of CNV was the Belgian franc. One m ght reasonably expect that
the redenpti on woul d have been effected with the functional
currency of one of the parties to the redenption and not the
nonfunctional franc. Wile the formof consideration mght, at

first blush, appear to be insignificant, the tax benefit to

SRovakat’s $1, 283 econom ¢ gai n equal s $35, 468 (anount
Rovakat realized when it sold the francs) m nus $34, 185 (fair
mar ket val ue of francs when Rovakat received them

®Equal Iy conpelling is our finding that the event giving
rise to Rovakat’s clained high basis in the francs was CNV' s
failed investnent in CredicomAsia, as opposed to an econom c
outlay nmade by Rovakat. Dr. Friednman opined that the class A
stock was worthless at and before the tine of its redenption. W
consider that opinion to be reasonable and reliable, and we
accept it.
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Rovakat’ s nmenbers by structuring the transaction with francs was
potentially tremendous.

Gains or losses attributable to a section 988 transaction
are generally treated as ordinary incone or ordinary | osses.
Sec. 988(a)(1). A disposition of property is usually considered
to be a section 988 transaction where the property is a
nonfunctional currency; i.e., a currency other than (1) the U S.
dollar or (2) in certain cases, the currency of the economc
environment in which a significant part of an activity is
conducted and which is used in the books and records of that
activity. See sec. 1.988-1, Incone Tax Regs.; see al so secs.
985(b) (1), 989(a).

|f, as M. Hovnani an asserts, Rovakat acquired the francs as
part of an investnent activity entered into for the production of
i ncone, the francs woul d be a nonfunctional currency to Rovakat,
and Rovakat’s disposition of the francs would result in ordinary
i ncone or ordinary |loss. See sec. 988(a)(1l), (c)(1). If,
however, Credicom Asia had redeened its class A stock in U S
dollars and the contributions fromCNV to ICP to Rovakat were
denom nated in U S. dollars, any gain or |oss on Rovakat’s
di sposition of the U S. dollars would be taxed as a capital gain

or a capital loss. See Ark. Best Corp. v. Conm ssioner, 485 U. S.

212, 213 (1988); see also sec. 1221(a). Thus, by using francs in

partial satisfaction of the redenption, M. Valdez ained to
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convert capital |osses into ordinary |osses that could of fset
ordi nary incone such as sal aries and wages. For a high-incone
t axpayer such as M. Hovnani an expecting to receive a significant
anount of ordinary incone for his role in the WC | awsuit, these
tax savings were substantial. M. Hovnanian has offered no valid
busi ness reason why Credicom Asia would partially redeemits
class A stock with francs but for the prospect of converting the
character of the purported resulting loss fromcapital to
ordi nary.

e. Rovakat's Sale of the Francs

Nor do we find that there was a valid business reason for
Rovakat’s sale of the francs just 1 day after M. Hovnani an
purchased 90 percent of ICPs interest in Rovakat. M. Hovnani an
asserts that the sale of the francs was necessary for Rovakat to
generate working capital. W are not persuaded. As of Decenber
27, 2002, Rovakat had $100,000 in its checking account and had
invoiced Limted for $593,125 from “consulting” services. M.
Hovnani an fails to adequately explain why its proffered need for
Rovakat to have working capital was not net by these funds.
Rovakat’ s decision to exit the francs transaction literally
overnight is especially telling because Rovakat’s sale of the
francs served as the triggering nechani sm by which M. Hovnani an

woul d purportedly be able to personally claimhis portion of that
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| oss for Federal inconme tax purposes. See Santa Mnica Pictures,

LLC v. Comm ssioner, T.C. Menp. 2005-104.

f. Fees Paid to the Inmmobiliere G oup

M. Val dez’'s paynment of over $4 million in fees to the
| mobi liere group in exchange for CNV's participation in the
francs transaction al so suggests that the francs transaction
| acked econom ¢ substance. These fees were not standard
financing fees but were based upon the anmount of tax basis which
| CP expected to receive. M. Hovnani an has not explained why a
fee due to a foreign conpany woul d depend upon the basis of
property for Federal tax purposes. The paynent of fees
contingent upon the tax basis which could be realized for Federal
tax purposes suggests that tax-notivated considerations were the
princi pal reason for the francs transaction. See Kernman v.

Conmi ssioner, T.C Meno. 2011-54.

g. Summary of Qbjective Econom c Effect

We conclude that the first factor of the econom c substance
inquiry weighs heavily against a finding that the francs
transacti on was “conpel |l ed or encouraged by busi ness or
regul atory realities, * * * inbued wth tax-independent
considerations, and * * * not shaped solely by tax-avoi dance

f eat ures”. Frank Lyon Co. v. United States, 435 U.S. 561, 583-

584 (1978). Rovakat effectively spent over $382,000 to produce

an econom ¢ gain of less than $1,300 and a reportable tax loss in
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excess of $5 mllion. Rovakat’'s reporting of the |losses reflects
neither the economc realities of the gain which Rovakat
realized, nor that the actual econom c | oss was borne by CNV.
The use of francs to partially redeem Credicom Asia’ s shares
served the seemingly limted purpose of converting the character
of the loss fromcapital to ordinary. Rovakat joined ICP so as
to effect a disposition of the francs and have those | osses
all ocated to M. Hovnani an.

