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MVEMORANDUM OPI NI ON

DAWSON, Judge: This case was assigned to Special Trial

Judge Larry L. Naneroff pursuant to Rules 180, 181, and 183.1

1 Unl ess otherw se specified, all section references are to
the Internal Revenue Code in effect for the years in issue. Al
Rul e references are to the Tax Court Rules of Practice and
Procedure.
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The Court agrees with and adopts the opinion of the Special Trial
Judge, which is set forth bel ow

OPI NI ON OF THE SPECI AL TRI AL JUDGE

NAMERCFF, Special Trial Judge: Respondent determ ned

deficiencies in petitioners’ Federal incone taxes, additions to

tax, and penalties as foll ows:

Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1989 $1, 363, 638 $340, 560 $272, 728
1990 303, 274 - - 60, 655
1991 237, 234 60, 864 47, 447

Sonme of the issues in this case were severed for separate

resolution and resol ved in Ahadpour v. Commi ssioner, T.C. Mno.

1999- 9.

The issues for decision herein are: (1) \Wether petitioners
are entitled to a clai ned business bad debt deduction; (2)
whet her petitioners are entitled to deduct |egal expenses of
$30, 000 in 1990 and $30,025 in 1991; (3) whether petitioners are
liable for the accuracy-related penalty for all years at issue;
and (4) whether petitioners are liable for additions to tax under
section 6651(a)(1l) for 1989 and 1991.

Sone of the facts have been stipulated, and they are so
found. The stipulations of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed
their petition, petitioners resided in Huntington Beach,

California.
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Backgr ound

Fami |y Hi story?

Petitioner Ferydoun Ahadpour (petitioner) was born in
Tehran, Iran. By two prior marriages, he has three children,
Bahnman (born Decenber 12, 1954), Geila (born QOctober 17, 1956),
and Bijan (born Septenber 12, 1965). Petitioner net Doris
Ahadpour (Ms. Ahadpour), f.k.a Doris Peters and Doris Ashrafi,
an Anmerican, in 1968. Ms. Ahadpour had been living in Iran
since 1967. During an 11-nonth visit to the United States in
1969, petitioners were married in Las Vegas, Nevada. As a result
of the marriage, Ms. Ahadpour becane an lIranian citizen while
retaining her United States citizenship.

Three children were born of petitioners’ marriage: D ana
(a. k.a. Deanna) on Decenber 17, 1969, David on Novenber 26, 1972,
and Leila on June 3, 1980. Petitioner’s native |anguage is
Persian, and his English is limted. Ms. Ahadpour speaks
Persian, but she cannot read it. Typically, Ms. Ahadpour
interprets English for her husband.

The Marine Sal vage Conpany in Ilran

Prior to the md-1950"s, petitioner worked for the Iranian
Governnment in the police departnment in Khorranshahr. Around the

m d- 1950's, he heard that a barge transporting steel had sunk.

2 In view of our disposition of the issues presented
herein, the issue of when petitioners established residency in
the United States is noot.
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Petitioner found out that there were many sunken barges in the
rivers and in the Persian Gulf and believed that raising the
barges and their cargoes could be profitable. Around 1956 or
1957, he purchased a barge and an ol d crane and nounted the crane
on the barge. Petitioner purchased the rights to a sunken barge
fromthe insurance conpany. Wth sonme hired hel p and the barge
and crane, petitioner raised the sunken barge. This turned out
to be a successful venture. Around 1958, he founded Qulf Divers,
a marine sal vage conpany whi ch he operated out of Khorranshahr.
In the next few years, @il f D vers sal vaged nunerous sunken
barges and their cargoes.

I n subsequent years, the nane of the business changed a few
times. In 1968, the nane of the business was changed to Persian
@ulf Diving Joint Stock Co.; in 1973, it was changed to Persian
Qulf Limted Liability Co.; and in 1975, it was changed for the
last tine to Gulf Marine Service Co. (GWS).3® The nane was
changed to GVB so the business woul d not be associated only with
diving, but also with a broader variety of nmarine operations such

as dredging, underwater repairs, and construction.

8 Hereinafter, the conpany is referred to as GVS for al
time periods for sinplicity.

Additionally, there is substantial evidence indicating that
GVB was i ncorporated between 1968 and 1975, but the necessity for
such determ nation is rendered noot by our disposition of the bad
debt issue. Consequently, we need not consider petitioners’
objections to the adm ssion into evidence of excerpts fromthe
publication knowmn as the O ficial Gazette of the Islamc Republic
of Iran.



Hossei n Anmar eh

Hossei n Anmar eh (Ammareh) was an enpl oyee at the National
Iranian Q1 Conpany (NI OC) |ocated near Khorranmshahr. Petitioner
first met Ammareh in 1968. Ammareh had nmechani cal skills, and
petitioner hired himto work for GVS. Ammareh speaks and wites
Per si an.

Whil e petitioner was in the United States for 11 nonths in
1969 (and on his subsequent visits), Amareh ran GVS w t hout
incident. In 1969, petitioner issued a power of attorney to
Ammareh allowng himto sell sone property and equi pnment while
petitioner was out of Iran.*

Ammareh’ s responsibilities increased over the years.
Ammar eh signed contracts with NIOC on behalf of GVB. Petitioner
often referred to Ammareh as his partner.

per ati ons of QB

Initially, GvB was involved in diving and mari ne sal vage
operations. Throughout the years, the scope of GV s busi ness
had i ncreased to include dredging, jetty construction, placing
pillars and pipes underwater, and the unloading of pipes. Mre

equi pnent was purchased such as barges, pontoons, cranes,

4 According to petitioner, Anmmareh sold sonme of GW' s
cranes. The power of attorney authorizes Anmmareh to sell a piece
of real estate for petitioner, and there is no nention of the
busi ness.
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tugboats, and a warehouse. GVS also | eased the cranes and

equi pnent to ot her conpanies.

