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Internal Revenue Service
Technical Services Territory Manager

Date:

OCT ¢ & 2008

Erause Holdings, Inc

TAX MATTERS PARTNER

Krauge & Associates Advanced Strategies, LP
P.0O. Box 5399

Austin, TX 78763-5390

NOTICE OF FINAL PARTNERSHIT ADMINISTRATIVE ADJUSTMENT

. Filed 02/17/09 Page 1 of 12

a Department of the Treasury

Refer To: 8:.C:F.TS:W:7:G15
Name of Partnership:
Krause & Asaociates Advanced
Strategies, LP
Partnership Identifying Number;

- 74-2995181
Tax Year Ended: December 26, 2002
and December 31, 2002
Person to Contact:
Notices Clerk
Contact Telephone Number; .

(949) 389-4515

The law requires us to send a Notice of Final Partnership Administrative Adjustment (FPAA) to
the partnership named above, for the tax year shown above, and {o each partner who is entitled to

receive this notice,

We are proposing adjustments to the partnership items of the partnership and tax year shown
above. We will send the examination report outlining these adjustments to the Tax Matters Partner
(TMP) of the partnership. (The TMP is the partner designated by the parinership to deal with the
TRS.) Hefshe iz also authorized to act for the partners who are not entitled to receive this notice. Any
partner who wants a copy of the examination report should request it from the TMP. If the TMP is
unable to provide you with a copy of the examination report, please contact the person named in the

heading of this letter.

Taxable Years Ending Before August 6, 1997:

The adjustments to the partnership items reported on the partnership tax retirn may cause an
inerease or decreage to the fax liability on your individual return. The Form §70-P, Agreement to
Assessment and Collection of Deficieney in Tax for Partnership Adjustments, is a summary of the
proposed adjustments to the partnership return. You can compuie your share of the proposed
adjustments by multiplying each adjusted partnership item hy your percentage interest for that

partnership item.

Taxable Years Ending Affer August b, 1997:

The adjustments to the partnership items reported on the partnership tax refurn may cause an
increase or decrease to the tax liability on your individual return. The adjustments may include
partnership level determinations regarding penalties and additions to tax that relate to adjustments
to partnership items. Form 870-PT, Agreement for Partnership ftems and Parinership Level
Determinations as to Penalties, Additions to Tax and Additional Amounis, iz a summary of the
proposed adjusiments to the partnership return. You can compute your share of the proposed
adjustmenta by multiplying each adjusted partnership item by your percentage interest for that

partnership item.

You have three options available {0 you:
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1. If you agree with the adjustments:

Bign and return the enclosed Form 870-P/Form 870-PT. When you sign Form 870-P/Form 870-
PT, you are agreeing to pay any additional tax and interest resuliing from the adjustments to the
pattnership refwrm. For tax years ending after August 5, 1997, you are also agreeing to any
parinership level determination as to penalties, additions to tax and additional amounts that relate
to adjustments to partnership items, if any, In addition, you are waiving your rights fo participate in
any administrative or judicial proceeding affecting partnership items and in partnership level
determinations as to penalties, additions to tax and additional amounts that relate to adjustments to
partnership items for the tax year in question. This is a binding settlement only if you sign and
return Form 870-P/Form 8§70-PTand we sign on behalf of the Commissioner of Internal Revenue
Service. When we sign the agreement form, the one-year extension of the period of limitations on
assessments will begin under Internal Revenue Code section 6225{f), Once the agreement is signed
by both parties, you may not file 2 claim to change the items in question or claim a refundferedit
based on a readjustment.

Note: If you are the TMP of the partnership, see the section of this letter entitled, “For the Tax
Maiters Partner of the Porinership”,

2. If you don't agree with the adjustments:

If you are the TMP of the partnership and want to contest the adjustments in court, you must
file a petition within 90 days from the date of this letter. During this 90-day period, no other partner
may file a petition for judicial review, You can file your petition for readjustment of partnership
items with:

1. the United States Tax Court;

2. the IInited States Court of Federal Claims; or .