3. Subj ective Busi ness Purpose

a. Overview
The second factor of the econom c substance inquiry requires
that we exam ne the taxpayer’s subjective nontax reasons for
entering into a transacti on and whet her the taxpayer held a

legitimate profit notive for doing so. Rice's Toyota Wrld, Inc.

v. Comm ssioner, 752 F.2d 89, 92 (4th Cr. 1985)), affg. in part

and revg. in part 81 T.C 184 (1983). Whether a transaction is
conducted with a subjective business purpose depends on a nunber
of subfactors, including whether: (1) The taxpayer had a valid
nont ax busi ness purpose for entering into the transaction, see

Casebeer v. Conmi ssioner, 909 F.2d at 1363-1364; (2) the

transacti on was negotiated and entered into at arms |length, see

Hel ba v. Comm ssioner, 87 T.C 983, 1004-1007 (1986), affd.

wi t hout published opinion 860 F.2d 1075 (3d Cr. 1988); (3) the

t axpayer perfornmed due diligence regarding the commerci al
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viability and market risks of the transaction, see Rose V.

Conm ssi oner, 868 F.2d 851, 854 (6th Cr. 1989), affg. 88 T.C

386 (1987); (4) in the case of a partnership, the partners
intended to join together for the present conduct of an

undertaki ng or enterprise, see Culbertson v. Comm ssioner, 337

U S at 742; and (5) the transaction was nmarketed as a tax
shelter in which the purported tax benefit significantly exceeded

t he taxpayer’s actual investnent, see Booker v. Conm Ssioner,

T.C. Menob. 1996-261. These subfactors are not exclusive, and no
one subfactor is dispositive. W analyze the subfactors
seriatim

b. Rovakat' s Busi ness Pur pose

M. Hovnani an has failed to establish that the francs
transaction served any | egitinate business purpose, and we
concl ude that none existed. He asserts that the contribution of
francs to Rovakat and Rovakat’s subsequent sale of the francs
were intended to serve as seed noney to fund Rovakat’s
devel opnent of a conpetitor to the Nielsen television rating
service (N elsen). W are unpersuaded.

Early in 2001, M. Hovnanian introduced D sh and EchoSt ar
(collectively, EchoStar) to the concept of establishing EchoStar
as a conpetitor to N elsen. EchoStar commtted support of up to
$15 mllion to a project to carry out this concept, though the

record is not clear whether M. Hovnani an or Rovakat actually
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recei ved these funds. M. Hovnanian testified that he engaged
M. Valdez to form Rovakat as part of the project because, anong
other things, M. Val dez had access to investors with the capital
to fund such a venture. The N el sen-conpetitor project
ultimately fail ed.

M. Hovnanian’s testinony m sses the point. W focus on the
busi ness purpose of the francs transacti on and not any business
venture which M. Hovnani an may have pursued before Rovakat’s
formation. The record does not establish that Rovakat had an
ongoi ng business after the Ni el sen-conpetitor project failed, nor
when that project failed. M. Hovnanian could have call ed
W t nesses from EchoStar to testify on this point, but he declined
to do so.?

M. Hovnani an al so asserts that the francs transaction
enabled himto establish and cultivate ties wth M. Val dez and
with the Belgian entities, apart from any possible tax
considerations. W are not persuaded. The Credicom Asia
redenption, CNV's contribution of the francs to ICP, and the

paynment of fees fromICP to Immbiliere occurred between M.

YAt trial, M. Hovnanian attenpted to introduce, and the
Court declined to admt, an affidavit froman EchoStar executive
inlieu of that executive's direct testinony. W found the
affidavit to be inadm ssible hearsay not excepted by Fed. R
Evid. 807. See Saavedra v. Comm ssioner, T.C Menp. 1988-587
(declining to admt an affidavit where the taxpayer did not
denonstrate “reasonable efforts to obtain the w tness’ personal
testinony”); see also Rule 143(Db).
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Val dez and nenbers of the Imobiliere group. Any goodw || which
may have been gained fromthese transactions was to the benefit
of M. Valdez and not M. Hovnani an.

C. Lack of Arm s-Length Deal i ng

I n determ ni ng whether a transacti on possesses objective
i ndi cia of econom ¢ substance, we exam ne whether the transaction

was conducted at armis length. Helba v. Comm ssioner, supra at

1005. \Where a transaction occurs between rel ated parties, the
transaction is carefully scrutinized “‘because the control
el emrent suggests the opportunity to contrive a fictional * * *

[transaction].’” Geftman v. Conm ssioner, 154 F.3d 61, 68 (3d

Cr. 1998) (quoting United States v. Uneco, Inc., 532 F.2d 1204,

1207 (8th Gr. 1976)), revg. in part and vacating in part T.C

Menp. 1996-447; see al so Schering-Plough Corp. v. United States,

651 F. Supp. 2d 219, 244 (D.N.J. 2009), affd. sub nom Merck &
Co. v. United States, = F.3d __ (3d Cr., June 20, 2011).

W find a lack of arms-length dealing with respect to the
francs transaction. M. Valdez controlled each aspect of that
transaction up until the sale of ICPs interest in Rovakat to M.
Hovnani an. By June 7, 2001, M. Valdez was CredicomAsia’s
presi dent, and he caused the redenption of the class A shares
with francs and with U S. dollars. He controlled the bank

accounts of Credicom Asia and of | CP. He effected the transfer
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of funds between Credicom Asia, CNV, and ICP. He controlled |ICP
and he managed LVCM