Sal e of GVB

Since petitioners were considering noving to the United
States, petitioner clained that during 1975 and 1976, he
negotiated to sell GVvS to Ammareh. At sone point in 1976,
petitioner and Ammareh allegedly orally agreed to the sale for a
price of $8 mllion, which Amareh all egedly woul d pay petitioner
w th noney earned fromthe business. This sale was not evidenced
by any witten agreenent. Petitioner did not report the sale on
his 1976 Iranian tax return.

| ran-1rag War

War broke out between Iran and Iraq in Septenber 1980 and
| asted until 1988. Khorranmshahr and surroundi ng areas were
attacked by Iraqgi air and ground forces. The city was captured
by Irag and was devastated. GW s assets were |largely destroyed
as a result of the war.

The “Fair Price Agreenent”

In April 1979, Ammareh traveled to the United States, where
he stayed with petitioners. Ammareh asked petitioner to sell the
remai nder of the business to himor to buy himout. On April 21,
1979, petitioner handwote the follow ng statenent in Persian (as
transl at ed):

On April 21, 1979, it was resol ved between the
undersigned that |, Ferydoun Ahadpour, sell all my 50
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percent shares [saham, consisting of marine machineries and
equi pnrent and the storage |and of the conpany [which] is in
my nane and in the name of ny children, nanely M. Bahman
Ahadpour and Bijan and David Ahadpour, together with ny
personal storage which is presently used by the conpany to
M. Amarreh at fair price and, as of this date, M. Amarreh
is the owmer of Qulf Marine Service Conpany and the cash and
accounts receivable, as of this date, belongs to the conpany
whi ch exists between us and the contracts which are signed
as of this date are all the conpany’s incone [and] belong to
M. Amarreh and M. Anmarreh, taking the God and consci ence
into consideration, purchases the above nentioned shares
[ sahan] and pays the price thereof to ne.!® God bless the
parties.

Bot h Ammareh and petitioner signed this statenment (fair price
agreenent).

St at enent  of Account

On April 30, 1979, petitioner and Ammareh nmet with attorney
John Salyer (M. Salyer). M. Salyer prepared a docunent in
English entitled “Statenment of Account”. Ms. Ahadpour
interpreted between Persian and English during the drafting of
this docunent. Both Ammareh and petitioner signed this document,
whi ch st at es:

That approximtely three (3) years ago, on or about
1976, in the Country of Iran, FERYDOUN AHADPOUR, DORI S
AHADPOUR and their dependent children, sold all their right,
title and interest in and to GULF MARI NE SERVICES, * * * to
HOSSEI N AMMAREH by a separate contract and agreenent for the
amount of Eight (8) MIlion Dollars ($8,000,000) * * *

That Two MIlion ($2,000,000) dollars of said purchase
price has been paid by depositing said funds in a bank in
Iran, and that the remaining balance of Six MIlion dollars
(%6, 000, 000) will be paid by said HOSSEI N AMVAREH i n

5 According to petitioner’s translation of the docunent,
the last portion of the sentence reads as “and will pay the price
thereof to ne.”
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intervals as agreed upon between the parties in the future,
and all such future paynents are to be made by depositing
the funds in a bank in Iran to the account of FERYDOUN
AHADPOUR
Petitioners testified that they never received the $2

mllion fromAmmareh. Petitioner stated that he signed the
docunent based on Anmmareh’s oral prom se that the funds had been
transferred to a bank.

The Khossravi Appr ai sal

Ammar eh went back to Iran shortly after signing the fair
price agreenent and Statenent of Account. He had GW' s assets
apprai sed by M. Hajet Khossravi (M. Khossravi), who appraised
the assets at 85,600,000 rials (the Khossravi appraisal).® By
letter dated May 10, 1979, Anmmareh forwarded the Khossravi
apprai sal to petitioner.

Before the end of 1979, petitioner and Amrareh had angry
conversations regarding the paynent, and Ammareh refused to speak
to petitioner.

Petitioner’'s United States Business Endeavors

In the United States, petitioner primarily becane invol ved
with real estate devel opnent and investnents. |In 1977,
petitioners formed University Ranches, Inc. (URI). URl was

solely owned by petitioners, and it engaged in a real estate

6 The stipul ated annual average exchange rate is 70. 48
rials to one dollar. Therefore, under the Khossravi apprai sal
the assets were appraised at $1, 214, 529.
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transaction with Dyansheed Parsa (M. Parsa), a real estate

devel oper whereby petitioners acquired |Iand for devel opnent in
San Diego, California (San Diego project). Petitioners invested
around $1 million in the San Di ego project, and, according to M.
Parsa, petitioner told himthat the noney cane from “sonme conpany
in lran”.

In the 1980's, petitioners acquired Huntington Harbor Bay
and Racquet C ub (Huntington Harbor), which was acquired through
URI .

Petitioner’'s Collection Efforts in 1980

In 1980, petitioner hired an Iranian attorney, Dr.
Manouchehr Haghi ghi (Dr. Haghighi), to contact Ammareh about the
paynments. According to a report prepared by Dr. Haghighi’s
associ ate dated February 16, 1980, Ammareh was uncooperative and
refused to discuss the matter.

Expropriation Loss Caim

In 1984, petitioners’ attorneys Mchael MCaffrey (M.
McCaffrey) and Allen Kroll (M. Kroll) researched whet her
petitioners could file a claimwth the Iranian Cains Tribunal
Wi th respect to their property losses in lran. M. Kroll
contacted the U S. Departnent of State which informed hi mthat
the period of Iimtations for filing clains wwth the Iranian
Clainms Tribunal had already expired. Petitioners’ claimwas for

the expropriation of a business in Iran.
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Petitioners did not file a claimwith the Iranian d ains

Tri bunal because the Government of Iran did not expropriate GVB
and a di spute between private parties is not heard by the Irani an
Clains Tribunal.