3. the District Court of the United States, in the digtrict of the partnership's principal place
of business,

A petition filed by the TMP precludes all other actions, If the TMP doesn't file a petition by the
90th day from the date the FPAA was mailed, any partner or any 5 percent group entitled to receive
this notice may petition one of these courts. A “5 percent group” includes any group of partners who
together have an interest of 5 parcent or more in the profits of the partnership. The petition must be
filed after the 90th day, but on or before the 150th day, from the date the FPAA was mailed to the
TMP. If more than one petition is filed in Tax Court, the first petition filed will go forward. All other
petitions (even those filed earlier in one of the other courts) will be dismissed, If no one files a
petition in Tax Court, the first petition filed in one of the other courts will go forward and
subsequent petitions will be dismissed.

Petitione Hled with the United States Tax Court must be mailed to:

United States Tax Court
400 Second Street, NW
Washington, D.C. 20217

Attach a copy of this letter to the petition. The time in which you must file a petition with the
court is fixed by law and the court cannot consider your case if your petition is filed late. If this letter
is addressed to both a husband and wife and both want to petition the Tax Court, both must sign the
petition or each must file a separate signed petition.

When a partner (including each member of a & percent group that files a petition) files a
petition in either the appropriate District Court or the Court of Federal Claims, the partner filing
the petition must deposit the amount that the partner's tax liability would be inereased if the
treatment of partnership items on the partner's return were made consistent with the treatment
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of partnership items under the FPAA. If you reported the partnership items the way the
parinership reported them on its return, you can generally determine the amount to deposit by
taking your pro rata share of the parinership adjustments into account in recomputing your tax.
You must deposit the appropriate amount with IRS on or before the day you file your petition.

3. Iif you do nothing:

If a petition for readjustment is not filed in any of the courts listed in this letter, the FPAA
becomes final, and we will bill you for any additional tax plus interest that you may owe under the
FPAA. You will not be permitted to contest the treatment of the partnership items of the partnership
under the FPAA in any refund elaim or suit. The law allows the Service to bill you after 150 days
from the mailing date of the FPAA to the TMP.

However, if a petition is filed in the Tax Court, and the Tax Court upholds the adjustments in
whole or in part, we will not bill you until the Tax Court decision is final.

You may wish to contact the TMP of the partnership or your tax advisor to discuss this
matter.

If you have any questions, please write to the person whose name and address are shown in
the heading of this letter. If you write, attach a copy of this letter fo help identify your account.
Also, include your telephone number and the moast convenient time for us to call you in case we
need additional information. ‘

If you prefer, you may call the IRS contact person at the telephone number shown in the
heading of this letter. If the number is outside your local calling area, there will be a long distance
charge to you.

Thank you for your cooperation.
Sincerely,

Mark W. Everson
Commissioner

Tim Conley s/ra

Technical Services

Territory Manager

Western Territory
Enclosures:
Form 870-F/Form 870-PT
Copy of this letter

/ PLO038
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FOR THE TAX MATTERS PARTNER OF THE PARTNERSHIP

If you are the Tax Matters Partner (TMP), you are entitled to make an agreement to bind
non-notice partners to the treatment of the partnership items as shown on the enclosed schedule
of adjustments, You must add the following statement above the signature blocks on the Form
870-P or Form 870-PT.

- “The undersigned Tax Matters Partner is signing this offer in behalf of himself (herself) and
all other partners whom he (she) has the authority to bind; a final agreement resulting from the
co-signature of the Commissioner of Internal Revenue will be binding on all such other partners.”

As the TMP, you may submit a petition, as described above for the partaership on behalf of all
pariners,

Ifyou have any questions, you can call the IRS contact person at the number shown in the
heading of this letier. Thank you for your cooperation.