In addition, M. Valdez continued to influence the outcone
of the francs transaction even after ICP sold 90 percent of its
interest in Rovakat to M. Hovnanian. M. Val dez suggested that
M . Hovnani an engage M. Winreb to prepare Rovakat’s 2002
t hrough 2004 returns. M. Val dez recommended that M. Hovnani an
engage De Castro to provide tax advice regarding the francs
transaction. Rovakat’'s procurenent of tax advice was nore
reflective of a synbiotic relationship between De Castro and M.
Val dez rather than of independent counseling on the nerits of the
francs transacti on.

d. Lack of Due Diligence

M . Hovnani an presented no docunentary evidence to suggest
that he undertook a critical nontax econom c anal ysis of the
ri sks associated with investing in francs.'® The De Castro
opi ni on focuses only on the tax effect of the francs transaction
wi thout regard to the comercial viability or market risk
associated wth that transaction. Such a lack of due diligence
on the part of M. Hovnani an suggests that he was not concerned

with the econonmic realities of the francs transaction or with

8The absence of such evidence creates a presunption that no
such docunments existed or that they were not favorable to M.
Hovnani an’s position. See Wchita Term nal Elevator Co. V.
Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th
Cr. 1947).
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el ements of risk. Cf. Salina Pship. L.P. v. Comm ssioner, T.C.

Meno. 2000-352 (finding indicia of econom ¢ substance where a
partnership held two neetings with the investnent banker who
structured a transaction in which the partnership invested and
was presented with several analyses of the financial risks and
rewards associated with such an investnent). M. Hovnani an's
| ack of concern for the underlying econom cs of the francs
transaction is not consistent with a genuine nontax profit

noti ve.

e. Lack of Mutuality of Profit (Objective

We al so exam ne the surrounding facts and circunstances to
determ ne whet her any of the rel evant persons, in good faith,
intended to join together for the present conduct of an

undertaking or enterprise. TEIDIII-E, Inc. v. United States,

459 F. 3d 220, 231-232 (2d Cr. 2006); see also Conm ssioner V.

Cul bertson, 337 U S. at 742. W find that the francs transaction
| acks mutuality of profit objective.

CNV was notivated to enter into the francs transaction to
realize whatever fees it could fromits failed investnent in
Credi com Asia. The paynent of these fees allowed CNV to pay its
arrears and to continue its operations |ong enough to allow for
the sale of CNV' s renaining asset, an interest in Golf de
Ramatuel l e. Wiile these goals m ght be valid business reasons

for CNV's redenption of its class A stock, they bear no apparent
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relation to CNV's, ICPs, or Rovakat’s business purpose for
entering into the francs transaction. The fees due to CNV were
contingent on the tax basis in the francs for Federal tax
purposes. Such a framework suggests that |ICP was notivated by
CNV's tax attributes and not by an i ndependent econom c
significance of the francs.

Mutual ity of profit objective also is |acking between |ICP
and Rovakat. |ICP' s transfer of 50,000 francs and |ISP's transfer
of $100, 000 served the seenmingly limted purpose of enabling | CP
to becone a tenporary partner of Rovakat and to transfer the
purportedly high-basis francs to Rovakat to trigger the intended
tax loss. M. Hovnanian did not desire to invest in francs, and
those francs were sold just 1 day after M. Hovnani an acquired
| CP's 90-percent interest in Rovakat. The occurrence of these
steps within such a short tine suggests that the disposition of
the francs was predeterm ned.

f. Oher Distressed Asset Transactions

M . Hovnani an, acting in a capacity as other than Rovakat’s
tax matters partner, invested in at |east two other transactions
simlar to the francs transaction. The resulting clained | osses
fromthose transactions were used to offset unrelated i ncome of
M . Hovnanian and an entity that he and his famly owned. M.
Hovnani an’s investnent in those simlar transactions supports a

finding that the francs transaction | acked econom c substance.
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g. Oher Considerations

M. Hovnani an asserts that because Rovakat was not sure it
woul d earn incone, any loss fromthe francs transacti on was not
certain to be used. W disagree. M. Hovnani an purchased ICP s
interest in Rovakat during the |ast week of 2002, by which tine
he nost |ikely knew whether sone or all of the |loss could be used
for that year. |In addition, we doubt that M. Hovnani an woul d
have paid $13,000 to De Castro for its tax opinion if he did not
expect that the loss could be used. Further, notw thstanding
whet her Rovakat realized any incone, the | oss passed through to
M. Hovnanian who in turn was entitled to carry forward and to
apply any unapplied portion of the |oss against his future incone
(e.g., his salary and any bonus he received as to the WC
l awsui t). 1