Petitioners’ Bal ance Sheets in the 1980's

In the early 1980's, petitioners’ certified public
accountant prepared a list of petitioners’ assets and liabilities
in connection with sone estate planning work that he was
conducting for them The list did not include a receivable due
from Ammareh or any receivable due froma sale of a business in
lran. 1In 1982, petitioners applied for a personal |oan from
Wells Fargo Bank. Petitioners did not |ist a receivable due from
the sale of the Iranian business. |In subsequent real estate
applications and statenents of financial condition prepared up to
1987, there is no indication of a receivable due fromthe sale of
an | rani an busi ness.

Petitioners’ Tax Return Preparers

Petitioner filed a Federal tax return for the first tinme in
1979. This joint return was prepared by Dougl as Wodward, and
there is nothing on the return to indicate that petitioner sold a
busi ness in that year.

Petitioners’ 1981 through 1985 tax returns were prepared by
the Brigante & Johnson Accountancy Corp. (Brigante & Johnson).

In 1986, Brigante & Johnson split, and WIlliamJ. Johnson (M.
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Johnson), one of the partners, fornmed WIlliamJ. Johnson &

Associ ates (Johnson & Associ ates). Johnson & Associ ates retained
petitioners’ account and prepared their tax returns from 1986
t hrough 1991.

Laura Kauls (Ms. Kauls) was enployed as an accountant with
Brigante & Johnson and then with Johnson & Associates. M. Kauls
was responsible for the preparation of petitioners’ tax returns
from 1984 t hrough 1986.

Bad Debt Deduction Inquiry in 1985

In 1985, petitioner clained exenption from Federal incone
tax withholding on Forms W4 that he filed with respect to his
busi nesses (URI and Huntington Harbor). In Decenber 1985, the
office of the W4 Technical Unit of the Internal Revenue Service
(I'RS) requested additional information as to why petitioner
believed he did not owe any Federal incone tax. Petitioners
forwarded the requests to Ms. Kauls. M. Kauls filled out Form
6450 (Questionnaire To Determ ne Exenption From Wt hhol di ng) and
Form 6355 (Wbrksheet to Determ ne Wthhol ding Al owances). Form
6355 indicated that petitioners expected to claima net |oss of
$1 mllion on Form 4797 (Sal e of Business Property) of their 1985
return. She forwarded these forns to petitioners for their
signature on January 6, 1986

Ms. Kauls also filled out a Tax Shelter Questionnaire on

behal f of petitioners to be sent to the IRS. It is not clear
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whet her this docunent was sent with the forns nmenti oned above.

Attached to the Tax Shelter Questionnaire is the follow ng
st at ement :

On April 30, 1979, taxpayer sold his business, Gulf Marine
Services, a construction and sal vage conpany operating
solely in the country of Iran, for $8,000,000 to an |ranian.
* * * Two mllion dollars of said purchase price was
deposited into a bank in Iran, and the remaining bal ance of
six mllion dollars was to be paid in intervals agreed upon
between the parties in the future, with all such future
paynments to be deposited in a bank in Iran to the taxpayer’s
account .

No paynments since the date of sale have been paid, although
t axpayer has made nunerous attenpts to make col |l ecti ons on
this note. However, due to the political and economc
situation in lran, it was evident in 1985 that no further
paynments on this note will ever be received by the taxpayer,
nor will he have access to the funds previously deposited in
the Irani an bank.

Consequently, the taxpayer’s loss in the business bad debt

wi || decrease his personal incone and no Federal incone tax

is expected to be owed for 1985.

On April 1, 1986, Ms. Kauls sent a copy of the Khossravi
appraisal to the IRS. On the basis of this appraisal, M. Kauls
stated that petitioners were planning on claimng a |loss of $1.1
mllion on their 1985 incone tax return.

In a letter to petitioners dated May 2, 1986, M. Kauls
updated petitioners on the status of their 1985 return and
requested further information. M. Kauls additionally stated:

W will continue to check on the deductibility of the | oss

of your business in Iran (Gulf Marine Services) on your 1985

tax return. However, as we di scussed, you w |l probably not

be all owed the deduction due to the fact that it appears you

sol d the business prior to your |eaving Iran and becom ng a
U. S resident.
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Ms. Kauls nmet or had conversations with petitioners nunerous
times during 1985 and 1986 with respect to the all eged sal e of
GWS. According to notes that she took during these neetings and
conversations, at one point petitioners told Ms. Kauls that GVS
was not a corporation but a partnership and that Amareh owned 10
percent. On another occasion, petitioners told Ms. Kauls that
M's. Ahadpour owned 20 percent. At one tine, petitioner stated
that he sold the business in 1976, and on anot her occasion he
stated that the negotiations started in 1976, but the agreenent
was not “drawn up or officially agreed upon until 1979.”

A bad debt deduction was not clained on petitioners’ 1985
return.

Ms. Kauls left Johnson and Associates in 1988.

Coll ection Efforts

In 1987, petitioner asked his brother Fariborz Ahadpour
(Fariborz), a legal consultant in Iran, to initiate collection
efforts against Ammareh. It is not clear whether any collection
efforts took place during 1987 or 1988. In early 1989, Fariborz
hired Iranian attorney Naghi |zadi (M. lzadi) for petitioner.
Petitioner granted a power of attorney to M. lzadi to “sue in
civil and penal clains and cases”.

