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IN THE UNITED STAT ES DISTRICT COURT
FOR THE DISTRICT OF ARIZONA

Aloe Vera of America Incorporated, et al.,| No. CV-99-01794-PHX-JAT
Plaintiffs, FINDINGS OF FACT AND

CONCLUSIONS OF LAW

V.

United States of America,

Defendanh

The United States and Japan are parties tax treaty that permits the Interng
Revenue Service (“IRS”) to sklose to Japan, for purposespreventing international

tax evasion, the tax return imfoation of an American taxpayefhe treaty does nof

authorize, however, the disclosure of tax metunformation known to be false, and the

United States has waived sovereign iomity from liability for its unauthorized
disclosure of tax return information. The issue presented is whether and to what
the United States is liable for allegedly mrakiknowingly false statements to Japaneg
tax authorities during a joint investiion of Plaintiffs’ tax returns.

The first alleged false statement of the Wthigtates is an assertion that Plaintif
had unreported income propetigxable by the United Std. The second alleged fals
statement is that transfer prices betw&mintiffs’ Japanese and American entities d

not correlate over time with certain commis®s paid by one Plaintiff to two othe

1 Convention for the Avoidance of DdebTaxation and Prention of Fiscal
Evasion with Respect to Taxen Income, U.S.-Japan, M&(.1971, 23 U.S.T. 967.
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Plaintiffs. For the reasonsahfollow, the Cour concludes the United States made t
first statement while knowing it to be fald®jt did not know the second statement to
false at the time of its utterance. Becadsaintiffs cannot show the false stateme
caused actual damages, the Court awards atatdamages of $1,000 to each of thrg
Plaintiffs.

l. Procedural History

Plaintiffs Aloe Vera of America, korporated; Rex G. Maughan; Ruth G

Maughan; Maughan Holding#corporated; Gene Yamagata; and Yamagata Holdir
Incorporated (collectively,“Plaintiffs”) sued the Uited States for unauthorizec
disclosure of tax return farmation under 26 U.S.C. 8§ 3#(a)(1) after the Japanes
media reported that a company owned by RfésnForever Living Products Japan, Ltd
had committed tax evasion.

The operative complaint iBlaintiffs’ Third AmendedComplaint (Doc. 405), in

which Plaintiffs alleged two counts agairtbie United States: In Count I, Plaintiffs

alleged the United States disclosed falserturn information concerning Plaintiffs tg

the Japanese tax authorities and the UnitateStknew or should have known that th

information was false. (Doc. 40& 14). In Count Il, Plainffis alleged the United States

knew or should have known at the time of fiscng Plaintiffs’ tax réurn information to
the Japanese tax authorities that those atigsroutinely did not &ep such information
confidential within the tans of the tax treatyld. at 16-17).

Although the United States was unsuccessful in having teis diamissed on thg
issue of subject-matter jurisdictiosge(Doc. 65), the Court ultimately granted summa
judgment in the United States’ favor, concludthgt Plaintiffs hadailed to establish the
existence of a genuine issueroaterial fact on either Couh or Count Il of the Third
Amended ComplaintAloe Vera of Am., Inc. v. United Stgt@®07 WL 329111, at *5, 8
(D. Ariz. Feb. 2, 2007). Orappeal, the Ninth Circuit Got of Appeals (“Court of
Appeals”) remanded for a determination safbject-matter jurisdiction based upon tf
statute of limitationsAloe Vera of Am., Inc. v. United Staté80 F.3d 867, 873 (9th Cir
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2009). The Court found it had jurisdiction oveame claims, but reaffirmed its judgment
in favor of the United States for the reasatated in its previous summary judgment
ruling. Aloe Vera of Am., Inc. v. United Staté80 F. Supp. 2d 20, 1035-36 (D. Ariz.
Aug. 3, 2010).