PLOO37
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. . Bepartmant o {Ths Treasury - Internal Revanue Service -t INREPLY
Form 870-PT Agreement for Partnership Items and Partnership Level REFER TO:
{Rev.8-2004)) | Determinations as to Penalties, Additions to Tax, and Additional
Amountis
Taxpayer name(s), addross and ZIP code: Name of Partnership: Tax Year(s} Ended:
Krause Holdings, Ine, Krause _& Associates Advanced Deacember 26, 2002
TAX MATTERS PARTNER Strategies, LP - December 31, 2002
Krausge & Associates Advanced Strategies, LP | Partnership Identifying Number:
P.0. Box 53899 74-2995181
Austin, TX 78763-5399 Nams of Tax Matters Partner:
Taxpayer Identifying Number: 74-2995181 Krause Holdings, Inc.

Offer of Agreement to Partnership Items and Partnership Level Determinations
as to Penalties, Additions to Tax, and Additional Amounts
&
Waiver of Restrictions on Assessment for Parinership ltems, Penaliies, Additions
to Tax, and Additional Amounts

Under sections 6224(c) and. 7121 of the Internal Revenue Code (IRC) of 1986, the Commissioner of the
Internal Revenue Service and the undersigned taxpayer(s) agree to the determination of partnership items
and partnership leve!l determinations as to penalties, additions io tax and additional amounts tha$ relate
to adjustments to partnership items as shown on the attached schedule of adjustments.

The undersigned taxpayer(s), in accordance with section 6224(b) and 6213(d), also waive the restriciions
provided by IRC sections 6225(a) and 6213(a) and consent to the assessment and collection of any
deficiency attributable to partnership items, penalties, additions to tax and additional amounts that relate
to partnership items, as determined in this agreement, plus any interest providgd by law.

This agreement is conditional and will not become effective or final until this agreement form is returned to
the Commissioner and is signed on his or her behalf, The one-year extension of the period of limitations on
assessments under IRC section 6229(0 will not begin to run until the date the Commissioner’s
representative signs this form on the Commissioner's behalf, If this is a partial agreement, the period of
limitations for assessing any tax attribuiable to the settled items shall be determined as if this agreement
had not been entered into.

If this part of this agreement form is signed for the Commissioner, the treatment of partnership items and
parinership level determinations as to penalties, additions to tax and additional amounts that relate to
adjustments to partnership items under this agreement will not be reopened in absence of frand,
malfeasance, or misrepresentation of fact. In addition, no claim for an adjustment of partnership items,
refund or credit based on any change in the treatment of partnership items or partnership level
determinations as to penalties, additions to tax and additional amounts may be filed or prosecuted.

Signature of taxpayer Date Signed
Signature of taxpayer Date Signed
By (Signature and fitle) Date Signed

FOR Date accepted for Commissioner . . Signature
INTERNAL
REVENUE
USE ONLY Office Title

PLOO38
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INSTRUCTIONS FOR SIGNING FORM 870-PT

1f a JOINT RETURN OF A HUSBAND AND WIFE was filed and both spouses intend to
agree, both spouses should sign Form 870-PT. One spouse may sign as agent for the other if
acting under a power of attorney, which, if not previously filed, must accompany this form.
The IRS may accept the signature of only one spouse at its discretion. However, the
agreement will only be binding on the signing spouse,

. If the taxpayer is a corporation, the agresment must be signed with the corporate name
followed by the signature and title of the officer anthorized to sign Form 870-PT.

Your attorney or agent may sign for you if this action is specifically authorized by a power of
attorney, which, if not previously filed, must accompany this form.

If this offer ig signed by a trust, the agreement must be signed with the trust name, followed
by the signature and title of the person authorized to sign on behalf of the trust.

If this offer is with respect to the tax liability for the consolidated return year, the agreement
should be signed in the name of the common parent of the consolidated group for the
consolidated return year, The common parent corporation signs the agreement in its own
name. The signaturs and title of a current officer of the common parent corporation, who is
authorized to bind the corporation, should be displayed in the signature block.

If the Tax Matters Pariner signs this offer, please include the title with the signature.

If this offer is signed by a Tax Matters Partner that is a subsidiary corporation, then an
officer authorized to sign this agreement for the year{s) indicated on the form must sign for
the parent corporation. An authorized officer for the subsidiary corporation should also sign
if the Tax Matfers Partney is binding nen-notice partners under the agreement. See Treas.
Reg. 1.1502-77(a)(3().