On April 10, 1989, M. lzadi filed a “Legal Notice” with the
M nistry of Justice of the Islamc Republic of Iran. This notice

was addressed to Ammar eh. In his statement, M. lzadi referred
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to the Statenment of Account and provided Ammareh 1 nonth in which

to pay his debt to petitioner. |If paynent was not nade, then M.
| zadi woul d take | egal action. Ammareh responded to this notice
and stated that he had owned 50 percent of GVS and t hat
petitioner sold the remaining 50 percent to him (which was in the
name of petitioner and his sons). Ammareh also stated that he
had paid petitioner $130,000 for the 50 percent he sold in 1979.
Ammareh finally stated that the Statenent of Account was drawn up
so that petitioner could “escape the taxes of the U S
governnent” .’

On April 25, 1989, Fariborz sent a letter to petitioner
stating that they had to file the claimquickly since the 10-year
period of limtation was running and it has been al nost 10 years
since the Statenent of Account was signed (April 30, 1979).
Petitioners believed that there was a 10-year period of
limtations for the filing of a lawsuit in pursuit of an unpaid
debt. Fariborz paid the attorney's fees and requested
rei mbursenment frompetitioner. Fariborz also detailed what other
attorney's fees and filing fees could be incurred if the suit was

pur sued.

" Another translation of this docunment translates this
phrase as “to present to the authorities”. Respondent does not
agree with this translation.
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Petitioner testified that he was unable to pay the fees due

to lack of noney, and the civil claimwas not pursued any
further.

Pursuit of Crimnal Action

Petitioner asked Fariborz to pursue a crimnal action
agai nst Ammareh. On June 28, 1989, petitioner gave Fariborz a
power of attorney to “consider and adm nister the Properties of *
* * [petitioner] in Iran, specially Gulf Marine Service Co. Ltd.”
Fariborz retained M. lzadi for the crimnal prosecution, and
Fari borz signed a power of attorney authorizing M. Ilzadi to take
| egal actions with respect to petitioner’s “said properties”.

On March 26, 1991, Fariborz and Bahman presented a conpl ai nt
agai nst Ammareh for a crimnal action. Petitioner testified that
he pursued a crimnal action because he wanted to protect his
busi ness reputation in lran. |In their conplaint, Fariborz and
Bahman cl ai ned that they were equity owners of GVS and t hat
Amrar eh, al so one of the equity owners, took all the books,
records, and docunents belonging to GVS and the other equity
owners, and he had prevented access to them They requested
pursuit of the matter and delivery of the books and records.

On May 26, 1991, petitioner hired two attorneys to pursue
and continue the crimnal prosecution of Anmareh. On Decenber 8,
1991, one of the attorneys, Abdolmjid Zargar (M. Zargar), filed

a conplaint with the public prosecutor. In this conplaint M.
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Zargar stated that the Statenment of Account referred to an

agreenent between the parties in 1976 solely for the purpose of
preventing the revolutionary organi zations fromtaking control of
GW' s property. M. Zargar pleaded that Ammareh be “prosecuted
for msuse of billions of rials of * * * [petitioner’s] assets”.

On January 16, 1993, M. Zargar sent petitioner a letter
summari zing the | atest events. The Tehran Public Prosecutor’s
office released the crimnal case file because they thought that
it was nore of a civil matter. The case was transferred to the
Abadan® Public Prosecutor’s office, where it was examined. This
of fice summoned Ammareh to cone in and produce his assets, but he
did not conply, and he was arrested and placed in jail. It is
not cl ear what next happened with respect to the case.

In 1996, Bahman filed a declaration with the Mnistry of
Justice of the Islamc Republic of Iran to discharge and expel
powers of attorney held by Anmmareh with respect to Gvs. The
conplaint further directed Anmmareh to return all docunents
related to GvS within 48 hours of receipt of the conplaint.
Ammareh filed a response to the conplaint and stated that al
interests, shares, benefits, and ownership of GVS had gradual ly
been transferred to him Therefore, petitioner could not make
any demands of Ammareh since he no |l onger had any interest in the

busi ness.

8 Abadan is a city |located near Khorranshahr.
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Petitioners’ 1989 Return

Merrietta Fong (Ms. Fong), a certified public accountant
enpl oyed by Johnson & Associ ates, was the preparer of
petitioners’ 1989 tax return. M. Fong was aware of the ongoing
di scussion regarding the deductibility of the clainmed business
bad debt. M. Fong saw sonme docunentation, but she does not
recall the exact docunents.

Petitioners clained an $8 million business bad debt
deduction on their 1989 return. On an attachnent to the return
is a statenent that the “business bad debt relates to sale of
assets from Gulf Marine Services in prior year.” The gross sales
price was $8 mllion with a “cost or other basis” of zero.

M. Johnson signed petitioners’ 1989 return as the preparer.
The $8 million deduction clained on the 1989 return was his
deci sion and was based on inquiries and review of the situation
over several years. M. Johnson was told that there was no
| onger any ability to collect on the debt because the Irani an
period of limtations had run on collectability.

Petitioners were out of the country at the tinme that the
1989 return was due. Tony Thomas (M. Thonmas), a certified
publ i c accountant at Johnson & Associ ates, signed petitioners’

return under a power of attorney.
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Mai ling of the 1989 Return

Petitioners had been granted extensions to file their 1989
return by Cctober 15, 1990. On the first Form 4868, Application
for Automatic Extension of Tinme To File U.S. Individual Incone
Tax Return, that was filed, petitioners estimated their total tax
liability to be $3,128.

M. Thomas signed petitioners’ return on October 15, 1990,
before the last returns went to the post office that day. After
the return was signed, the return went through the firms norma
process of going into a batch wth other returns that were to be
mai | ed on that day.

