Case L:UB-CV-UUBES-5S  Document 3-3

RIGINA |  Lottor Numbe. 531(D0)

L -

Fied 1126/l Mage Lot 4/

Department of the Treasury
Internal Revenue Service

2400¢ Avila Road, Stop 5516

Laguna Niguel, CA 82677-3405 Exhibit C
Date: 7 _ .
0CT 6 6 2006 Form: 1040

Taxpz T, enti;fying Number:
‘é}l‘ffgtﬁaﬁ:“e and Peraon to Contact: Notices Clerk
0 Bax 5509 Telephone Number: (949) 888-4515
A;zs.tin Y 78763-5309 Refer Reply to: E:TS:TEFRA West

’ - Last Date to File a Petition with the
United States Tax Court:
JAN 04 2007
Penalty Code Sections
Tax Year Ended Deficiency “ 6652(hk)
Dacember 31, 2002 £155,488.00 $62,176.60
Dacember 81, 2003 $27,443.00 $31,082.00
Dear J. Winston Krause and Sheri 8 Krause:
NOTICE OF DEFICIENCY

We have determined that you owe addifional tax or other amounts, or both, for the tax year(s)
identifiod above. ‘This letter is your NOTICE OF DEFICIENCY, as required by law. The enclosed
statement shows how we figured the deficiency. :

If you want to contest this determination in court before making any payment, you have 90 days
from the date of this letber (150 days if this letter is addressed to you outside the United States) to
fils a pstition with the United States Tax Court for a redetermination of the deficiency. You can get a
copy of the rules for filing a-petition and a petition form you can use by writing to the address below:

United States Tax Court
400 Second Street, NW
Waghington, DC 20217

~ The Tax Court hag a simplified procedure for small fax cases when the amoumnt in dispute for
each tax year is $50,000 or less. If you intend to file a petition for multiple tax years and the amount
in dispute for any one or more of the tax years exceeds $50,000, this gimplified procedure is not
available to you, If you use this simplified procedure, you cannot appeal the Tax Court’s decision.
You can get informetion perfaining to the simplified procedure for small cases from the Tax Court by
writing to the cowt at the above address or from the court’s Internet site at www. ustaggourt.gov.

Send the completed petition form, 2 copy of this letter, and copies of all statements and/or
schedules you received with this letter to the Tax Court at the above address, The Court cannot

consider your case if the peiition is filed late. The petition is considered timely if the postmark dafe

falla within the prescribed 90 or 150 day period and the envelope containing the petition is properly
addressed with the correct postage. :

The time you hava to file a petition with the court is set by law and cannot be extended or
suspended. Thus, contacting the Internal Revenue Service (IRS) for more information or Iec.',eivi_ng
other correspondence from the IRS won's change the allowable pericd for filing a petition with the

Tax Court.

Letter 531 (DO (Rev. 6-2003)
Oatalog Number 402224
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As required by law, separate notices are sent to husbands and wives. If this letter is addressed to
both hushand and wife, and both want fo petition the Tax Court, both must sign and file the petition
or sach must file a separate, signed petition. If more than one year is shown gbove, you may file one
petition form showing all of the years you are contesting.

You may represent yourself before the Tax Court, or you may be represented by anyone adnitted
to practice before the Tax Court.

If you decide not to file & petition with the Tax Court, please sign the enclosed waiver form and
return it to us at the IRS address on the top of the fivst page of this letter. This will permit us to
assess the deficiency quickly and can help imit the aceumulation of interest.

If you decide not to sign and return the waiver, and you do not file a petition with the Tax Court
within the time Iimit, the law requires us to assess and bill you for the deficiency after 90 days from
the date of this letter (150 days if this letier is addressed to you outside the United States).

NOTE: If you are & C-corporation, Section 6621(c) of the Internal Revenue Code requires that we
charge an interest rate two percent higher than the normal rate on corporate underpayments in
excesa of $100,000,

. Ifyou have questions about this letter, you may write to or call the contact person whose name,
telephone, and IRS address are shown on the front of this letter. If you write, please include your
telephone number, the best time for us to call you if we need more information, and a copy of this
letter to help us identify your account. Eeep the original letter for your records. If you prefer to call
and the telephone number is outside your local calling area, there will be a long distance charge to
you.

The contact person can access your tax information and help yon get answers. You also have the
right to contact the office of the Taxpayer Advocate. Taxpayer Advocate assistance is not & substitute
for established IRS procedures such as the formal appeals process, The Taxpayer Advocate ie not
able to reverse legally correct tax determinations, nor extend the tiwe fixed by law that you have to
file a petition in the U.8, Tax Court. The Tazpayer Advocate can, however, see that a tax matter that
may not have been resolved through normal channels gets prompt and proper handling, If you want
Taxpayer Advocate assistancs, please contact the Taxpayer Advocate for the IRS office that issued
this notice of deficiency See the enclosed Notice 1214, Helpful Coniacts for Your “Notr.ce of
Deficiency”, for Taxpayer Advocate telephone numbers and addresses,

Thank you for your cooperation,

Sincerely,
Mark W. Everson
Commissioner

* Technical Serdices -
Territory Manager
Western Territory

Enclosures:
Explanation of tax changes
Waiver

Letter 81 (D (Rev. §-2003)
Catalog Mumher 402224
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Form 4549-A

Department of the Treaéur_y—[nterna_l Raevanue Service

{Rev. March 2005) | Income Tax Discrepancy Adjustments Page.._tof 2
Name and Address of Taxpayer ' Taxpayer |den(ification Number Return Form Ne.:
J Winston & Sheri § Krause K ——— ; e i 1[}40_
PO Box 53599 Person v{ixth whom | Nameand Title:
- examination
Austin TX 78763-5359 changes ware
discussed.
1. Adjustments to Income Period End Perled End Period End
; B 12/31{2902 . 1273172003
a. Sch E-income, Partnership: KAAS LC 12,791,250.00}
b. Sch E- Losg, Privrship: Krause & Asscciates LP 2,781,429.00 )
¢. Other Losses, Form €797: Option & *2,791,250.00
d, 8B AGT Adjustment (12,978.00)
a. Itemized Deductions {24,156.00) 83.163.00
{ Exemptions 15,900,040
9.
h.
i,
J
k.
I
n
a3
P
2. Total Adjusiments 2,769,2§85.00 83,163.00
3. Taxable Income Per Return or as Previously Adjusted {2,362,710,00) 208,811.00
4. Corrected Taxable Income 406,585,001 291,5974.00
Tax Methad SCHEDULE D SCHEDULE T
Filing Status Jofnt Jaint
5 Tex 127,684.00 77,705.00
6. Additional Taxes [ Alternative Minimum - ’
7. Currected Tax Lishility 127,684.00 77.705.00
8. Less 8. Foreign Tax Credit " 3.00
Credits b,
c
d. .
9. Balance (Line 7 less folal of Lings Ba thru 8d} 127,684.00 77,702.00
10. Plus a. Self Emplovment Tax 25,955.00
Other | b
Taxes | c.
d.
11. Total Correcied Tax Liablity (Ling § plus Lines 10a thru 10d) 153,639.00 ' 77,.702.00
12. Total Tax Shown on Refurn or as Previcusly Adjusted 0.00 50,259, 00
13. Adjustmenis lo: a.
b. .
G, Addnl child Tax Credit 1,800.00
14. Deflclency-lnerease in Tax or {Overassessment - Decreass in Tax)
{Line 11 [ess Line 12 gdjusfed by Lines 13a thru 130d) 155,43%.00 27.,443.00
15, Adjustments lo Prepayment Credits-Increase {Decroase)]
6. Baiance’ Due or (Dverpayment) - {Line 14 adjustad by Line 18}
(Excluding inferest arnd penalfies) 155,433.00 27,443.00
PLOOQS