On a second appeal, thisne concerning the meritsf the summary judgment

ruling, the Court of Appeals affirmed in pand reversed in part, holding that genuit

—

e
issues of material fact sted on Count | of Plairftis Third Amendel Complaint.Aloe
Vera of Am., Inc. v. United Stafe899 F.3d 1153, 1166 (9th Cir. 2012). Following
remand, the United States moved for padiahmary judgment, which the Court denied.
Aloe Vera of Am., Inc. v. United Stgt@913 WL 6836603 (D. Az. Dec. 17, 2013). The

Court held a bench trial and the parties submitted post-trial briefs on all issues. (Doc

695, 696, 700, 701).

Having considered the bench trial, ¢hgs arguments, and postal briefing, the
Court finds and concludes as follows:
Il. Findings of Fact

A. Background

1. Forever Living Products & Aloe Vera of America, Inc.

[oX

Plaintiffs are involved irthe international supply adloe vera-based health an
beauty products. Plaintiff Rex G. Maugharthe founder of Forever Living Products, @
company that sells aloe vera productetigh multi-level marketing. Rex Maughan owns
and operates a number of rethtmtities, including entities thate Plaintiffs in this case,
(collectively, the “FLP Group”) that manufiace, process, market, and sell these aloe

vera-based products. The FLP Group is vally integrated from the growing of alog

AY”4

vera plants through the marketing and saletheffinished health and beauty products.
FLP Group products are ultimately distributed worldsvithrough several million
independent distributors.

Plaintiff Aloe Vera of America, Incorporated (“AVA”") is an S corporatign
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incorporated in Texas and is wholbyvned by Plaintiff Rex G. MaughdnAVA is a
manufacturing company &h processes raw aloe vera gelcreate a stabilized produc
with a shelf life that is thesold to other FLP Group entiidor multi-level marketing.
2. FLPJ
ForeverLiving ProductsJapan (“FLPJ”) was foundemh 1980 and is the FLP
Group entity responsible for the distributi@md marketing of alo&era products in

Japan. During the years relevant to thigation, 1991 to 205, Plaintiff Maughan

Holdings, Inc. (“MHI") owned 50% of FLP&nd Plaintiff Yamagata Holdings, Inc|

(“YHI”) owned 50% of FLPJ. MHI is an S cporation incorporated in Arizona and i
wholly owned by Plaintiff RexG. Maughan. YHI is an S qgooration incorporated in
Nevada and is wholly owned by Plafh Gene Yamagata. MHI and YHI are boitl
holding companies for #ir respective owners.

FLPJ sells its products in Japdahrough multi-level marketing. Multi-level
marketing involves the use of distributong)o are independent contractors that purchz:
product from FLPJ and sell it to consumersstbibutors earn income in two ways: Firs
distributors directly sell FLPJ products tonsumers at a price that is higher than t
distributors’ wholesale cost of purchase. Selceach distributor earns a percentage
the sales of other distributors whom thatrisitor has recruited into the FLPJ marketir
program.

Rex Maughan and Gene Yamgmgaere the original digbutors for FLPJ as well

as company officers and directoilhus, they earned incorfrem FLPJ in three ways: ag

distributors (earning a percentage ofe tlsales of “down line” distributors), as

compensation for services rendered as direetiodsofficers, and in the form of dividend

through their ownership interests.

~ Z1tis unclear whether those entities owri®y Rex G. Maughaare owned solely
by him, see(Doc. 669 at 5-6), or are owned Rgx G. Maughan and his wife, Plaintif
Ruth G. Maughansee(Tr. 46). This distinction Is not assue in the case and the Col
makes no findings on this point. Referentes‘Maughan” to refer to Rex Maugha
unless otherwise specified.
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3. The Royalty Agreemen Between FLPJ and AVA
AVA generally sells processed aloeraeproducts to the FLP Group entity
responsible for marketing and sales in eaolntry. However, Japan requires that|a
portion of the manufacturing process occuthim its borders. Thus, AVA sells bulk raw
aloe vera gel, rather than processed prgdw FLPJ. A third party in Japan performs
AVA'’s proprietary stabilizabn and bottling processes, aRtiPJ then distributes the
processed products in Japan. FLPJ has beding AVA's product since the beginning of
FLPJ's sales in 1983.
AVA has been the exclusive supplier BEPJ's aloe vergroducts since 1990
when the parties entetento a sales agreement. In th@90 agreement, FLPJ agreed (o

purchase its raw aloe veraopuct exclusively mm AVA. FLPJ also agreed to pay

o

royalty of 3.5% of its sales to AVA in exahge for the use of AVA’s technology t¢

A4

process the raw aloe vera gelring 1991-2005, about 40% AWVA'’s total sales were to
FLPJ under this agreement.
4, Raw Aloe Vera Gel Pricesand Commissions/Royalties from
FLPJ to Maughan and Yamagata
The price for raw aloe vera gel betweAWA and FLPJ vaed over the years.