PLO0SS
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. DEPARTMENT CF THE TREASURY = INTERNWAL REVENUE SERVICE
Agreement for Partnership items and Partnership Level Determinations
as to Penalties, Additions to Tax, and Additional Amounts

SCHEDULE OF ADJUSTMENTS

NAME OF PARTNERSHIP TAX YEAR(8) ENDED
.rause & Asscciates Advanced Strateéies Lp ending ending
12/26/2002 1213142002
TAXPAYER IDENTIFYING NUMBER: 74-2995181
DETAIL OF ADJUSTMENTS TQ CRDINARY INCOME A
Net Gain from Form 4797 - Option B ' (2,'}'91 ,250)
~ (3ross recgeipis or sales (167.000) |
Net Loss from Form 4797 — Foreign Currency 2,791,708
TOTAL ADJUSTMENTS TO CRDINARY INCOME - {2,958,250) 2,791,708,
OTHER ADJUSTMENTS
A. CAPITAL CONTRIBUTIONS ({SCH. M-2 LINE 2) : :
(1) ADJUSTMENT ' ' {2,791,250) (2,908, 144)
{2) AS REPORTED 2,791,250, 2,906,144.
0, - 0.

{2) CORRECTED

B. DISTRIBUTIONS OF PROPERTY OTHER THAN MONEY {K-1 LINE 23}

(1) ADJUSTMENT

{2) AS REPORTED

" 3,209,539.

@) CORRECTED

0.

REMARKS

e Reference Exhibit A attached.

Accuracy Penalties under IRC Section 6662 are inciuded as a partnership level determination.

See Exhibit A, paragraph 14 for a description of the penatties.

FLO04D
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Form 870-PT, Other Adjustments (Continued}

Page of
NAME OF PARTNERSHIP TAX YEAR(S) ENDED
. Krause & Associates Advanced Strategies LP in ;
ending ending
. _ 12/26/2002 12/31/2002
TAXPAYER IDENTIFYING NUMBER: 74-2995181 21261 23
C. OUTSIDE PARTNERSHIP BASIS
(1) ADJUSTMENT {2,791,250) (2,806,144)
(2} AS REPORTED 2,791,250, 2,908, 144.
(3) CORRECTED 0. 0.
D. Porticlio income - interest : =
(1) ADJUSTMENT (2,928)
{2y AS REPORTED 2,926.
(3) CORRECTED a.
E. Deductions relatad to Porifclio Income
(1) ADJUSTMENT 358.
(2} AS REPORTED 358,
(3) CORRECTED 0.
F. Distributions - monay
(1) ADJUSTMENT (13,589)
(2} AS REPORTED 13,586.

(3) CORRECTED

G

(1) ADJUSTMENT

(2) AS REPORTED

(3) CORRECTED

H

() ADJUSTMENT

(2) AS REPORTED

(3} CORRECTED

T ADJUSTMENT

() AS REPORTED

(3] CORRECTED

Form 878-PT (8-2004)

Cat. No, 57315H wew.lis.qov
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1.

M

EXHIBIT A — Explanation of ltems
Krause & Associates Advanced Sirategles LP
Final Partnership Administrative Adjustment Letier
Tax Period Ended: 12/26/2002  TIN: 74-2995181

It is determined that neither Krause & Associates Advanced Strategies LP nor
its purported pariners have established the existence of Krause & Associates
Advanced Strategies LP as a parinership as a matter of fact.