Catalog Number 231107 wewwy lrs.gov Form 4548-A (Rev. 3-2005)
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i

Form 45 49 - A Degpariment of the Treasury-mtemal Revenus Service
(Rav. March 2005) Income Tax Discrepancy Adjustments Page__ 2 of _ 2
Sdaqufngftzixpf)fg{leri ¢ Krause ) i Taxpayg doniification Number Return Form No.:
e 3 _ 1040
. Perlod End - Perigd End Period End
17, Penaitles/ Code Sections 12/31/2002 12/31/2003
:- IRC 6652{h) 62,175.60 31,082.00
&
d,
e
1
g.
h.
i
I
k,
l.
m.
n. .
§2,175.60 31, 082.00)

*18. Total Penalties

Underreparter atiribufable fo negligence: (1587-1957)
A tax eddifion of 80 percent of the inferest due or tha
underpayment will acerue untll I fs peld or assessed.

Undemaporlar aliributable {o fraud: (1981-1887)
A tax addition of 50 percent of the interast due on the
underpaymert will accrue until it Is paid or assessed.

Unrderreporter attributable to Tax Motivated Transacilons {TAMT}.
Interest will acorue and be assessed at 120% of underpayment g.00} 0.00
rate in accordance with IRC 8821(c).

18, Summary of Taxes, Penalfies and Interest:

4. Balance due or {Overgayment) Taxes - {Linz 16, Page 1) 155,435.00 27,443.00
b. Penalties {Line 18) - compuied to 07/03/2006 62,175.60 31,08B2.00
c. Interest {IRC § 6601) - computed o 08/02/2006 41,771.42 7,832.87
d, TMT Interest - computed fo 98/02/2006 fon TMT underpaymant] 0.00} 0,00

66,357.87

e, Amount dus or refund - (sum of Lines a, b, ¢ and d) 255,386.02

Other Information: _
Intemal Revenue Code Section 6404{g), related to the suspension of interest, does not apply. Per the Gulf Opperiunity Zone Act of 2005, suspension of

interast for identified fransactions ended retroactively December 2005,

PLOMO
Examiner's Signatura:
Name Empioyee {D: Qffice: DCate:
peborah Smyth 95-05572 Van Nuys 07/03/2006

The Intemal Revente Service has agreemants with state tax agencies under which information about federal tax, including tncrgases or decreases, is
exchanged with the states. If ihis change affects the amount of your state incoma tax, you should amencd your state refum by filing the necessary

forms,

You may be subject to backup withholding if you underreport your Interest, dividend, or patronage dividend income you eamec_i and do aot pay the )
required tax. The IRS may order backun withholding {withholding of a psrcentage of your dividend and/or intersst paymants} if the fax remaing ungaid
afier it has heen assessed and four notices have besn isstiad fo you over a 120-day petiod.

Catalog Nurnber 231107

www.irs.gov

Form 4549-A (Rav. 3-2005).
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Name of Taxpayer ] Winston & Sheri 8 Krause
Jdentification Number:-w Total

0472612006
6.20.00

O oA

% ~

10,
12,

2002 - Form 6251 — Alternative Minimum Tax Computation

If filing Schedule A enter tax table income, otherwise
adjusted gross income

Total adjustment and preferences

Net cperafing loss deduction

Alternative tax net operating loss deduction

Alternative minimum taxable incoma (combine lines 1 thru 4)

Exemption amount

Subtract line 6 from fine 5 ( if 0 or less, enter 0}
ff capital gains are reported, see line 22 from pags 2
All others: .
i iine 7 is $175,000 or less ($87,500 if MFS) multiply
line 7 by 26%. Otherwise, multiply line 7 by 28% and
subtract $3,500 {$1,750 if MFS) from resuit
Altarnative minimurm {ax foreign tax credi
Tentative minimum tax. Suybtract line 8 from fine 8
Regular tax before cradits
Altsrnative minimum 1ax

Examption Worksheet {Line 6)

mmo owe

Exemption amount based on filing status

Alternative minimum taxable income

Enter $112,600 ($150,000 if married filing jointly or
qualifying widow(er}, $75,000 if marriad filing separate)

Subtract line C from Line B

Muitiply line D by 25%

Subtract line E from line A (if zero or less, enier 0}

406,583.00

0,042.00
0.00

0.00
415,634.00

0.00

415,634.00
112,870.00

0.00

112,870.00
127,6834.00
0.00

49,000.060
413,634.00
150,000.00

265,634.00
66,409.00
0.00

PLOO11



MName of Taxpayer:  J Winston & Sheri § Kranse
Ideniification Number: 288 R

Lase LiUg-Cv-UUBEL-50  Document 3-3  kied 11/46/08 rage o ot 2/

Tofal

04/26/2006
6.20.00

P

=i > n

22,

2002 - Form €251 - Continuation, using Maximum Capltal Gain Rates,
Computation of Line 10 when Schadule D is completed

Arnount from Form 6251 repaort, line 9

Amount from Schedule D line 18, or fine 8 from worksheet {refigured for AMT)
Amount from Schedule D report, ling 14 (refigured for AMT)

Amount from line 2 if no Schadule D workshest otherwise,

the smaller of the sum of 2 or 3 or Schedule D workshest line 4.

. Smalier of ine 1 or{ine 4
. Subtract line 5 from line 1 _
. I line 8 is $175.000 or less ($87,500 if MFS} multiply

line 6 by 26%,. Otherwizs, multiply line 6 by 28% and -~
subtract $3,500 {$1,750 if MFS) from resuit

., Amount from Schedule D repor, line 23 {refigured for AMT)

Smaliest of line 1 orline 2

., Smallest of line 8 or fine 9 {not less than zero)
. Qualified 5-year gain from Schadule D report, line 24 {refigured for AMT)
. Smaller of line 10 or line 11
. Multiply line 12 by 8%
. Subtract line 12 from line 10
. Multiply line 14 by 10%
. Sublract line 10 from line @
. Multiply line 16 by 20%
. Subtract line 9-from line &
. Multiply line 18 by 25%
. Total of lines 7, 13, 15, 17, and 19

. Hline 1 is $175,000 or less {$87,500 if MFS) multiply

line 1 by 26%. Otherwiss, multipty fine 1 by 28% and
subtract $3,500 ($1,756 if MFS) from result