h. Summary of Subj ective Business Purpose

We concl ude that Rovakat’s reasons for entering into the
francs transaction do not denonstrate a legitimate profit notive.
The |l ack of armis-length dealing at al nost every stage of the

francs transaction, coupled with the lack of nmutuality of profit

. Hovnanian fails to explain why Rovakat did not pass
through the entire loss in 2002, the year in which it was
reportedly incurred. Instead, Rovakat suspended sone of the |oss
at the partnership level and in | ater years recognized at the
partnership |l evel portions of the suspended | oss as needed to
offset its partners’ incone. Respondent asserts, and we agree,
that such a suspension of the |loss was inproper. W consider
Rovakat’ s i nproper reporting of its clainmed | oss as anot her
attenpt to hide the illegitimcy of the francs transaction.
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objective by all parties, suggests that a nontax profit was a
primary driver for entering into the francs transaction. M.
Hovnani an’s investnent in two simlar transactions al so suggests
t hat Rovakat was notivated nostly by tax considerati ons when
entering into the francs transaction. On bal ance, we concl ude
that the economc reality of the francs transaction i s not
consistent wwth a bona fide profit objective.

4. Sunmmary of Econoni c Subst ance

We conclude that the francs transaction | acked economn c
subst ance. Because a transaction that | acks econon ¢ substance
is not recogni zed for Federal tax purposes, and “‘cannot be the

basis for a deductible loss’”, see ACM Pship. v. Conni ssioner,

157 F. 3d at 247 (quoting Lerman v. Conm ssioner, 939 F.2d 44, 45

(3d CGr. 1991), affg. Fox v. Comm ssioner, T.C Meno. 1988-570),
we hold that Rovakat is not entitled to the |losses clained on its

2002 t hrough 2004 returns. %

206 are not unm ndful that Rovakat realized an econom c
gain of $1,283 fromthe francs transaction. Because respondent
does not contend that this gain is taxable to Rovakat or to M.
Hovnani an, we hold it is not. Cf. Lerman v. Conmm ssioner, 939
F.2d 44, 45 (3d Gr. 1991) (“If a transaction is devoid of
econom ¢ substance * * * it sinply is not recognized for federal
taxati on purposes, for better or for worse”), affg. Fox v.

Comm ssioner, T.C Meno. 1988-570.




-54-

[11. Omtted | ncone

A.  Overview

Respondent determ ned that Rovakat’'s 2003 gross incone
i ncl udes $90, 443 which was paid to Limted through WASI on March
24, 2003. In addition, respondent anmended his answer to assert
t hat Rovakat omitted $650,000 in income fromits 2002 gross
income. As to the latter, respondent asserts that Rovakat failed
to recogni ze the (1) $593, 125 received fromLimted on Decenber
31, 2002, and (2) $56,875 paid to Limted, through WASI, on or
about Novenber 22, 2002. W agree with respondent that Rovakat
omtted income for 2002 but only to the extent of the $593, 125.

G oss incone includes “all income from whatever source
derived, including (but not limted to) * * * gross incone
derived from business”. Sec. 61(a)(2). Under section 451(a),
items of gross incone generally nmust be included in the gross
i ncome of a cash nethod taxpayer in the taxable year in which the
t axpayer actually or constructively received that incone. See
sec. 1.451-1(a), Incone Tax Regs. Incone not actually reduced to
a taxpayer’s possession is constructively received by a taxpayer
in the year during which the incone is credited to an account,
set apart, or otherw se nmade avail able so that the taxpayer may
draw upon it at any tine. See sec. 1.451-2(a), |Incone Tax Regs.

I nconme is not constructively received if the taxpayer’s control
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of its receipt is subject to substantial limtations or to
restrictions. See id.

B. Paynents From Lim ted

Limted deposited $593, 125 in Rovakat’'s bank account on
Decenber 31, 2002. M. Hovnani an concedes that Rovakat was
required to recogni ze the $593, 125 as i ncone but nmaintains that
t he anobunt was a “refundabl e prepaid deposit” includable in
Rovakat’s 2003 gross income. The $593, 125 is not includable in

Rovakat’s 2002 income if it is a deposit. See Conmm Ssioner V.

| ndi anapolis Power & Light Co., 493 U S. 203, 213 (1990). The

$593, 125 is includable in Rovakat’s 2002 incone if it is an

advance. See Schlude v. Conm ssioner, 372 U S. 128, 134 (1963).

Respondent seeks to prevail on this issue by relying on the
record as a whole, the 2002 return, and the invoices between
Rovakat, Limted, and WASI. On the basis of these docunents, we
are satisfied that respondent has net his burden of proof.
Limted deposited the $593, 125 paynent into Rovakat’s bank
account during 2002. Neither of the two invoices submtted by
Rovakat to Limted in connection with the $593, 125 paynent states
that the paynment was subject to a contingency. Nor does the
record contain any docunent that establishes the existence of a
contingency that woul d negate inclusion of the paynent in 2002

under sections 61 and 451. See Commi ssioner v. Indianapolis

Power & Light Co., supra at 211 (“Whether these paynents
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constitute inconme when received * * * depends upon the parties’
rights and obligations at the tine the paynents are nade.”).