Even if Krause & Associates Advanced Strategies LP existed as a
partnership, this purported partnership was availed of solely for purposes of
tax avoidance by artificially overstating basis in the partnership interests of its
purported partners. The sale of paired foreign currency options by its
purporied partners and simultanecus purchase of debt instrumenis, the
termination of some options and the subsequent transfer of other options to
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, the purchase of asseis by the
partnership and subsequent sale of those assets to generate a loss, all within
a period of less than one month, no business purpose other than tax
avoidance, lacked economic substance, and, in fact and substance,
constitutes an economic sham for federal income tax purposes. Accordingly,
the partnership and the transactions described above shall be disregarded in
full and (1) any purported losses resulting from these transactions are not
allowable as deductions; (2) increases to the adjusted basis of parinership
interests to circumvent the loss limitation of §704(d) are not allowed for
federal income tax purposes; and (3) the splitting of gains and losses from
these options transactions among the partners of Krause & Associales
Advanced Strategies LP is not allowed.

it is determingd that Krause & Associates Advanced Sirategies LP was a
sham, lacked economic substance and, under § 1.701-2 of the Income Tax
Regulations, was formed and availed of in connection with a transaction or
transactions in taxable year 2002, a principal purpose of which was to reduce
substantially the present value of its pariners’ aggregaie federal tax liability in
a manner that is inconsistent with the intent of Subchapter K of the Iniernal
Revenue Code. |t is consequently determined that:

a. Krause & Associates Advanced Strategles LP is disregarded and that
all transactions engaged in by the purported parinership are ireated as
engaged in directly by its purported partnsrs. This includes the
determination that the assets and liabilities purporiediy acquired by
Krause & Associates Advanced Strategles LP, including but not limited
to forelgn currency options, were acquired directly by the purported
pariners, '

b. the foreign currency option(s), purportedly contributed to or assumed
by Krause & Associates Advancad Strategies LP, are treated as never
having been contributed to or assumed by said partriership and any

I PLO042
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EXHIBIT A - Explanation of liems
Krause & Associates Advanced Strategies LP
Final Partnership Administrative Adjustment Letter
Tax Period Ended: 12/26/2002  TIN: 74-2995181

gains or losses purporiediy realized by Krause & Associates Advanced
Strategies LP on the option(s) are treated as having been realized by
its pariners.

c. the purported partners of Krause & Associates Advanced Strategies
LP should bs trealed as not Baing partners in Krause & Associates
Advanced Strategies LP.

d. contributions to Krause & Associates Advanced Strategies LP will be
gdjuste.d to reflect clearly the partnership’s or purported partners’
income.

. Itis determined that the obligations under the short positions (written call
options) fransferred to Krause & Assoclates Advanced Strategies LP
constitute liabilities for purposes of Treasury Regulation §1.752-8, the
assumption of which by Krause & Associates Advanced Strategies LP shall
reduce the purporied partners’ bases in Krause & Assoclates Advanced
Strategies LP in the amounts of $2,791,250 for partner J. Winston Krause,
but not below the fair market value of the purported parinership intersst.

. Itis determined that neither Krause & Assoclates Advanced Strategies LP nor

its puiported partners entered into the option(s) positions or purchase the
foreign currency or stock with a profit motive for purposes of §165(c)(2).

. Itis determined that neither the contribution by J. Winston Krause of short-
option positions nor their subsequent lermination increased partners' tax
basis in their parinership interests for purposes of iIRC §705.

. ltis determined that the purported termination of the loss leg of the offsetting
options acquired by J Winston Krause, followed by the purported termination
of the gain leg of the options contributed to Krauss & Associates Advanced
Strategies LP, did not constitute sales or exchanges for federal income tax
purposes. No gain or loss was realized on the purported termination of the
legs in question and the parinership’s adjusted basis in the purportedly
terminated legs is dacreased to refiect the non-recognition of the gain.

. ltis further determined that the written option claimed to have been
contributed to Krause & Associates Advanced Strategies LP and the writien
option claimed to have been retained by you (the option pair) are in
substance a single integrated financial transaction. Pursuant to §1.988-2(f) of
the Income Tax Regulations, the option pair is hereby recharacterized as a
single integrated financial transagtion to correspond with its substance.
Accordingly, your purported basis in Krause & Associates Advanced
Strategies LP that was derived from gain associated with-the option
purportedly transferred to Krause & Assoclates Advanced Strategies LP is

5 ' PLOO43
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EXHIBIT A — Explanation of ltems
Krause & Associates Advanced Strategies P
Final Partnership Administrative Adjustment Letter
Tax Period Ended: 12/26/2002  TIN: 74-2895181

disallowed.