Johnson & Associ ates customarily uses a “Tax Routing Sheet”
to route tax returns through the office. This formindicates
what had been done to the return, by whom and when. M. Fong
mar ked her initials and the date in the boxes for “Interviewer”
and “Preparer”. The tax manager of the tax departnent marked his
initials and the date in the boxes for “Reviewer” and “Final
return reviewed”. M. Johnson marked his initials and the date
of COctober 15, 1990, in the box “Return to be signed by”. The
remai ni ng bl ocks for “Tax Dept. Log Qut”, “Mail to taxpayer”,
“Delivery”, and “Pickup” are blank, and M. Thomas stated that

t hey shoul d have been filled in.
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Petitioners’ return is stanped as received by the IRS s

Fresno, California, office on October 25, 1990. There is no
evi dence of a postmark or receipt for a certified mailing.

Petitioners’ 1990 Return

Petitioners clainmed a net operating | oss carryover of
$5,011,913 on their tinely filed 1990 return. This was the
portion of the claimed $8 mllion |l oss that was not used in 1989.
The return was signed by M. Johnson as preparer.

Petitioners clainmed a deduction of $30,000 for |egal fees
and expenses allegedly paid to Fariborz during 1990. Petitioners
provi ded docunments evidencing the followng: (1) That petitioner
transferred $5,000 (total charge of $5,025 including fees) to
Fari borz’s Iranian bank account (through Melli Bank of Iran in
Los Angel es) on June 15, 1990; and (2) petitioner signed two
checks drawn on the Huntington Harbor account for $5,000 each
payabl e to Fari borz dated August 20 and Novenber 14, 1990.

Petitioners did not provide any bills, receipts, or other
docunent ati on which would detail what these anmpbunts were used to
pay. Ms. Ahadpour testified that these anounts were for
Fari borz’ expenses in connection with the crimnal prosecution of

Ammar eh.
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Petitioners’ 1991 Return

Petitioners clainmed a net operating | oss carryover of
$4, 755,114 related to the clainmed bad debt loss in 1989. The
return was signed by M. Johnson as preparer.

a. Leqgal Fees

Petitioners clainmed a deduction of $30,025 for |egal fees
and expenses allegedly paid to Fariborz during 1991. Petitioners
provi ded docunments evidencing: (1) A transfer frompetitioner to
Fari borz’s Irani an bank account of $25,000 ($25,040 with fees)
dated May 25, 1991; and (2) two cashier’s checks to the Mell
Bank of Iran, one for $10,000 dated May 21, 1991, and the other
for $15,000 dated May 23, 1991.°

Petitioners did not provide any bills or invoices to detai
what these anobunts were used to pay.

b. Filing of the 1991 Return

Petitioners were granted extensions to file their return on
Cct ober 15, 1992. Petitioners signed their return on Cctober 15,
1992, and the return is stanped “Received” by the IRS on
Cct ober 22, 1992. Petitioners provided a “Donestic Return

Recei pt” which shows that the IRS received the return on

® Also provided is a receipt fromWlIls Fargo Bank show ng
t hat Huntington Harbor sent a cashier’s check to Melli Bank of
| ran and was charged $5,025 on Apr. 15. It is not clear fromthe
docunment whether the date is 1990 or 1991, and petitioners could
not recall the actual vyear.
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Cct ober 20, 1992. There is no evidence of a postmark or other

evi dence of the date the return was mail ed.

Di scussi on

Pref ace

The record in this case is volum nous, conplex, and
confusing, consisting of over 500 exhibits, many of which are in
Persian with attached English translations. Cccasionally, there
are two translations to a docunent or part thereof, as the
parties could not agree to the translations. There are hundreds
of pages of testinobny and seven expert w tness reports.

Evi denti ary | ssues

As a prelimnary matter, before discussing the bad debt
i ssue, we nust address evidentiary objections raised by the
parties.

A. Section 982

Prior to the trial in this case respondent filed four
nmotions in [imne to exclude certain evidence under section 982.
Respondent made a continui ng objection under section 982 during
trial, and the Court directed the parties to argue the issue on
brief. After the trial, respondent w thdrew any objections under

section 982.
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B. Exhibits 1-P, 13-P, 14-P, and 16-P

Exhibit 1-P is the declaration with the Mnistry of Justice
of the Islamc Republic of Iran to di scharge Anmareh’s powers of
attorney. ! Respondent objected on the basis of hearsay.

Exhibit 16-P is the letter petitioner received fromthe
Revol utionary Moslem Group in Iran to which respondent objected
on the basis of authenticity, hearsay, and conpl et eness.

Exhibits 13-P and 14-P are the docunents sent to petitioner
by his Iranian attorney in 1980 to which respondent objected on
t he basis of conpl eteness, hearsay, and authenticity.

We overrul e respondent’ s objections and admt these
docunents into evidence.

Petitioners’ Contentions

Petitioners contend that they should be all owed a bad debt
deduction of $8 mllion that arose fromthe sale of GV5 in 1976.
Apparently, petitioners argue that GVS was a corporate entity
that was sinply an enpty shell for estate planning purposes to
whi ch petitioner would eventually transfer his assets and
ultimately distribute them upon his death.

Petitioners also contend that the Statenment of Account

menori alized the 1976 agreenent and that they nade efforts to

10 Respondent al so charged that Ammareh’s signature on this
docunent appeared to be a forgery. The parties agreed to have
t he docunent exam ned by an expert, though no followp report was
ever submtted. Accordingly, we reject respondent’s charges.
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coll ect on the debt. Petitioners further contend that in 1989

t he debt becane worthl ess because the tinme within which to
col l ect under the 10-year lranian period of limtations on
collection of this debt had expired.