Mor eover, Rovakat reported as inconme on its 2003 return a
$943, 192 paynent received fromLimted for “consulting” services
on March 25, 2003. Rovakat did not report any portion of the
$593, 125 paynment as incone on its 2003 return even though M.
Hovnani an asserts that the income was taxable to Rovakat in that
year. Nor did Rovakat file an anmended 2003 return to include
that paynent in its gross incone for that year. See sec. 1.451-
1(a), Income Tax Regs. (“If a taxpayer ascertains that an item
shoul d have been included in gross inconme in a prior taxable
year, he should, if within the period of Iimtation, file an
anended return and pay any additional tax due.”). W hold that
Rovakat was required to report the $593, 125 paynent received from
Limted in 2002.

C. Payments t o WASI

Respondent al so determ ned that Rovakat was required to
report as incone (1) $56,875 of the $650, 000 which Linmted
recei ved from WASI on Novenber 22, 2002, and (2) $90, 443 of the
$1, 033,635 which Limted received fromWASI on March 24, 2003.
According to respondent, these anmounts represent “inplicit
deductions” clai ned by Rovakat. W disagree.

The definition of gross incone enconpasses all undeni abl e

accessions to wealth, clearly realized, and over which a taxpayer
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has conpl ete dom nion and control. Conm ssioner v. d enshaw

dass Co., 348 U. S. 426, 431 (1955). Wile broad, the definition
of gross incone does not contenplate incone that does not result

in a realizable econom c benefit to the taxpayer. United States

v. Goldberg, 330 F.2d 30, 39 (1964) (citing Burnet v. Wlls, 289

US 670 (1933), and Corliss v. Bowers, 281 U S. 376 (1930)).

Rovakat realized no apparent econom c benefit fromthe fees of
$56, 875 and $90, 443. Respondent’s contention that M. Hovnani an
seeks an inplicit deduction fromthese fees is without nerit
because Rovakat did not report these fees as deductions on its
2002, 2003, or 2004 returns. W hold that Rovakat need not
recogni ze as incone the fees of $56,875 and $90, 443.

| V. Effect of Ontted I ncone on 2002 Period of Limtations

M. Hovnani an asserts that the period of limtations as to
Rovakat’ s 2002 taxable year is closed. Respondent counters that
the period remai ns open because Rovakat omtted fromits 2002
return an anmount in excess of 25 percent of the anobunt of gross
incone required to be stated on that return. W agree with
respondent.

The Comm ssioner generally nmust assess tax within 3 years
after a return is filed. See sec. 6501(a). Section 6501(e) (1)
provi des an exception, however, where the taxpayer fails to
report gross inconme in excess of 25 percent of the anmount of

gross incone stated on its return. Section 6229 sets forth
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special rules to extend the period of limtations described by
section 6501 with respect to partnership itens or affected itens.
Section 6229(a) generally provides that the period for assessing
agai nst a person any incone tax attributable to a partnership
itemor to an affected itemshall not expire before the date that
is 3 years after the later of the date that the partnership
returnis filed or the last day for filing the return. Section
6229(c)(2) provides that if any partnership omts from gross
i ncome an anount properly includable therein that is in excess of
25 percent of the anmpunt of gross incone stated on its return,
the 3-year period described in section 6229(a) is extended to 6

years. Hi ghwood Partners v. Comm ssioner, 133 T.C. 1, 10 (2009).

M. Hovnanian filed Rovakat’s 2002 return on COctober 23,
2003, and the return reported no gross incone. The $593, 125
omtted from Rovakat’s 2002 return was in excess of 25 percent of
t he amount of gross inconme stated on the return. Respondent
i ssued M. Hovnani an the FPAA for 2002 on Novenber 13, 2008,
within the 6-year period for assessnent provided by sections
6229(c)(2) and 6501(e)(1)(A). Accordingly, respondent tinely
i ssued the FPAA for 2002, and the adjustnents set forth in that
FPAA are not barred by any |imtations period.

V. Liability for Self-Enploynent Tax

Respondent determ ned that the $593, 125 and $943, 192 paid to

Rovakat in 2002 and 2003, respectively, were self-enploynent
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i ncone.?' Section 1401 inposes a tax on sel f-enploynent incone.

Sec. 1401(a) and (b); Schelble v. Conmm ssioner, 130 F.3d 1388,

1391 (10th Gir. 1997), affg. T.C Menp. 1996-269. Self-

enpl oynent incone includes an individual’s distributive share of
incone froma partnership. Sec. 1402(a); sec. 1.1402(a)-2(d),
(f), Income Tax Regs.

Rovakat received $593, 125 and $943, 192 in 2002 and 2003,
respectively. Limted paid these anmounts through WASI as fees.
Nei t her the 2002 nor the 2003 return reported these anounts as
sel f-enpl oynent income. They were and shoul d have been reported

as such. See sec. 1402(a).