9. ltis also determined the economically offsetting option positions constitute an
arrangement under §465(b)(4) to limit the exposure to risk of loss and that
neither Krause & Associates Advanced Strategies LP nor its partners
established any other amounts considered to be at risk for purposes of §465
that would allow the pariners to deduct losses arising from or in connection
with Krause & Associates Advanced Strategies LP.

10. It is further determined, in the alternative, that any loss deductions claimed on
the 2002 federal income tax return of any partner shouid be decreased in the
amount of $2,791,250 to limit any loss incurred in connection with the option
transactions by the pariners and/or the partnership to the amount actually at
risk in the transaction, pursuant io Internal Revenue Code § 465.

11. 1t is determined that the adjusted bases of the the debt instruments and short
positions, and other contributions purportedly contributed by the pariners to
Krause & Associates Advanced Strategies LP, has not been established
under i.R.C. § 723. It is consequently determined that the partners of Krause
& Associates Advanced Strategies LP have not established adjusted bases in
their respective partnership interests in an amount greater than zero (-0-).

12.1tis further determined that, in the case of a sale, exchange, or liguidation of
Krause & Associates Advanced Strategios LP pariners’ parinership interests,
neither the purported partnership nor its purported pariners have established
that the bases of the partners’ parinership interests were greater than zero for
purposes of determining gain or loss o such pariners from the sale,
exchange, or liquidation of such partnership interest.

13.Krause & Associates Advanced Strategias LP filed an IRC Section 754
election to adjust the basis of the assets under IRC Section 743(b). his
determined that there is no excess of ouiside basis over inside basis.
Therefore, the IRC Section 743(b) adjustment to basis is $0 (zero).

14, Accuracy-Related Penalties

I{ is determined that the adjustments of partnership items of Krause &
Associates Advanced Strategies LP are attributable to a tax shelter for which
no substantial authority has been established for the position taken, and for
which there was no showing of reasonable belief by the parinership or its
partners that the position taken was more likely than not the correct treatment
of the tax shelter and related transactions. in addition, all of the
underpayments of tax resulting from those adjustments of parinership items
are attribuiable 1o, at a minimum, (1) substantial understatements of incoms
tax, (2) gross valuation misstatement(s), or (3) negligence or disregarded

3 PLO044
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EXHIBIT A — Explanation of ltems
Krause & Associates Advanced Strategies LP
Final Parinership Administrative Adjustment Latter
Tax Period Ended: 12/26/2002  TIN: 74-2095181

rules or regulations. There has not been a showing by the partnership or any
of its partners that there was reasonable cause for any of the resuiting
underpayments, that the parinership or any of its partners acted in good faith,
or that any other exceptions to the penalty apply. It is therefore determined
that, at a minimum, the accuracy-related penalty under Section 6662(a) of the

- Internal Fevenue Code applies o alf underpayments of tax atiributabie io
adjustments of parinership items of Krause & Associates Advanced
Strategies LP. The penalty shall be imposed on the componants of
underpayment as follows:

A. a 40 percent penalty shall be imposed on the portion of any underpayment
- attributable to the gross valuation misstatement as provided by Sections

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

B. a 20 pertent penaity shall be imposed on the portion of the underpayment
attributable fo negligence or disregard of rules and regulations as provided
by Sections 6662(a), 6662(b}(1), 6662(c) of the Internal Revenue Code.

C. a 20 percent penalty shail be imposed on the underpayment attributable to
the substantial understatement of income tax as provided by sections

6662(a), 6662(b)(2), and 6662(d) of the Internal Revenue Code.

D. a 20 percent penalty shall be imposed on the underpayment attributable to
the substantial valuation misstatement as provided by Sections 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 subsequently determined to be attributable to fraud or that
prosecution for criminal offenses will not be sought under IRC § 7201, 7206
or other provisions of federal law if determined to be appropriate.

PLOG45