From 1988 through February 1992, thécerwas $18 per gallon. From March 1992

[09]

through the end of 1995, the price was $2Qper gallon. During the period from 198
through 1995, AVA's accounting included iits cost of goods sold to FLPJ @
commission/royalty per gallon @floe vera gel sold. Thdmmission rate was $8.10 pe€
gallon from 1988 through February 1998d&b11 per gallon fronviarch 1992 through
the end of 1995. AVA did not t&n this commission but paiddirectly or indirectly to

=

Maughan and Yamagata in equal sharesAAlducted this commission from its gross

iIncome as an ordinary amecessary business expense.

* FLPJ was incorporated ih980 but spent tee years obtaining the necessafy
product and marketing plan appal before it commenced sales.

-5-
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5. Plaintiffs’ Prior Audits

Plaintiffs were the subject of at least two prior audits before the audits

examinations at issue in this case. Finst1985, the National Tax Administration of

Japan (“NTA”), the agency responsible foe tlnforcement of Japan’s tax laws, audit
FLPJ with respect to the dextibility of compensation paitb FLPJ directors. Second
the IRS audited AVA and the Maughans for the 1987-90 tax years. In the procs
examining the Maughans’ taxtoens for the 1988-90 tax yearthe IRS determined tha]
FLPJ had been paying royaltidor the benefit of Maughaand Yamagata to an entity
named “Batrax” for the purpose of deferring tax liabifithdditionally, an International
Examiner's Report prepared for the 8980 tax years recommended disallowir
deductions taken by AVA for commissions paigd FLPJ to AVA ad passed through tg
Maughan and Yamagata.

B. The IRS-NTA Simultaneous Examination

1. The Development of the Simultaneous Examination Proposal

In May 1995, the IRS assigned Rick Sméih, international eminer, to examine
the international issues for the tax raw of Rex and Ruth Maughan. Smith]
examination also included the tax returnsFkairever Living Products and AVA. This
audit was for the 1991 antb92 tax years and concernpdyments made by FLPJ tq
AVA. Smith produced an International &xiner’s Report in which he recommende

disallowing AVA’s deductions for the commiess paid by FLPio AVA and passed

anc

D
o

SS
[

g

d

through to Maughan and Weagata; Smith recommended disallowing these deductions

(thus increasing AVA's taxable income) to tixeent of $9,681,688 fahe 1991 tax year
and $23,668,075 for the 1992 tax year.

Sometime between May 1995 and Janua§6l@€harles Mason, Smith’'s managé

and the manager of the IRS’s internatiogeoup for the region including Arizona
assigned Smith to draft a proposal Japan that the IRS and NTA jointly an

simultaneously examine thextaeturns of the Maughanand their related entities

* Section I1.B.1jnfra, contains a more detailexplanation of Batrax.
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(including FLPJ and AVA) fte “Simultaneous ExaminatidProposal”’ or “SEP”). As the
primary author of the SEP and the interoasil examiner assigned to the audits of the

Maughans, Smith’s goal for the proposethdtaneous examination was to discover
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whether the taxpayers had any additional sous€E@scome, unknown to the IRS, that the
taxpayers were funneling thrgh an operation similar to Bax to defer tax liability.
Smith was aware of the examinations tiee 1988-90 tax yearin which the IRS

discovered that FLPJ paid rdiyes to Batrax, a foreign entityhat were otherwise for the

UJ

benefit of Maughan and Yamagata. InsteddMaughan and Yamagata paying U.
income taxes on these royalties, Batrax htbld royalties in foreign trusts for theif
benefit. The effect was to defer any tagaton this income untMaughan and Yamagata
chose to bring the monényto the United States.