2lThe FPAA for 2003 determ ned that Rovakat's self-
enpl oynent income was $1, 536, 317, which apparently is the sum of
t he $593, 125 and $943, 192 Rovakat received in 2002 and 2003,
respectively. On brief, respondent asserts that Rovakat’'s self-
enpl oynent inconme was $650, 000 and $1, 033,635 for 2002 and 2003,
respectively. W attribute the increased amounts to respondent’s
determ nation that Rovakat’s gross incone includes the $56, 875
and the $90,443. W have held supra that those anmounts are not
i ncl udabl e in Rovakat’s incone.
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VI . Entitl enent to Deducti ons

Respondent determ ned that Rovakat was not entitled to
deduct “ot her expenses” of $63,964 and $352,663 for 2003 and
2004, respectively.? W agree.

Deductions are strictly a matter of |egislative grace, and a
t axpayer bears the burden of producing sufficient evidence to
substanti ate any deduction that would otherwi se be all owed by the

Code. Sec. 6001; Rule 142(a); INDOPCO, Inc. v. Comm ssioner, 503

US 79, 84 (1992). Rovakat did not present any evidence to
substantiate the actual paynent of the “other expenses” clained
on its 2003 and 2004 returns or that these paynents were ordinary
and necessary to Rovakat’'s activity. See secs. 162(a), 212. W
concl ude that Rovakat may not deduct any portion of those clained
expenses.

VII. Accur acy-Rel ated Penalties

A Overview

Section 6662(a) and (b)(1), (2), and (3) provides that a
taxpayer may be liable for a 20-percent accuracy-related penalty
on the portion of an underpaynment of incone tax attributable to,

anong ot her things, negligence or disregard of rules or

22\\¢ concl ude that respondent has conceded his determ nation
t hat Rovakat may not deduct charitable contributions of $6, 224
for 2003 and $60, 350 for 2004, by virtue of the fact that
respondent did not address that issue at trial or in his
posttrial brief. Cf. Harbor Cove Marina Partners Pship. V.
Comm ssioner, 123 T.C. 64, 66 (2004).
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regul ations, a substantial understatenent of incone tax, or a
substantial valuation m sstatenent. Section 6662(h)(1) increases
the 20-percent rate to a 40-percent rate to the extent that the
under paynent is attributable to a gross valuation m sstatenent.
Sec. 6662(h)(1). An accuracy-related penalty under section 6662
does not apply to any portion of an underpaynent of tax for which
a taxpayer had reasonabl e cause and acted in good faith. Sec.
6664(c) (1) .

Respondent determ ned that one or nore of the referenced
accuracy-related penalties apply with respect to the partnership
adj ustnments for Rovakat’s 2002 through 2004 taxabl e years.
Respondent determ ned that the 40-percent accuracy-rel ated
penalty applies to the portion of any underpaynent of tax
attributable to the ordinary | osses reported for 2002, 2003, and
2004. Respondent determ ned that a 20-percent accuracy-rel ated
penal ty applies to any underpaynent of tax attributable to the
omtted incone and to the disall owed deductions. M. Hovnanian
does not deny that the accuracy-related penalties apply in
accordance with their terns. H's sole defense against the
i nposition of the accuracy-related penalties is that Rovakat

neets the reasonabl e cause exception of section 6664. 23

2The Comm ssi oner bears the burden of production on whether
an accuracy-related penalty applies “wth respect to the
l[tability of any individual”. See sec. 7491; H gbee v.
Comm ssioner, 116 T.C 438, 446-447 (2001). W have previously
(continued. . .)
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B. Goss Valuation M sstatenent

Respondent determ ned that it was appropriate to i npose an
accuracy-rel ated penalty of 40 percent under section 6662(h) for
a gross valuation msstatenent with respect to the basis reported
on the francs transaction. Section 6662(h) provides that a
taxpayer may be liable for a 40-percent penalty on that portion
of an underpaynent of tax that is attributable to one or nore
gross valuation m sstatenents. A gross valuation m sstatenent
exists if the value or adjusted basis of any property clainmed on
a tax return is 400 percent or nore of the amobunt determned to
be the correct anobunt of such value or adjusted basis. Sec.
6662(h)(2)(A). The value or adjusted basis of any property
claimed on a tax return that is determ ned to have a correct
val ue or adjusted basis of zero is considered to be 400 percent
or nore of the correct anount. Sec. 1.6662-5(g), |ncone Tax
Regs. \Whether there is a gross valuation msstatenment in the
partnership context is determned at the partnership level. Sec.

1.6662-5(h) (1), Incone Tax Regs.

(.. .continued)
guesti oned whet her sec. 7491 applies in the partnership context,
given that the section applies only to the liability of *“any
i ndividual”. See, e.g., Palm Canyon X Invs., LLC v.
Comm ssioner, T.C Menp. 2009-288; Santa Monica Pictures, LLC v.
Comm ssioner, T.C Menp. 2005-104. W need not decide that
gquestion here because we find that the record establishes that
the criteria for the inposition of the sec. 6662(a) accuracy-
related penalties is nmet without regard to the burden of
pr oducti on.
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In Merino v. Conmm ssioner, 196 F.3d 147, 158-159 (3d G r

1999), affg. T.C. Meno. 1997-385, the Court of Appeals for the
Third Crcuit held that inmposition of a valuation m sstatenent
penalty is generally appropriate where a clained tax benefit is
di sal | oned because it is an integral part of a transaction
determ ned to | ack econom ¢ substance. W found that the francs
transaction was a sale or, alternatively, that it |acked econom c
substance. Rovakat’s basis in the francs as reported on its
returns exceeds 400 percent of the basis that Rovakat actually
had. ?* Consequently, an accuracy-rel ated penalty under section
6662(a) on account of a gross valuation m sstatenent under
section 6662(h) applies through its terns to that portion of any
under paynent of tax attributable to the reported |oss.?