Smaller of line 20 or 21, enter here and on
line 10 of Form 6251 raport

415,634.00

90.00

0.00
80.00
20.00

415,544.00
112,852.00

0.00
90.00
0.60
0.00
0.00
0.00

0.00

0.00

90.00
18.00

0.00

.00
112,870.00

112,873.00

112,870.00

PLOD12
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Name of Taxpayer: J ton & Sheri § Krause 04/26/2006
idenfification Number: 8 Total 6.20.00
2002 - Child Tax Credit and Form 8812 Additional Child Tax Credit
1. Amount of credit based on qualiiying children 1,800.00
2. Modified AG! ' 498,456.00
3. Limitafion based on filing status ($110,000 if joint;
375,000 if single, head of household or qualifying 110,000.00
widawd{er); $58,000 if married filing separate)
4, Subtract line 3 from fine 2 {not less than Q)
(If the result is not a multiple of $1,000 389,000.00
increase it to the next multiple of $1,000.)
5. Multlply line 4 by 05 19, 450.00
6. Subfract fine & from fine 1 {If 0 or less, no credit
is aliowed.) 0.00
7. Comrected tax before allowable credits 0.00
8. Credit imitation 0.00
9. Sublract line 8 from lina 7 0.00
10. Child Tax Credit {smaller of line & or 8) 0.00
Form 8812 - Additional Child Tax Credit
1. Amount from line 1 above (or amount of credit after modified AG! reduction) 0.00
2. Child Tax Credit allowed (ling 10 above) Q.06
3. Subiract line 2 from iins 1 {If zero or less, no credit is allowed.) Q.80
4, Tolal taxable earmed incames 0.00
5. If the amount on line 4 Is more than $10,350, subtract $10,350 from line 4 0,00
(if fine 4 is less than $10,350, then set {o zera.)
8. Multigly the amount on line 5 by 10% 0.00
7. Enter the total of the withheld social sscurity and Medicars taxes 0.00
8. One-half of self~employmant tax, plus FICA tax on tips and uncollected
social security, Medicars or RRTA taxes 0.00
8. Total of line 7 and line 8 ‘ 0.00
0. Eamad income credif and excess social security & RRTA taxes withheld 0.00
11, Subtract line 10 from fine 9. {If zero or less, enter 0. ) 0.00
12. Larger of line 6 or line 11 Q.00
13. Additional Child Tax Credlt 0.00

PLOO1S
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Name OF Taxpayer. J Winston & Sheri § Krause
Identification Number: IR _ Total

Fage g of 21

04/26/2006
6.20.00

2002 - PERSONAL EXEMPTION WORKSHEET

1, Muitfply $  3,000.00 by the total number of exemptions
claimed on Form 1040, line 8e

2. Adjustad Gross incoma
3. Limitation bassd on Fifing Status
4, Subtract line 3 from line 2 -

3. Divide line 4 by $2,500
($1,250 if married fillng $eparate)

8. Multipty line 5 by 2% and enter the resut as a decimal
7. Muitiply line 1 by fine &

8. Deduction for exemptions {Subtract line 7 from line 1)

15,000.00

498,456.00
206,000.00
292,436.00

.00

0.00
0.00

- 0.00

Note: i Ling 4 is more than $122,500. or {$61,250. if married filling separataly), a deduction for

exemptions cannot be taken.

PLOOT4
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Natme Of Taxpayer: | Winston & Sher] § Krause O7/05{2006
Identification Number: ZIINEINE: Total 7.20.00
2002 TAX YEAR INTEREST COMPUTATION
Interest computed fo 08/02/2008
- Total Tax Deficlency $155,439.00
Ptus Penalfies™
Failure fo File / Failure fo Pay - IRC 6651 3.00
Estimated Tax Penalty - IRC 6654 $.00
Accuracy Related Penalty - IRC 6662 $.00
Ancuracy Related Penalty - IRC 6662A 5.00
Civil Fraud - IRC 6663 $.00
Manually Computed Penalty 562,175.60
Total Penalties 362,175.60
Tax Deficiency and Penalties Subject to Interest $217,614.60
Type Effective Dalfes Days Rate Interest
Compound 04/15/2003--09/30/2003 168 5% $3,618.46
Compound 10/0142003--12/31/2003 : 92 45 $2,138.52
Compound 01/01/2004--03/31/2004 091 4% $2,232.47
Compouzd 04/01/2004--06/30/2004 93 5% $2,821.05
Compound 07/01/2004--05/30/2004 9z 4% $2.308.20
Componad 10/01/2004--12/31/2004 92 5% $2.818.04
Compotmd 01/01/2005--03/31/2005 80 5% $2,898.27
Compound 04/0142005--09/30/2005 183 &% $7,223.47
Compound 10/01/2005--12/31/2005 92 1% $4,338.86
Compound 01/01/2006--03/31/2006 90 7% $4.319.25
Compound 04/01/2006--08/02/2006 124 8% $6,953.93
Total Interest $41,771.42
Total Underpayment $155.439.00
Total Penalfties $62,175.60
Total Amolint Due $259,386.02

Interest on penalties is computed from the due date of the return (including extensions) until the date of payment.

PLOG1S
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J. Total emized Deductions {entered on ling 15 above)

Nanre Of Texpayer:  J Winston & Sheri S Krause 04/26/2006
ldentification Number: E: 6.20.00
2002 - SCHEDULE A - |[TEMIZED DEDUCTIONS
: PER RETURN PER EXAM ADJUSTMENT
1. Medical, dental and
insurance premiums 2,124.00 0.00
2. 1.50% of Adiusted Gross
Income 0.00 37,384.00
3. Net Medical and Dental
Expense 2, 12400 O‘OG 2,124.00
E. Herna Interest Expense 44,598.0 44,598.00 0.00
6. Investment Interest 0.00 0.00
7. Gther Interest Expense 4.00 0.00
8, Total Interest Expense 44 598.00 .00
8. Contributions 38,224.00 (38,224.00)
10. Casualty and theft Losses 0.00 0.00
11. Miscellaneous deductions
subject to AGH fimit £,109.00 0.00
12,  2.00% of Adjusted Gross 3
Income 0,969.00
13, Excess Miscellansous
deductions 0.00 1,109.00
14. Other Miscellaneous
deductions - 0.00 0.00
15. Total itemized deductions 91,871.00 (24,156.00)
{Sun of Lines 3, 4, §, .
910,13, and 14 less
any applicable fimitation)
ITEMIZED DEDUCTIONS WORKSHEET -~ PER EXAM
A, Total oflines 3, 4, 8, &, 10, 13, and 14 102,706.00
B. Total oflines 3, 6, 10, {plus any gambling
losses Includad on line 14) 0.00
C. Line Aless Line B 102,706.00
B, Multiply the amount an line G by B0% 82,165.00
E. Adjusted Gross income fram Form 1040 498,456.00
F. Hemized Deduction Limitation 137.300.00
G, Line ElesstiineF 361,156.00
H. Multiply the amount on Line G by 3% 10,835.00
i. Enterthe smaller of Line D or Line H 10,833.00
91,871.00

PLO0t8
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Name of Taxpayer: I Winston & Sheri § Krause 04/26/2006
dentification Number: Total 6.20.00
2002 ~ SCHEDULE D - CAPITAL GAINS AND LOSSES
1. SBhort-term capial gain or loss 0.00
2. Short-term capital loss carryover 0.00
3. Nat Short-ferm Gain or Loss (Add line 1 and 2) .00
4. Long-term capital gain or loss 90.00
5. Long-ferm capital gain or loss carrvover 0.00
6. Net long-terrn Gain or Loss {Add fine 4 and &) 90.00
7. 8um of lines 3 and 6 « Net Capital Gain or Loss 90.00
8. Capital loss limitation 0.00
9. Capltal Gain or Loss - As Correcied 90.00
10, Capital Gain or Loss - Per Return 90.00
11. Line 9 less line 14 - Adjustrnent to Income 0.00
CORRECTED CARRYOVER
12. Short-term Carryover to Subsequent Year 0.00
13. Long-term Carmyover to Subsequent Year 0.00
COMPUTATION OF ALTERNATIVE TAX