Smith had also encounter8atrax when he read daments from a 1990 lawsuif

between Maughan and Yamagata in which Ygata alleged that Maghan used Batrax

=2

as a scheme to evade reporting and paying idceéme taxes. As part of his researc
Smith read a transcript from that lawsuitwhich the structure of Batrax was explained
in detail, including the use of foreign entitiasd trusts to defer U.S. taxes. By the time
Smith drafted the SEP, however, he kneat thamagata and Maughan had reported [all
of their royalty income fothe 1991 and 1992 tax years.

The IRS’s past examinations had revealeak there were other entities possibly

using Batrax as well. Smith had also conducted Internet research and read an|arti

suggesting that an aloe vdeam in the Philippines was rééad to the FLP Group. Smith

wanted to use the simultaneosisamination to discover welther there were other alos

1%

vera farms outside of thBnited States that were umbwn to the IRS and whethef

income from any such farms was being sticed through Batrax or an equivalen

_.ﬁ

although he also believed that susireported incomenight not exist.

Before Smith drafted the SEP, he reviewlel procedures in the Internal Revenlie

° Yamagata had always reported this imeoon his U.S. tareturn; Maughan did
_solagftg%r 1990 when he “brougim” all his deferred income. FLPJ’s use of Batrax ended
in :

-7 -
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Manual (“IRM”) for simultaneous examinatis. Smith generally followed the forma
specified in the IRM fodrafting a SEP. Part Ill of thBEP in both itdinal and draft

forms was titled “Estimated or Potentiaddtional Tax from Issues in Part II.” The
purpose of this section was éstimate the additional taxahcould be assessed again
the taxpayers following the simultaneous exation on the topics listed in Part Il. Th

IRM provided as follows:

Part Il of the format . . .redeavors to present the potential
benefits a Simultaneous Exaration of a proposed case
would yield. In many casesgxaminations may not have
progressed to a point where specdgmounts, either of tax or
of adjustments to income, can estimated. In such cases, it
should be plainly stated that mstimate can be made at this
stage of the examination. If amstimate is given, a brief
description of how the estinetwas arrived at should be
provided.

Smith’s early drafts of # SEP did not include any nisers whatsoever in Par
[, including any numbers expresagi an amount of estimatedditional tax that could be
assessed as the result of a simultaneousiaasion. Smith listed all amounts in Part Il
as unknown because at the time he belighedRS’s examination had not progressed
the point where a specific amount could beénested; Smith did not know the extent g

even the existence ahy unreported income.

When Smith submitted his dte&®EP to Mason, however, Mason instructed Smi

that there had to be numbers in Part 8mith responded to Mason that he could n
“really put numbers in thereind any estimates “would nbé very good” because Smitf
was looking for income that was not defihjté&known to exist, and accordingly Smitl
had no basis for computing any such amolfason repeated to Smith that Smith had
put numbers in the SEP, but the numbers toade justified. Smith then asked Sall
Warner, the competent authorigpresentative in the simuti@ous examination program
whether there had to be nbers in Part Ill. Warner—whor®mith believed to be an
expert on simultaneous examination peohoes—told Smith that there had to b
numbers. Smith argued with Mason and Warthat the amounts should be listed :

unknown; Warner told Smith that nobodyer pays attention to the amounts in

-8-
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simultaneous examination and although they waportant to convegn idea, they were
not a critically important part of the SEP.
Subsequently, Smith used the sales okealera gel to make an “estimate of

potential” for unreported incomehich he listed irPart Il of the SEP. He intended thi

UJ

estimate (approximately $32 million) to shqwetential adjustments to the taxpayer

[92]

income from “unknown actities” including unreported income. Smith does npt
remember the details of how leeeated this estimate, bhé intended it to include thg
possible aloe vera farm in the Philippireasd any unknown entitiesimilar to Batrax.
Smith believed these unknovemtities could create a potemtiar the approximately $32
million of unreported income in his estitea The estimate wasot based on Smith’s
actual calculations of royalty/commission ino® paid to Maughamand Yamagata in
1991 and 1992 contained in his Intational Examiner's Report, however.