C. Oher Accuracy-Rel ated Penalties Deternined

Respondent determ ned that Rovakat is liable for the 20-
percent accuracy-rel ated penalty under section 6662(a) as to the
portion of any underpaynent of tax attributable to the remaining
adj ustnrents on account of negligence or disregard of rules or

regul ati ons, substantial understatenment of incone tax, and/or

W conclude fromthe record that Rovakat’s basis in the
francs was $34, 185 because the francs transaction was a sal e, see
sec. 1012, or, alternatively, that the basis was zero because the
francs transaction | acked econom ¢ subst ance.

G ven that holding, we do not consider the applicability
of a 20-percent accuracy-related penalty on that portion of the
under paynent of tax attributable to the reported | osses.
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substantial valuation m sstatenent under section 6662(b)(1), (2),
and (3). Only one accuracy-related penalty may be applied with
respect to any portion of an underpaynent, even if that portion
resulted fromnore than one of the types of m sconduct described
in section 6662. Sec. 1.6662-2, Incone Tax Regs. The record
establishes (and M. Hovnani an does not contest) that the
determ ned accuracy-rel ated penalties apply absent a mtigating
reason.

D. Reasonabl e Cause

M . Hovnani an argues that the accuracy-rel ated penalties may
not be inposed because Rovakat neets the reasonabl e cause defense
of section 6664(c)(1). Pursuant to that section, an accuracy-
related penalty under section 6662(a) may not be inposed with
respect to any portion of an underpaynent of tax for which M.
Hovnani an establ i shes that Rovakat, through his actions, had
reasonabl e cause and acted in good faith.2¢ Wether a taxpayer
acted with reasonable cause and in good faith is a factual
determ nation, in which the taxpayer’s effort to assess the
proper |evel of tax is of utnost inportance. See sec. 1.6664-

4(b) (1), Inconme Tax Regs.

26\\¢ determ ne the application of the reasonabl e cause
defense in this partnership-1level proceeding because M.
Hovnani an clains that the defense applies on account of his
actions as Rovakat’'s managi ng nenber and tax matters partner.
See Am Boat Co., LLCv. United States, 583 F.3d 471, 480 (7th
Cr. 2009); 106 Ltd. v. Comm ssioner, 136 T.C. 67, 75-77 (2011);
Fears v. Conm ssioner, 129 T.C 8, 10 (2007).
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M . Hovnani an argues that Rovakat reasonably relied on the
Rovakat opinion and on the Sidley Austin opinion when filing
Rovakat’ s 2002 through 2004 returns. A taxpayer’s reliance on
the advice of a professional, such as an attorney, may constitute
reasonabl e cause and good faith where the taxpayer proves by a
preponderance of the evidence that: (1) The taxpayer reasonably
beli eved that the professional upon whomthe reliance is placed
is a conpetent tax adviser with sufficient expertise to justify
reliance; (2) the taxpayer provided necessary and accurate
information to the adviser; and (3) the taxpayer actually relied

in good faith on the adviser’s judgnent. Neonatol ogy Associ ates,

P.A. v. Comm ssioner, 115 T.C 43, 98-99 (2000), affd. 299 F.3d

221 (3d Cr. 2002); see also sec. 1.6664-4(c)(1), Incone Tax
Regs. On the basis of the record as a whol e, we concl ude that
M . Hovnani an has not satisfied all of these requirenents.

As to the Rovakat opinion, M. Hovnani an had no personal
contact with the attorneys who rendered that opinion. |nstead,
he relied solely on the recommendati on of M. Val dez, the person

who pronoted the transaction to be opined upon. See Tigers Eye

Trading, LLC v. Comm ssioner, T.C Menp. 2009-121 (defining a

pronoter as “an advi ser who participated in structuring the
transaction or is otherwse related to, has an interest in, or
profits fromthe transaction”). M. Hovnanian knew that M.

Val dez structured and pronoted the francs transaction, and we
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find in the record that the Rovakat opinion was sinply a product
that M. Valdez essentially included as part of his "“investnents”
to attenpt to insulate his clients fromthe inposition of an
accuracy-related penalty as to his transactions.