14. Unrecaptured 1250 gain 000
15. Taxable Income 406,585.00
16. Smallerofline G orline 7 80.00
17. Form 4852, line 4a 0.60
18, Subtract line 17 from line 18 (nof less than &) 80.00
19, Subtract line 18 from line 15 {not less than 0} 406,495.00
20. Tax on the amount on lins 19 127,666.00
21, Smaller of line 15 or ' 46,700.00 46,700.00
22. Amount from line 19 406,495.00
23, Subtract line 22 from ling 21 (nof less than 0) 0.00
24, Quelified S-year gain 0.G0
25, Smailer of line 23 or ling 24 0.00
26. Multiply ine 25 by 8% 0.00
27. Subfract line 25 from line 23 0.00
28, Multiply line 27 by 10% 0.00
29, Smalier of ine 15 or line 18 90.00
30. Amount from fine 23 0.00
31. Subtract line 30 from lire 29 (not less than 0) 90,00
32, Muttiply iine 31.by 20% 18.00
33, Alternative Tax, sum of lines 20, 26, 28, and 32 127,684.00

pPLODTY
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Name of Taxpayer J Winston & Sheri S Krause
Identfication Number: N IFERIE Total

Fage 12 ot 2¢

04/26/2006

62000 -

O

N o

2003 - Form 6251 - Alternative Minimum Tax Computation

If filing Schedule A enter tax table income, otherwise
adjusted gross income

Total adjustment and prefersnces

Net operaiing foss deduction

Alternative {ax net operating loss deduction

Altermative minimum taxable income {combine lines 1 thru 4}

Exempiion amount

Subfract line 6 from ling & ( if O or less, enter 0)
If capital gains are reported, see line 30 from page 2
All cthers:
if line 7 is $175,000 or less {$87,500 if MFS) muiiiply
line 7 by 26%. Otherwise, muliply iine 7 by 28% and
subtract $3,500 {$1,750 if MFS) from rasuit
Alfernative minimum tax foreign tax credit
Tentativa minimum tax. Subtract line 9 from fine 8
Regular tax before credits
Alternative mifimum tax

Exemptlnn Worksheestf {Line §)

Jmo QoW

Exemption amount based on filing status

Alternative minimum taxabie income

Enter $112,500 ($150,000 if married filing jointly or A
qualifying widow(er), $75,000 if marriad filing separate)

Subtract line Cfrom Line B

Multiply fine D by 26%

Subtract line E from line A (if zero or fess, enter 0)

291,974.00

0.00
308,456.00

18,386.00

290,070.00
71,654.00

0.00
77,654.00
7770260

0.00

58,600.00.
308.456.00
£50,000.00

158,456.00
39,614.00

18,386.00

pLOO18
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Name of Taxpayer:  J Winston & Sheri § Krause

identification Number; y o ) _ Total

D4/26/2006.
6.20.00

—

NOE pw

30,

2003 - Form 6251 - Contlnuation, Tax Computation Using Maximum Capital Galn Rates

Amount from Form 8251 report, ine ¥

Amount from Schedule D line 26, or line 13 from worksheet {refigured for AMT)
Amount from Scheduls D line 19 (refigured for AMT)

Amount from line 2 if no Schedule D worksheet otherwise, the

smaller of the sum of 2 ar 3 or Schedule D worksheet ling 10

Smaller of fine 1 orline 4

SBubtract éine 5 from ling 1 .

if line 6 is $175,000 or less ($87,500 If MFS) multiply

line 6 by 26%. Otherwise, multiply line 6 by 23% and

subtract $3,500 ($1,750 if MFS) from resuit

Amount from Schedule D tine 30, or lins 18 from worksheaet {refigured for AMT)
Smallest of ling 1 or line 2 :

. Smallest of ling 8 or line B (not less than zero)
. Amount from Schadule D ling 43 (line 31 if line 43 is blank} or

line 32 {ine 20 if line 32 Is blank) from the worksheet (refigured for AMT)

. Smalier of line 10 or ine 11 (not less than zero}
. Multiply line 12 by 5% )

. Subtract line 12 from line 10Q

. Qualified 5-year gain from Schedule D line 35 (refigured for AMT)
. Smaller of line 14 or line 15 _

. Mutitiply fine 16 by 8%

. Subtract line 16 from ling 14

. Muliiply line 18 by 10%

. Subtract fine 12 fram fine 11

. Bubiract line 10 from llne 8

. Smailer of line 20 or ling 21

Multiply line 22 by 15%

. Subtract line 22 from line 21

. Multiply line 24 by 20%

. Subtract line 9 from line 5

. Multiply line 26 by 25%

. Total of lines 7, 13, 17, 19, 23, 25, and 27

. If line 1 is $175,000 or less {$87,500 if MFS) multiply

ine 1 by 26%. Otherwiss, multiply line 1 by 28% and
subtract $3,500 ($1,750 if MFS) from result

Smaller of line 28 or 29, enter here and on fine § of Form 6251 report

290,070.00

511.00

0.00
511.00
511.60

289,559.00
71.577.00

0.00
511.00
0.00
511.0C

c.a0
0.00
0.00
0.00
0.00
0.00
0.0¢

- 00
31100
511.00
S11.00
77.00
Q.00
(.00

0.00

0.00
77,654.60

77.720.00

77,654.00
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rage 14 o1 2/

Name Of Taxpayar: J Winston & Sheri § Krause 0472612006
Ideniification Number: JilkiEEENREE _ Total | 6.20.00
2003 - PERSONAL EXEMPTION WORKSHEET
1. Muitiply 3 3,050.00 by the total number of exemptions 15,250.00
claimed on Form 1040, line 6e

2. Adjusted Gross income 401,669.00

3. Limitation based on Filing Status 209,250.00

4, Subiract line 3 from fine 2 192,415.00

5, Divide line 4 by $2,500 0.06
($1,250 if married filing separate)

8. Multiply line 5 by 2% and enter the result as a decimal 0.00

7. Muitiply ling 1byiine 6 0.00

000

8, Deduction for exemptions (Subtract line 7 from line 1)

Note: If Line 4 is more than $122,500. or (361,250, if married filling separately}, a deduction for

exemptions cannot be faken.

PLO020




Lase 108-cv-UUBESL-35  LUocument 3-3  FHed L1/26/0Y Hage LhorZys

Nare Of Taxpayer: T Winston & Sheri S Krause 0740342006

identificaion Number: Q Total 7.20.00

2003 TAX YEAR INTEREST COMPUTATION

Interest computad fo 08/02/2006
Total Tax Deficlency $27.443.00
Pius Penalties*
Failure fo Flle / Failure to Pay - IRC 8651 £.00
Estimated Tax Penalty - IRC 8654 5,00
Accuracy Related Penalty - IRC 6662 $.00
Accuracy Related Penalty - IRC 6662A 5.00
Civil Fraud - IRC 6663 ' $.00
Manually Computed Penalty $31.082.00
Total Penalties $31,682.00
Tax Daficiency and Penalties Subject to Interest $58,525.00
Type Effective Dales _ Days _ Rate Interest
Compound 04/15/2004--06/30/2004 76 5% $286.39
Compound 07/01/2004--09/30/2004 o2 . 4% £280.20
Compound 10/01/2004--12/31/2004 92 5% $682.89
Compound 01/01£2005--03/31/2005 o0 3% $741.45
Compournd 04/0142805--06/30/2005 91 5% . $911.98
Compound 07/01/2005--05/30/2005 92 6% $935.97
Compound 10/01/2005--12/31/2005 92 7% $1,110.00
Compound 01/01/2006--03/31/2006 90 7% $1,104.98
Compound 04/01/2006—-06/30/2006 g1 8% $1,300.83
Compound 07/01/2006--08/02/2006 33 3% $478,17
Total Inferest - $7,832.87
Total Underpayment ’ 527443.00
Total Penalties : $31,082.60
Total Amount Due . $66,357.87

Interest on penallies is computed from the due date of the return (Including extensions) unti the date of payment.