Respondent’s Cont enti ons

Respondent first contends that no sale occurred giving rise
to any debt. It is respondent’s view that petitioner disposed of
his interest in GV and was fully paid by Anmareh. According to
respondent, the alleged $8 million sale was rigged to enable
petitioner to avoid paying Anmerican taxes. Respondent
al ternatively contends:

a. Any sale between petitioner and Anmmareh took place in
1979 after petitioner had established residency in the United
States. Therefore, petitioner failed to report any gain on the
sale and is |limted (if there is a bad debt) to his basis in the
assets (which petitioner has not proven) or in his shares of
stock of GV (at best $10, 000).

b. GVB was a corporation owed in part by petitioners and
any sale of the “business” to Amareh was either at the corporate
level (i.e., GW5 sold its business to Amareh) or a sale of
shares of stock frompetitioner to Ammareh.

c. Finally, respondent contends that petitioner has failed
to prove when any all eged debt becane worthless, arguing that any

such debt had been worthless | ong before the years at issue.
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Respondent di sputes whether Islamc |aw (which becane nore

pronounced after the establishnment of Islam c Republic)
recogni zed the 10-year period of limtations pursuant to the
| rani an Conmercial and C vil Codes upon which petitioners claim
they relied. !

W find it unnecessary to consider all of these contentions
because, even if we viewed the facts nost favorably to
petitioners (which we do not), petitioners cannot prevail.

Bad Debt Deducti on

Section 166(a) provides that there shall be allowed as a
deducti on any debt which becones worthless within the taxable
year. A taxpayer is not entitled to a deduction for a worthl ess
debt under section 166 in connection with an incone item unless
it has been included in the taxpayer’s gross incone for Federal
i ncome tax purposes either for the year for which the deduction

is clained or for a prior year. See Gertz v. Conm ssioner, 64

T.C. 598, 600 (1975); Garrison v. Comm ssioner, T.C Meno. 1994-
200, affd. w thout published opinion 67 F.3d 299 (6th Cr. 1995);
sec. 1.166-1(e), Incone Tax Regs. Petitioners never included the
account receivable for the sale of GV in their incone.

Therefore, petitioners are not entitled to a bad debt deduction

because Anmar eh def aul t ed.

11 |slamic comentators proclaimed that limting the tine
to make rightful clains is against |Islamc principles.
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Petitioners claimthat this section does not apply to them

since the business was sold in 1976 when they were not residents
of the United States and not required to file a 1976 tax return.

We addressed a simlar issue in Antuna v. Comm ssioner, T.C.

Meno. 1970-290, where we held that the taxpayer was not entitled
to a bad debt deduction resulting froma Cuban expropriation of
an account receivable. The taxpayer could not establish that he
had previously reported the account receivable as incone on
either his Cuban or his U S tax return. 1In a footnote to this
opi ni on we st at ed:

We need not deci de whether inclusion of an itemin a foreign

incone tax return furnishes a basis for purposes of the bad

debt * * * provisions, as does inclusion in a United States

income tax return. Since petitioner has failed to establish
the contents of his return, we do not reach this question.

[Ld.]

Petitioner admtted that the gain (or loss) fromthe sale of
GV to Ammareh was not reported on any U.S. or Iranian tax
return. Therefore, petitioner does not have a basis in the
clai med bad debt. Accordingly, petitioners are not entitled to a
bad debt deduction for 1989 nor any carryovers of net operating
| osses. Respondent is sustained on this issue.

Deducti on of Legal Expenses

Section 162 allows a deduction for ordinary and necessary
expenses paid or incurred in carrying on a trade or business.
Section 212 allows an individual to deduct all of the ordinary

and necessary expenses paid or incurred in connection with (1)
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t he production of inconme, (2) the managenent, conservation, or

mai nt enance of property held for the production of incone, or (3)
the determ nation, collection, or refund of any tax. Taxpayers
must keep sufficient records to establish deduction anounts. See
sec. 6001.

Whet her a litigation expense is deductible depends on the
origin and character of the claimfor which the expense was
incurred and whether the claimbears a sufficient nexus to the
t axpayer’s business or income-producing activities. See Wodward

v. Comm ssioner, 397 U.S. 572 (1970); United States v. Gl nore,

372 U.S. 39, 44-45 (1963). Odinary and necessary litigation
costs are generally deductible under section 162(a) when the
matter giving rise to the costs arises from or is proximtely

related to, a business activity. See Wodward v. Conmm ssioner,

supra; Kornhauser v. United States, 276 U S. 145, 153 (1928).

Litigation costs nmust be “attributable to a trade or business
carried on by the taxpayer” in order to be deductible as a

busi ness expense. Sec. 62(a)(1l); see GQuill v. Conm ssioner, 112

T.C. 325 (1999).
The ascertainnment of a claims origin and character is a
factual determ nation that must be nade on the basis of the facts

and circunstances of the l[itigation. See United States v.

G lnore, supra at 47-49. The nost inportant factor to consider

is the circunstances out of which the litigation arose. See
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Quill v. Conm ssioner, supra; Boagni v. Conm ssioner, 59 T.C. 708

(1973). In passing on this factor, the fact finder nust take
into account, anmong other things, the allegations set forth in
the conplaint, the issues which arise fromthe pleadings, the
litigation s background, nature, and purpose, and the facts

surroundi ng the controversy. See Guill v. Conm ssioner, supra,;

Boagni v. Commi ssioner, supra at 713.

During 1990 and 1991, petitioners sent $30,000 and $30, 025,
respectively, to Fariborz allegedly for |egal expenses in
relation to the crimnal prosecution of Ammareh. Petitioners
argue that, although they could no | onger pursue a civil action
agai nst Ammar eh, they sought crimnal prosecution of Ammareh in
order to protect petitioner’s business reputation. Petitioner
wanted to show that a fraud would not be comm tted upon him
Petitioners claimthese deductions on their Schedule C for
Hunt i ngt on Har bor.

