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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 