PLOG21
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J. Total tlemized Deductions {enterad on line 15 abova)

Name Of Taxpaysr: T Winston & Sheri S Krause 04/26/2006
Idenfification Nurnber: ; Totel 6.20.00
2003 - SCHEDULE A - ITEMIZED DEDUCTIONS
PER RETURN PER EXAM ADJUSTMENT
1. Medical, dental and
insurance premiums 3,875.00 3,875.00 .00
2. 7.50% of Adjusied Gross ‘
Income 30,125.00 30,125.00
3. Net Medical and Dental
Expensa 0.00 0.00 0.00
4. Taxas i - 24.347.00 24,347.00 2,00
5. Home Interest Expernse 29,358.00 29,358.00 0.00
&. Investment Interest 76.00 76.00 0.00
7. Other Interest Expense .00 .00 .00
" 8. Total Interest Expanse 20,434.00 2943400 0.00
9. Contribufions : 146,943.00 63,776.00 £3,163.00
10. Casuaity and theft Logses 0.00 .00 0.00
11. Miscellaneous deductions
subject to AGI fimit 227.00 227.00 0.00
12, 2.00% of Adjusted Gross . -
Income 8,033.00. 8,033.00
13. Excess Miscellaneous
deductions 0.00 0.00 0.00
14. Cther Miscellaneous
deductions Q.00 Q.00 0.00
18. Total ftemnized deductions 192,858.00 109,695.00 83,163.00
{Sum of Lines 3, 4, 8, :
810,13, and 14 léss
any applicable imitation}
ITEMIZED DEDUCTIONS WORKSHEET - PER EXAM
A. Total oflines 3, 4, 8, 9,10, 13, and 14 117,560.,00
B. Total of lines 3, €, 10, (plus any gambling
losses included on line 14) 76.00
C. Line Algss Line B 117,484.00
D. Mulfiply $he ameount on lins C by 80% . 9398700
&. Adjusted Gross Income from Form 1040 401,669.00
F. liemized Daduction Lirnitation 139,508.00
G. LineElessLine F 262,165.00
H. Multiply the ameount on Line 6 by 3% 7,865.00
l. * Enterthe smaller of Line £ or Line H 7,865.00
109,695.00

PLOO22
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Name of Taxpayer:  J Winston & Sheri 8 Kranse
identification Number: g Total

04/26/2006
6.20.00

2003 - SCHEDULE D - CAPITAL GAINS AND LOSSES

Part|  Shor-Term Capital Gains and Losses—Assets Held Ong Year or Less
1 Short-term capital gain or loss

2  Shori-term capital loss carryover

3 Short Post-May & gain or {luss)

4  Met Short-term Galn or Loss (Add line 1 and 2)

Partl Long-Term Gapital Gains and Losses—Assets Held More Than One Year
&  Long-tenm capital gain or loss

& Long-term capital gain or loss carryover

7  Llong Post-May 8 gain or (joss)

B HNetlong-term Gain or Loss (Add line 5 and &)

Partill  Taxable Gain or Deductible Loss _
9 Sum of lines 4 and 8 - Net Capital Gain or Loss
0 Sumoflines3and 7

i1 Capital loss [imitation ’

12 Caplial Gain or Loss - As Corected

43 Capital Gain or Loss - Per Retumn

14  Line 12 less ling 13 - Adjustment fo Income

CORRECTED CARRYOVER
18 Short-term Carryover to Subsequent Year
16 Long-term Carryover to Subsequent Year

(18,271.80)
0.00

(25,125.00)
(18.271.00)

(17.382.00)
0.00
0.00
(17,389.00}

(35,660.00)
0.00
(3,000.00)
{3.000.00)
{3,000.00}
0.00

(15,271.00)
(17,385.00)
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Lase LUS-ov-U0EEL-55 Document 3-3  kileg 1126/08 Fage 18 ot L/

Name of Taxpayer: ] Winston & Sheri S Krause 04/26/2006
identification Number; 2 D Total 6.20.00
Patl  Tax Computation Using Maximum Capital Gains Rates
17  Enter your taxable income from Form 1040, ne 40 G e .. 17 291,974.00
18 Enter the smaller of line 8 or line 9, but not less than zero ., . 18 0.80
19 Enter your quatlified dividends from Form 1040, ling 8 , . . . . 19 511.00
20 Addiines18and 18. . . . .o 20 511.00
21 Ampunt from line 4g of Form 4‘452 (anvestmenr mterefit exuense} .2 0.0
22 Subtract line 21 from line 20, f zero or less, enter -0- . , . . . . . ., 22 511.400
23 Subtract ine 22 from fine 17. If zero or less, enter-0- , . . . . . . 23 2581.463.00
24 Enter the smaller of line 17 or: 56,800.00
& $56,800 if maried fiiing jointly or qualifying widow{er);
® $28,400 if single or married filing separately; or ... 24 56,800.00
@ $38,050 if head of household
If line 23 is more than line 24, sKip lines 30-35 and go to line 386.
25 Enter the amount from line 23 . 25
26 Subtract line 25 from ling 24, If zero or less, gc ta Ime 36 e .. . 28
27 Addlnes10end 19, . . . . . 27
28 Enter the smaller of line 25 or !lne 27. . . . . . 4+ . . . . 2B
28 Mutiiply line 28 by 5% {.05) 29
{fiines 26 and 28 are the sama, skip !mas 30-35 and go tu lme 36.
30 Subtract line 28 fromibine26 . . . . . . . . . . . 30
31 Enter your qualified 5-year gain . 31
32 Enter the smaller of line 30 or fine 31+ . 32
33 Muliplyline 32by 8% (08) - -+ « « « v « ¢ x0T a e 0 s 3
34 Subtract line 32 from line 30 - C e e e B4
35 Multipty fine 34 by 10% {100 - - .+ . . - 35
If fines 22 and 26 are the same, skip Imea 3645 and go to Ime 48,
26 Enter the smaller of line 17 orline 22 + - - « + - b 38 511,00
37 Enter the amount from line 26 {if line 26 is biank, enter -0-) 3_:" 0.00
38  Subtract ling 37 from line 3G - C e e e . BB SLLOO
38 Addlines 10 and 8 .o 35 51100
40 Enterthe amount from fing 28 (Ftine 28 s b!ank emer-0) 40 0.00
41 Subtract fine 40 from ling 39 - I 511.00
42 Enter the smaller of lina 38 orfine 4l . - - - « « « « 42 51100 _
43 Multiply line 42 by 15% (.15) - C e Co .. 43 76.65
44  Subtract line 42 from fine 38 - . 44 0.0
45  Multiply fine 44 by 209 (200 - - - « - « 45 0.00
46  Flgure the tax on the amount on fine 23. Use the Tax Table or Tax Rate Schedules, Whiﬂh&\'ef apphes 48 77,628.00
47 Add lings 29, 33, 35, 43, 45, and 46 .. . 47 77,704.65
48 Figure the tax on the amount on Ene 17, Use the Tax Table ar Tax Rate Schedules whichever applnes 48 77,797.00
49 Tax on all taxable income. Enter the smaller of line 47 or line 48 herg and on Form 1040, fine 47 49 77,704.65
Worksheet for Lines 27 and 3¢
1. Enter your qualified dividends from Form 1040, line 96 .. ......... .. s  n e 1. 511.00
2, Enler the amount from Form 4932, Bnedg. ... ..o v iiii e 0.00
3. Brler the amount from Form 4052, Hnede. ..o vn v iniciniiinns 0.00
4, Subtract Hine 3 from [ine 2. If zero or less, enter -0- ., o 00 v v v et e trai e e, 4. 0.00
5. Subtract line 4 from line 1. If zem or less, enter -0~ ... . .. R S s 511.00
§. Enter the amount from Schedule D, Hine 10 .o .. i un i e 6. 51‘1}-%