Respondent contends that the | egal expenses are not
deducti ble on petitioners’ Schedule C for Huntington Harbor
because the | egal expenses were in pursuit of a crimnal matter
and these expenses paid to Fari borz were not ordinary and
necessary expenses of Huntington Harbor nor were they incurred in
t he production of incone.

It is not clear whether petitioner was seeking to protect

hi s business reputation in Iran, in the United States, or both.
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In any case, we find petitioners’ assertion inplausible.

Petitioners have not shown why patrons of Huntington Harbor woul d
know or care about the pursuit of a crimnal prosecution against
Ammareh in Iran. Petitioners have not denonstrated how t he
pursuit of that crimnal matter was necessary to protect
petitioner’s business reputation in connection with Huntington
Harbor. Additionally, it does not appear that petitioner was
going to engage in any future business endeavors in Iran. G ven
the circunstances in the past, it seens doubtful that he would
want to or would be able to do so.

Accordingly, petitioners are not entitled to deductions for
the | egal expenses since they failed to show how t hese expenses
were necessary to protect petitioner’s business reputation with
respect to Huntington Harbor or any other business undertaking.

Accur acy- Rel ated Penalty

Section 6662(a) inposes a penalty in an anount equal to 20
percent of the underpaynent of tax attributable to one or nore of
the itens set forth in section 6662(b). Respondent asserts that
t he under paynent of petitioners’ tax was due to negligence or
intentional disregard of rules or regulations, sec. 6662(b)(1),
and to a substantial understatenment, sec. 6662(b)(2).

Petitioners bear the burden of proving that respondent’s

determ nation is erroneous. See Rule 142(a); Axelrod v.

Comm ssioner, 56 T.C. 248, 258-259 (1971).
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Negl i gence includes a failure to nake a reasonabl e attenpt

to conmply with the provisions of the internal revenue |aws. See
sec. 6662(c); sec. 1.6662-3(b)(1), Inconme Tax Regs. Negligence
has al so been defined as a | ack of due care or failure to do what
a reasonabl e person woul d do under the circunstances. See

Norgaard v. Conm ssioner, 939 F.2d 874, 880 (9th Gr. 1991),

affg. in part and revg. in part on other grounds T.C. Meno. 1989-

390; Allen v. Conm ssioner, 925 F.2d 348, 353 (9th Cr. 1991),

affg. 92 T.C. 1 (1989). *“Disregard” includes any careless,
reckless, or intentional disregard of rules or regulations. See
sec. 6662(c); sec. 1.6662-3(b)(2), Incone Tax Regs.

There is a substantial understatenent of incone tax if the
anmount of the understatenent for the taxable year exceeds the
greater of (1) 10 percent of the tax required to be shown on the
return or (2) $5,000. See sec. 6662(d)(1)(A). For purposes of
section 6662(d) (1), “understatenent” is defined as the excess of
tax required to be shown on the return over the anmount of tax
that is shown on the return reduced by any rebate within the
meani ng of section 6211(b)(2). See sec. 6662(d)(2)(A). Any
understatenent is reduced by the portion of the understatenent
attributable to an itemfor which there is substantial authority
for the treatnment by the taxpayer or where the relevant facts

affecting the itemis tax treatnent are adequately disclosed in
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the return or in a statenent attached to the return. See sec.

6662(d) (2)(B)

The accuracy-rel ated penalty does not apply with respect to
any portion of the underpaynent if it is shown that there was
reasonabl e cause for such portion and that the taxpayer acted in
good faith. See sec. 6664(c)(1). The determ nation of whether a
t axpayer acted with reasonabl e cause and in good faith depends
upon the pertinent facts and circunstances, including the
taxpayer’s efforts to assess his or her proper tax liability, the
know edge and experience of the taxpayer, and reliance on the
advi ce of a professional, such as an accountant. See sec.
1.6664-4(b) (1), Inconme Tax Regs.

Petitioners contend they had a good faith belief that they
were entitled to take the $8 million bad debt deduction on their
1989 tax return based on discussions with their return preparers.
They claimthat they relied on the professional advice of the
preparers, and the decision to take the deduction was M.
Johnson’s. Petitioners further contend that they disclosed al
rel evant facts to the preparers.

CGenerally the duty of filing accurate returns cannot be
avoi ded by placing the responsibility on a tax return preparer.

See Metra Chem Corp. v. Conmm ssioner, 88 T.C 654, 662 (1987).

While hiring an attorney or accountant does not insulate the

t axpayer from negligence penalties, good faith reliance on
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pr of essi onal advice concerning tax laws is a defense. See United

States v. Boyle, 469 U S. 241 (1985); Betson v. Conm ssioner, 802

F.2d 365, 372 (9th Cr. 1986), affg. in part and revg. in part
T.C. Meno. 1984-264. Reliance on a qualified adviser my
denonstrate reasonabl e cause and good faith if the evidence shows
that the taxpayer contacted a conpetent tax adviser and provided
the adviser with all necessary and rel evant information. See

Collins v. Conm ssioner, 857 F.2d 1383, 1386 (9th G r. 1988),

affg. Dister v. Conmm ssioner, T.C Menp. 1987-217; Jackson v.

Comm ssioner, 86 T.C. 492, 539-540 (1986), affd. 864 F.2d 1521

(10th Gr. 1989). 1In order to prove such reliance, the taxpayer
nmust establish that the return preparer was supplied with al
necessary information, and the incorrect return was the result of

the preparer’s m stakes. See Weis v. Conmi ssioner, 94 T.C 473,

487 (1990).