Nor did M. Hovnani an reasonably rely on the Rovakat opinion
in that the opinion contained material m sstatenents of fact or
otherwi se did not properly explain the facts. Cf. Long Term
Capital Holdings v. United States, 330 F. Supp. 2d 122, 209 (D

Conn. 2004), affd. 150 Fed. Appx. 40 (2d Gr. 2005). First, the
Rovakat opinion stated that M. Hovnanian was not affiliated with
any nenber of Rovakat or of ICP; M. Hovhani an owned an interest

i n Rovakat, and he managed I CP. Second, the Rovakat opinion
stated that Rovakat’s principal business activity was “tradi ng
personal property for the account of owners of interest in the
activity”; M. Hovnanian admtted during his testinony that
Rovakat never intended to invest in francs. Third, the Rovakat
opinion stated that the parties to the “transaction” entered into
the francs transaction for “business reasons independent of the
tax consequences for tax purposes, with a view toward making a
profit on the activities contenplated in the Transaction”; the
opi ni on never el aborates on this purported “busi ness purpose”.
Fourth, the Rovakat opinion stated that the parties to the

“transaction” dealt with each other at armis length; the francs
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transacti on was not conducted at armi s |length but orchestrated
exclusively by M. Val dez.?

Nor do we find that M. Hovnanian relied in good faith on
t he Rovakat opinion’s conclusion that Rovakat realized a
$5, 769,532 loss as to a transaction that resulted in a $1, 283
econom c gain. In determ ning whether a taxpayer relied in good
faith on the advice of a professional, we consider (1) the
t axpayer’s busi ness sophistication and experience, (2) the
reasonabl eness of the advice solicited, and (3) whether the

advi ce was obtained as part of a tax shelter. See 106, Ltd. V.

Commi ssioner, 136 T.C. 67, 77-78 (2011); see al so sec.

1.6664-4(b)(1), Incone Tax Regs. Each factor weighs against a
finding that M. Hovnanian relied in good faith on the Rovakat
opinion. As a business executive with nore than 20 years of
experience and an econom cs degree fromthe University of

Pennsyl vani a, M. Hovnani an obvi ously recogni zed the incongruity

of reporting a loss in excess of $5 million on a transaction that

2In addition, the Rovakat opinion contained nunerous
di sclaimers that served as notice to M. Hovnanian that the |egal
opi ni on was tenuous. The opinion states, for exanple, that
“Congress has actively pursued |egislation to curb abusive tax
shelters and the nedia has publicized many of the tax
transactions of now | arge bankrupt entities and high profile
individuals. * * * The legislative and political climte and
publicity may influence a court to accept the IRS argunents
notwi thstanding the nerits of our analysis.” The opinion states
i kewi se that “We have * * * considered certain judicial
doctrines which, if applicable, could affect our view of the
facts described and our analysis”.
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yi el ded an econom c gain. W have stated that where an
i nvest ment has such obviously suspect tax clains as to put a
reasonabl e taxpayer under a duty of inquiry, a good faith
investigation of the underlying viability, financial structure,

and econom cs of the investnent is required. Roberson v.

Comm ssioner, T.C Meno. 1996-335 (citing LaVerne v.

Comm ssi oner, 94 T.C. 637, 652-653 (1990), affd. w thout

publ i shed opinion 956 F.2d 274 (9th Cr. 1992), affd. w thout

publ i shed opi nion sub nom Cow es v. Conm ssioner, 949 F.2d 401

(10th Gr. 1991), and Horn v. Conmm ssioner, 90 T.C 908, 942

(1988)), affd. wi thout published opinion 142 F.3d 435 (6th Gr
1998). If M. Hovnani an’s business prowess did not allow himto
make such a determ nation, then certainly the fact that the
Rovakat and | SP opinions were virtually identical in all materi al
respects should have pronpted inquiry from an i ndependent
adviser. W conclude that any reliance which M. Hovnani an

pl aced on the Rovakat opinion was not reasonable.

W simlarly reject M. Hovnanian's clainmed reliance on the
Sidley Austin opinion. M. Valdez procured the Sidley Austin
opinion for the benefit of I1CP and of hinself. That opinion
makes no specific nmention of Rovakat or of M. Hovnanian, and it
was not given to M. Hovnanian until 2008. The Sidley Austin
opinion also turned the seem ngly sinple prospect of purchasing

francs and contributing themto a partnership into a 74-page
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gui de on shifting | osses fromforeign entities to U S. taxpayers.
Any reliance that M. Hovnanian clainms to have placed on the
Sidley Austin opinion is not reasonable or is otherw se not
supported by the record.
The Supreme Court observed |ong ago that an expert opinion

may be had as to any anount. Wnans v. NY. & Erie RR Co., 62

U. S 88, 101 (1958). Legal and tax opinions are no different.
The nmere fact that a taxpayer purchases an “opinion” froma

sel f-prof essed expert does not necessarily nean that the taxpayer
relied on the “expert” in good faith. An individual who blindly
relies on a professional opinion to support a facially too good
to be true transaction such as we have here does so at his or her

own peril. Cf. Neonatol ogy Associates, P.A v. Conmm ssioner, 115

T.C. at 99. Never has this been nore true than in today’s

envi ronment where taxpayers seek to reduce their tax liabilities
by engineering artificial tax | osses in conplex and/or foreign
transactions which leave little to no paperwork that the
Comm ssi oner may access to exam ne the transaction. W concl ude
t hat Rovakat, through M. Hovnani an, does not neet the reasonable
cause defense of section 6664(c)(1l). It follows that the
accuracy-rel ated penalties determ ned by respondent are

applicable to the extent stated herein.
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VilI1. Epilogue

We have considered and rejected as without nerit all
argunents that M. Hovnani an nade which are not addressed herein.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