4, Add linss 5 and 6. Enter the tesult here and on Schedule D, lines 27 and 39 (unless you are s!uppmg the lme} 7.
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Lase Lud-cv-UUBES-5%  Document 3-3  Hiled Li/Zo/is Fage 19 01 2+

Krause, J 55«3: & Sheri
2002
Setf-Employment Recomputations

Per Retumns:
Other Self-Employment income to 1040s
Schedule C Net Income
Schedule E Net Ihcoms - Krause & Associates LG
Schedule £ Net Income - Boulevard Oalts
Schedule E Net Income - Interfase Capital Mgrs LLC
Schedule E Net income - Krause & Associstes Advanced Strategies LP
yariance

Per Exam:
Per Returns:
Other Self-Employment Income to 1040s
Schedtle C Net income
Schedule £ Net Income - Krause & Associales 1.P
Schedule E Met Income - Bowlevard Ozaks
Schedule E Net iIncome - Interfase Capital Mgrs LLC
Schedule E Net Income - Krause & Associates Advanced mﬁmﬂmm_mm LP
variance

Adjustment to Seif-Employment Income:

Schedule SE:

Net SE Income

multiplied by .9235

multiplied by .029 for med tax

Max subject to SE tax
Wages with FICA Withheld

W-2 from Seitlernent Club
NET Max subject to SE tax
muitiptied by .124

Total SE TAX
Deduction for 1/2 of SE tax

J Winston Sheri Total
0 0 0
{1,192 ,655) (1,184,624} (2,377,279)
{4.043) (4,016} {8,059)
& 0 0
0 0 0
{1 (©) (1)
(1,196,699)  {1,188,640) (2,385,339)
50.169% 49.831% {2,385,339)
J Winstan Sheri
1] 4] ]
206,582 205,191 411,773
(4,043) (4,016) (8,059}
1] 0 4]
0 Q G
4] -0 QO
202,539 201,175 403,714
50.169% 49.8371% 403,714
1,309,238 1,389,815 2,789,053
202,530 - 201,175 403,714
187,045 185,785 372,830
5,424 5,388 16,812
80,400 80,400
- 38,681
80,400 41,719
8,970 5173 15,143
15,394 10,581 25,965
{7,697) {5,280} {(12,977)

25,955

(12,977)
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Lase LUS-Cv-UUBEL-58  Document 3-3  Hied 11/26/08

Alternative Minimum Tax—Individuals

b See separate instructions.

B Aitach to Form 1040 or Form 1040NR.

rage 20 of 2/

OMB No. 1545-0227

2003

Attachiment

Sequence Na, 32

Mame{s) shovm on Form 1040
Krause

[- LI <) [ -V U Y]

L/ -

10

12
13
14
18§
16
17
18
19
20
21
22
23
24
25
26
27
28

28

30
Y

32
33
34
25

Exempttan. {If this forrn is for @ child under @ge 14, see page 7 of the Instructions.)

Your social secuidity nurnber

.
3 1
H i
'

Alternative Minimum Taxablg income (See instructions for how o complete each line)}

¥ filing Schedule A [Form 1440}, enter the amount from Farma 1040, line 38, and go 0 line 2, Otherwise,

Alternative Minimnum Tax

enter the amount frem Form 1046, line 35, and go to line 7. {If zero or less, enter as a negative amount.) 1 -1,836,208|

Medical and dental. Erter the smaller of Schedule A (Form 1040}, Ine 4, or 2%:% of Form 1040, fine 35 , -2 3,875

Taxes from Scheduls A o 10405 ine 8, . . P 3 24,347

Certaln interest on a home mortgage not ised to buy, bum:f or impfove your home , 4

Miscellaneous deductions from Scheduie A (Form 1640 line 26 . . . . . 3 227

I Form 1040, line 35, Is over $139,500 (over $6%,750 if married fling separately] enter the amount from .
‘]IFIE 9 of the warkshieat for Schedule A {Form 1040}, ine 28 . . . . R I i )

Tay refund from Form 1048, e 10orfine 21 . . . . e e LT )

Investment interest expense (difference between regular tax and AMTJ G 8

Depletion (difference between regular tax and AMT) . , . . - N . 19 .

Net operating loss deduction from Form 1040, ling 21, Enter as a posﬁ.we ﬂmaunt R L 2,279,895 !
interest from specified private activity bonds exampt from the requlartax . . . .+ . . . 11 7
Qualifled small business stock (sge instrictionsy . . . . . . . A 12 f
Exarcise of incentive stock options (excess of AMT income over regular texincoms) . . . . ., 13 |
Estates and trusts {amourit from Schedile K-1 (Form 1047}, fine8) . . . . . . . . . . . .13

Elacting lasge partnerships (amount from Schedute K-1 {Form 1065-B), box 8) . . . . 15

Disposttion of property (difference hetween AMT and regular tax gain or inss) . 16

Depreciation on assets placed In service after 1986 (diference between regular tax and AMT). . . 17

Passive activities [difference between AMT and regular tax income or foss) . . . . . Li:l

Loss fmitations (difference between AMT and regular tax Income or Joss) . e e 1

Circulation costs (difference between regular taxand AMT) . . . . .« + .+ .« .« . - & 20| -

Long-term contracts {diffierence between AMT and regular tax lncome) . . . . . . . . . 21

Mining costs (difference between regular tax and AMT) ., . . . . s e e e e e 22

Research and experlmental costs (difference bstween reguiar tax and AMT} T o

ncome from cartain instaliment sales before January 1, 1987 . . . . . . . . .o« . . o [28 ( )

Inizngible drilling costs preference . . . e e e e e e e 25 :

Osher adjustments, including incorme-based related adJustments Coh e e s e e e 26 :

Altamnative tax net operating foss deductlon 27 |( 338012 )

Alternative minimum taxable income. Combine Imes 1 zhmugh 27 (lf mamed f]mg separate!y and llne

28 Is more than $197,000, see pags 7 of the Insiructmns) . . . P - 37,224

THEN enter on
line29...

$40,250

AND line 28 is
notover...

IF your filing status is . ..
$1125800., . . . . .