Both Ms. Fong, who prepared petitioners’ 1989 return, and
M. Johnson, who signed as the tax preparer, believed that
petitioner was the sole proprietor of GVS. Petitioners told M.
Johnson that the period of Iimtations had run on collectability
of the debt, and they showed himthe Statenment of Account as
support of the debt. M. Johnson relied on this information
provi ded by petitioners in determ ning whether petitioners were
entitled to claimthe bad debt. M. Johnson never saw the fair

price agreenent, and he testified that if the real agreenent
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bet ween petitioner and Anmareh were the fair price agreenent, it

woul d have changed his decision to claimthe deduction on the
return. M. Fong did not recall whether she ever saw the fair
price agreenent, but she thought she had seen a note.
Petitioners had been giving different versions about the
ownership of GVS since 1985 when it was first brought to M.
Kaul s’ attention for the preparation of their 1985 return.
Petitioners told Ms. Kauls that GVS was a corporation and then
retracted that statenent and told her it was a partnership in
whi ch M. Anmareh owned 10 percent.!? W note that the latter is
contrary to petitioners’ current position. At another tine,
petitioners told her that Ms. Ahadpour owned 20 percent of the
business. It appears that in the end, Ms. Kauls relied on the
Statenment of Account and the Khossravi appraisal when she
reported to the IRS that petitioner had sold his business.
Petitioners have failed to establish that they relied
reasonably and in good faith on any advice given by their
preparers. Petitioners have not shown that they acted in good
faith and had reasonabl e cause with respect to the bad debt. It
is evident that the preparers were aware of the debt only from
the Statenent of Account and petitioners’ statenments. Lastly, it

is not clear whether petitioners discussed whether the sale of

2 Ms. Kauls left Johnson & Associates in 1988, 2 years
before the 1989 return was fil ed.
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GVB had been reported on any prior return. Petitioners have

failed to show that there was full disclosure.

Petitioners have failed to carry their burden in proving
good faith reliance on their preparers. Therefore, we sustain
respondent’s inposition of the accuracy-rel ated penalties for al
years at issue.

Addition to Tax for Delingquency

Respondent determ ned that petitioners are liable for each
of the years 1989 and 1991 for the addition to tax under section
6651(a) (1) because they failed to file tinely their Federal
income tax return for each year.

In the case of failure to file an incone tax return on the
date prescribed for filing, section 6651(a)(1) inposes an
addition to tax equal to 5 percent of the anpbunt required to be
shown on the return, with an additional 5 percent to be added for
each nonth or partial nonth during which such failure continues,
not to exceed 25 percent in the aggregate.

Petitioners’ 1989 return was due on April 15, 1990, but
petitioners received an automatic 4-nonth extension through the
filing of Form 4868. |n August 1990, petitioners sought and
recei ved an additional 2-nonth extension to Cctober 15, 1990,
through the filing of Form 2688. Petitioners’ return was stanped
as received by the IRS on Cctober 25, 1990. Petitioners’ 1991

return was due on April 15, 1992, but they filed Forns 4868 and
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2688 and received the two extensions for a due date of

Cctober 15, 1992. Petitioners’ return was stanped as received by
the RS on Cctober 22, 1992.

Specifically, respondent contends that petitioners failed to
file timely those returns because petitioners’ respective
applications for automati c extension for those years were
invalid; therefore, petitioners are liable for the addition to
tax of the full 25 percent.

A taxpayer’s application for autonmatic extension is not
valid if it does not conply with the requirenents set forth in
section 1.6081-4(a), Incone Tax Regs. One of the requirenents
set forth in that section is that the application nust show a
proper estimation of the taxpayer’'s tax liability for the taxable
year. See sec. 1.6081-4(a)(4), Incone Tax Regs. The failure to
estimate properly the final tax liability on Form 4868 can
i nval idate the automati c extension and subject the taxpayer to an
addition to tax pursuant to section 6651(a)(1l) for failure to

tinely file the return. See Crocker v. Comm ssioner, 92 T.C

899, 910 (1989). Nevertheless, the nere fact that petitioners
underestimated their incone tax liability is insufficient to
conclude that the estinmate was inproper. See id. at 906.

A taxpayer will be treated as having “properly estimted”
his tax liability when he or she nmakes a bona fide and reasonabl e

estimate of his or her tax liability based on the information
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avai lable at the tinme he or she nmakes the request for an

extension. |d. at 908. As a prerequisite for this treatnent,
however, the taxpayer must nake a bona fide and reasonabl e
attenpt to locate, gather, and consult information which wll
enable himor her to nake a proper estimate of his or her tax
liability. See id.

Petitioners’ taxes were estimated at $3,128 and $8, 000 for
1989 and 1991, respectively. These anmounts were estinmated by
petitioners’ accountants, and these were the anounts that the
accountants believed to be due for 1989 and 1991. It is the
taxpayer’s obligation to supply his or her accountant with
conpl ete and accurate records fromwhich to make a reasonabl e

estimate of tax liability. See Estate of Duttenhofer v.

Comm ssi oner, 49 T.C. 200, 205 (1967), affd. per curiam410 F. 2d

302 (6th GCr. 1969).

Petitioners did not provide all of the necessary information
to their accountants in order for themto determ ne a reasonable
estimate of petitioners’ tax liability. In the previous section
of this opinion, we held that petitioners were negligent in
claimng the bad debt deduction and that they did not reasonably
rely on the advice of their accountants because they w thheld
inmportant information. It follows that petitioners did not make
a bona fide and reasonable estinmate of the tax liabilities by

relying on their accountants. Thus, we conclude that petitioners
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did not properly estimate their 1989 and 1991 tax liabilities,

t he extension requests were not valid, and the 1989 and 1991
returns were not tinely filed. Therefore, we hold that
petitioners are liable for the additions to tax for delinquency
under section 6651(a)(1) for 1989 and 1991.13

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

13 The parties al so argued whether petitioners’ returns
were tinely filed, i.e., postmarked on or before the due dates of
the returns. Because petitioners’ extension requests were not
valid, we need not address this issue.