Single or head of household, , . . . . -
Married filig jointly or qualifying widow{er) . . 180000, . . . . . . . $8,000
Married filing separately . . . . . . /000, . . . . . 29,000
If tine 2B is bver the amount shown abcwe for your filing status, see page 7 of the instructions.
Subtract line 28 from line 28. If zero or less, enter -0- here and on lines 33 and 35 and stop hera
e If you reported capital gain distributions directly on Farm 1040, line 13a; you reportod
qualified dividends on Form 1040, line Bb; or you had a galn on both fines 16 and 172 of
Schedule D (Form 1040) (as refigured for the AMT. If necessary), completa Part il an the L
pack and enter the amount fram line 65 here.
= All others: Ifline 30 is $175,000 or less {$87,500 or less if marvied filing separately), multiply
linz 30 by 26% (.26}, Otherwise, multiply Yine 30 by 28% {.28) and subtract $3,500 ($1,750
if married filing separately) from the rasult.
Akernative minimam tax forelgn tax credi (see page 7 of the insgructions) . . . . - 0 o« v s s
Tentative minimum 12X, Subtract fne 32 fomline 3. . . . . . . o v - .
Tax from Form 1040, fine 41 {inus any tax from Form 4372 and any foraign tax credit from Form 1040, dine 44) .
Alternative minimum tax. Subtact line 34 from line 33. i zaro or lass, enter -8, Enter here and on Form

]

58,000

0

For Paperwork Reduction Act Notice, see page 8 of the instractions.

1040, Ine 42 . . . . . . . e .o oaeun e
Cat. No, 13800G

' rorm 6257 (2009
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Form 886 A Department of the Trcasu_ry-. Intermal Revenﬁe Service Schedule NO. or
' FEzhibit

Statutory Notice of Deficiency _
SNOD - 200212,

N Explanation of Items 22
Mame of Taxpayer Vears/ Periods Ended
Krause, ] Winston & Sheri 8 ‘
P.O. Box 5399 50-200212,

Austin, TX 78763-5399 30. -200312

1. The deduction of $2,781,250 shown on your 2002 tax return, 104G Form
4797, as & loss for from the termination of options is disallowed because
you have failed to establish (1) that the purported loss was sustained in
any amount by either you or-any entfty in which you held an interest, (2)
that the transaction purportedly generating the loss in question was
enterad into for profit within the meaning of 1.R.C. Section 165(c) (2), or
(3) that any portion of the loss in question is allowable as a deduction
under any other provision of the Internal Revenue Code. You have also
failed to establish that, even if loss was sustained and would otherwise be
deductible, any deduction relating to the loss is not specifically limited or
disaliowed by any provision of the Internal Revenue Code, including
without limitation §§165, 183, 212, 704(d), or 465.

2. It is further determined that to the extent the loss in question is altributable
to an investment in offsetting options, such amount is disallowed because
the transactions were entered info for purposes of tax avoidance. The
transactions giving rise to the loss, including the sale of paired foreign
currency options by its purported pariner J Winston Krause in exchange
for debt instruments, the termination of some options while still heid by J
Winston Krause and his subsequant transfer of other options io Krause &
Associates Advanced Strategies LP in return for a parinership interest,
and the transfer of parinership interests in Krause & Associates Advanced
Strategies LP among its partners, had no business purpose other than tax
avoidance,, had no business purpose other than fax avoidance, lacked
economic substance, and, in fact and substance, constitutes an economic
sham for federal income fax purposes. As such, any loss incurred In
connection with the transactions in question are not deductible.

3. It is further determined that the loss of $2,791,250 claimed for fax year
5002 is disallowed because you have failed to establish that the basis In
the terminated options and foreign currency sold was greater than $0 for
purposes of determining the amount of the purporied loss under §165(b),
and that the basis in the partnership interest held by J Winston Krause
and by Krause & Associates [P in purported partnership, Krause &
Associates Advanced Strategies LP, was greater than zero.

Department of the Treasury - Internal Revenue Service

Form 886-A ®eni8)
Page: 1




Case Lug-Cv-0ugbb-5%  pocument 3-3  Hied 11/26/08 rage 22 i 2y

Form 886 A Department of the Treasury - Intemnal Revenve Service Schedule No. or
Exhibit
Statutory Notice of Deficiency
SNQD - 200212,
Explanation of Items 200312
Name of Taxpayet Years/Periods Ended
Krause, ] Winston & Sheti 5
P.0. Box 5399 30-200212,
Austin, TX 78763-5399 302-200312
4, It is further determined that neither you, Krause & Associates Advanced

Strategies LP nor its purported partners sntered into the option positions
with a profit motive for purposes of §165(c)(2).

5. As a consequence of the above determinations, no gain was recognized
on the termination of the short option contributed fo Krause & Assoclates
Advanced Strategies LP, and therefore the partners are not entitied to any
increase in tax basis in their parinership interests as a result of such gain

for purposes of IRC §704,

8. it is further determined, in the alternative, that the obligations under the
short postion transferred 1o Krause & Associates Advanced Strategies LP
constitute Habilities for purposes of Treasury Regulation §1.752-6, the
assumption of which by Krause & Associates Advanced Strategies LP
shall reduce the purported partners' bases in Krause & Assoclates
Advanced Strategies LP in the amounis of $2,791,250 for partner J.
Winston Krause, but not below the fair market value of the purportad

partnership interest.

7. It is further determined that you have failed io establish your basis in debt
instruments or other property contributed to Krause & Associates
Advanced Strategies LP under any provision of the Internal Revenue
Gode, including but not fimited to 1.R.C. §1012, §723 and/or §722. ltis
consequently determined that you Krause & Assoclates Advanced
Strategies LP have not established your adjusted basis in your direct and
indirect partnership Interests in an amount greater than zero (-0-).

8. In the alternative, it is further dstermined that the purported termination of
the short option (loss leg) retained by J Winston Krause, followed by the
purported termination of the short option contributed to Krause &
Associates Advanced Strategies LP (gain leq), lacked economic
substance and did not constitute sales or exchanges for federal incoms
tax purposes. No gain or loss was realized on the purported termination
of the legs in question and the partnership’s adjusted basis in the
purportedly terminated legs Is decreased to reflect the non-recognition of

the gain.

Department of the Treasury Internal Revenue Service

Form SSG"A {Rev.4-68)
Page: 2
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Porm 886A

D.epartmcnt of the Treasusy - Tntermal Revenue Service Schedule No. or
. " | Exhibit
Statutory Notice of Deficiency "

: SNOD - 200212,
200312

Explanation of Items

Name of Taxpayér

Years/Perods Ended

Krause, ] Winston & Sheri §
P.QO. Box 5399
Austin, TX 78763-5399

30-200212,
302200312

9.

it is further determined that the written option claimed o have been
contributed to Krause & Associates Advanced Strategies LP and the
written option claimed to have been retained by you (the option pair) are
in substance a single integrated financial transaction. Pursuantto §1.988-
2(f) of the Income Tax Regulations, the option pair is hereby
recharacterized as a single integrated financial transaction to correspond

- with its substance. Accordingly, your purporied basis in Krause &

10.

1.

12,

13.

Assoclates Advanced Strategies LP that was derived from gain
associated with the option purportedly fransferred to Krause & Associaies

Advanced Strategies LP is disallowed.

It is further determined that any section 988 loss claimed on the sale of
foreign currency that is not due to changes in exchange rates has no
economic substance under section 1.988-2(f) and is not recognized for
federal income tax purposes.

It is further determined, in the alternative, that the loss deduction of

$2,791,250 claimed on your 2002 federal income tax return should be
decreased fo $0 to limit any loss incurred by you and the parinarship in

connection with the option transaction to the amount actually at risk in the

transaction, pursuant to {nternal Revenue Code § 465(b}(4).

It is further determined that no deduction is allowed for any iegal,
accounting, consulting and advisory fees claimed since you failed to .
estahlish that such expenditures were incurred, and if incurred, are
deductible under any provision of the Internal Revenue Code, including
Hut not limited to Internal Revenue Code §§ 183 and 212.

NOL Carryovers: Your Net Operating Loss carryover from the 2002 fax
year is decreased to the extent shown reflecting the statutory adjustment
required by section 172 of the internal Revenue Code and predicated
upon your increased adjusted gross income per the adjustments above.
Accordingly your NOL Deduction for the 2003 tax year is $0.

Form B86-A (Rev.d-68)

Department of the Treasury - Intemnal Revenue Service
Page: 3
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H

Form 886 A Department of the Treagury - Internal Revenue Service S'cheduie.N 0. or
Exhibit
Statutory Notice of Deficiency
SNOD - 260212,
_ | Explanation of Items 200512
Name of Taxpayet Years/Periods Ended
Krause, ] Winston & Sheri § ‘
P.O. Box 5399 30-200212,
Austin, TX 78763-5399 302-200312
14.  Charitable Contributions Carryovers: Your ¢claimed Charitable

16.

16.

17.

18.

Contributions carryovers are daecreased to the extent shown reflecting the
statutory adjustment required by section 170(d) of the Internal Revenue
Code and predicated upon your iricreased adjusted gross income per the
adjustments above. Accordingly your Contributions Carryover to the 2002
tax year is decreased by $44,939, your Contributions Carryover to the
2003 tax year is decreased by $83,163, and your Charitable Contributions
Deduction for the 2003 {ax year is decreased by $83,163.

Charitable Contributions Allowable Deduction: Your claimed Charitable
Contributions deduction is increased to the extent shown reflecting the
statutory adjustment required by section 170(b) of the Internal Revenue
Code and predicated upon your increased adjusted gross incoma per the
adjustments above. Accordingly your Contributions Deduction for the
2002 tax year is increased by $38,224. ‘

Self Employment Tax: Your fiability for self-employment tax is increased
to the extent shown raflecting the statutory adjustment required by section
1402 of the Intemnal Revenue Code and predicated upon your increased
adjusted gross income per adjustments above. Accordingly your Self-
Employment Tax for the 2002 tax year is increased by $25,955.

Deduction for 1/2 of Self Employment Tax: Your deduction for one-halt of
self-employment tax is increased to the extent shown reflecting the
statutory adjustment required by section 184(f) of the Internal Revenue
Code and predicated upon your Increased adjusted gross income per
adjustments above. Accordingly your Self-Employment Tax Deduction for
the 2002 tax year is increased by $12,978.

ltemized Deductions - Medical Expenses: Your claimed deductions for
medical expenses are disatiowed to the extent shown reflecting the
statutory adjustment required by section 213(a) of the Internal Revenuse
Code and predicated upon your increased adjusted gross income per
adjustment above. Accordingly your Medical Expense deduction for the

2002 tax year is decreased by $2,124.

Form 886-A (Rt;,v.4-68}
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19,  Miscellansous Expenses: Your claimed deductions for miscellaneous
expenses are disallowed to the extent shown reflecting the statutory
adjustment required by saction 87 of the Internal Revenue Code and

20.

21.

22,

23.

predicated upon your increased adjusted gross income per adjustment
above. Accordingly your Miscsllaneous Expense deduction for the 2002
tax year is decreased by §1,108.

ltemized Deductions: Your claimed deductions for itemized deductions is
disallowed to the extent shown reflecting the statutory adjustment required
by section 68 of the Internal Revenue Code and predicated upon your
increased adjusted gross income per adjustment above. Accordingly your
ltemnized Deductions for the 2002 tax year is decreased by $24,156.

Exemptions: The amount you can claim for your exemptions is reduced
to the extent shown reflecting the statutory adjustment required by section !
151 of the Internal Revenue Code and predicated upon your increased

adjusted gross income per adjustments above, Accordingly your taxable

income for the 2002 tax year is increased by $15,000.

Additionat Child Tax Credit: Your additional child tax is decreased to the
extent shown reflecting the statutory adjustment required by section 24 of
the Internal Revenue Code and predicated upon your increased adjusted
gross income per adjustments above. Accordingly your Additional Child
Tax Credit for the 2002 tax year is decreased by $1,800.

Penalties:

It is determined that the underpayments of tax for the taxable years ended
December 31, 2002 and December 31, 2003 are aftributable 16 a tax
shelter for which you have not established substantial authority for the
position taken, and you have not shown that you had a reascnable belisf
upon the filing of your return that the position taken was more likely than
not the correct treatment of the tax shelter and related transactions. [tis
also determined that, at a minimum, you are liable for the accuracy-
ralated penalty imposed under § 8662(a) of the Internal Revenue Code for
the tax year ended December 31, 2002 and December 31, 2003 because
the underpayment of tax is attributable to (1) & substantial understatement

Form 886-A (Rev.4-68)

Department of the Treasury - Internal Revenue Service

Page: 5
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of income tax, (2) valuation misstatement(s), and (3) negligence or

disregarded rules or regulations. You have not shown there was

reasonable cause for the underpayment, that you acted in good faith, or

that any other exceptions fo the penalty apply. The penalty is imposed on
. the components of underpayment as follows:

A, a 40 percent penalty is imposed on the underpayment attributabie
to the gross valuation misstatement of the adjusted basis in your loss
option transaction. Sections 6662(a), 6662(b)(3), 6662(e) and 8662(h) of
the Internal Revenue Code. ’

B. & 20 percent penalty is imposed on the portion of the
underpayment attributable 1o negligence or disregard of rules and
regulations as provided by §§ 6662(a), 6662(b){1), 6662(c) of the Internal

Revenue Code.

C. a 20 percent penalty is imposed on the underpayment attributable
to the substantial understatement of income tax as provided by §§
6662(a), 6662(b}2), and 6662(d) of the Internal Revenue Code.

D. a 20 percent penalty is be imposed on the underpayment
attributable. to the substantial valuation misstatement as provided by §§

6662(a), 6662(b)(3), and 6662(e) of the Internal Revenue Code.

it should not be inferred by the determination of the Accuracy-Related
Penalty in this notice that fraud penalties will not be sought on any portion
of an underpayment subsequenily determined to be attributable to fraud
or that prosecution for criminal offenses will not be sought under Internal
Revenue Code §§ 7201, 7206 or other provisions of federal law if
determined to be appropriate.
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Accuracy-Related Penalties, IRC 6662
Penalty: Penalty: Total Penalty:
_ IRC 6662(a) IRCo6662(h) IRC 6662
2002
Per Return: 0. 0.00 000
Per Examination 0. 62,175.60 62,175.60
Penalty 0. 62,175.60 62,175.60
Penalty: . Penalty: Total Penalty:
IRC 6662(a) IRC6662(h) IRC 6662
2003
Per Returi: 0. 0.00 0.00
Per Examination .
from audit of 1040X 0. 10,977.20 10,977.20
. addition related fo NOLD
~ from original 1040 20,104.80 20,104:80
Total Penalty 0. 31,082.00 31,082.00
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