The final draft of the SEP reflects tlagldition of Smith’sestimate (comprising

eight separate figures) and explama for that estimate as follows:

Part Il

1. Estimated or Potential Addmal Tax from Issues in Part Il:

Amounts are estimates based on salealoe vera gel to FLPJ during
1991 and 1992:

For Internal ReveraiService: 1991 1992
Unreported income of $10,616,000 $21,500,000
For Japan:
Disallow royalty expense of $3,698,000 $7,000,000
Disallow commission expensé¢ $6,918,00 $14,500,000

. ® Warner did not believe #t Part Il was “necessarily” an important part of |a
simultaneous examination proposal.

" Smith did not intend to create a larg¢iraate merely toentice the NTA into
accepting the SEP and entering iatsimultaneous examination.

-9-
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Withholding tax on dividends $1,592,000 $3,225,000

2. Other Potential Benefits to the IRS and Japan:

Another potential benefit for both ety partners is an increased
knowledge of how entitiesre using tax haven sahes to avoid taxes in
both countries. It will also give wsbetter understanding of how entities
are manipulating cost of gosdold to avoid taxation.

3. Other Consideratioridot Mentioned Elsewhere:

We believe Mr. Maughan and Mr. Neagata are telling us one thing
and telling the Japanetex authorities somethingpmpletely different.

Although Part 111.3 of the SEP accusédmagata and Maughaf wrongdoing by
making inconsistent representations to th&. and Japan, Smitknew of no actual
unreported income at the time Heafted this section, Heelieved the amount “couldn’t
be quantified,” and his explanation that theneate was based upon the sales of aloe v
gel was inaccurate. After Smitldded his estimate to Part ¢if the draft SEP along with
his explanation that the figures were basedalas of aloe vera g FLPJ during 1991
and 1992, Mason approved the draft SEP.

Smith sent the final draft of the SEPth® IRS’s national office for transmittal td
Japan. At the time Smith setite final draft to the nationaffice, he believed his $32
million was a potential estimatd unreported incoméut did notbelieve that Maughan
and Yamagata actually had $3@lion of unreported income.

2. The IRS Sends the SEP to Japan

On April 26, 1996, the IRShrough Frank Ng acting doehalf of United States

Competent AuthorityJohn T. Lyon$, sent a letter to Keiji Aoyama, Director of th

Office of International Operations for tiNdTA proposing that the NTA and IRS jointly

_ ® The United States CompeteAuthority is a source ofuthority pertaining to
income tax treaties. “Income tax treaties gatg permit taxpayers to request assistan
from a designated ‘competent authority’ It thieglieve that any party to the treaty hd
taken action that has resulted or will result xatéon that is contraryo the provisions of
the treaty.”Aloe Vera 699 F.3d at 1158.

-10 -
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examine Rex and Ruth Maughas well as related entities AVA, Selective Art In
(formerly Forever Living Prducts, Inc.), Forever Living Bducts International, and
FLPJ. In the letter, the IRS advised tN&@A that a simultaneous examination cou
discover evidence that the entities in leamountry were not reporting correct ta

liabilities.

The IRS attached its six-page Simultane&xsmination Proposal to the letter.

Part | of the SEP identifies the U.S. and Jegse@ entities to be subjected to examinatic

lists the tax years involved 921 and 1992), states that iIRS examination is already in

progress, and proposes that the simuttaseexamination begin in May 1996 and

conclude byDecember 1996.

Part Il of the SEP contains a factuackground, includig prior tax liability
history, of the entities proposed be examined, a list of the principal factual and leg
iIssues, a list of the type and volume of mfiation expected to be sought through t
IRS-NTA exchange of information, and description of information and document
obtained. The background section describesativnership structure of FLPJ as 50% |
Maughan and 50% by Yamagaitaalso lists a prior exchangd information between the

IRS and the NTA concerning tax years prio 1991, the result of which was th

disallowance (it is unclear by whom) of @ert royalty payments “accrued to Foreve

Living Products (U.S.) and Baix Rotterdam BV.” The factual and legal issues sect
describes the structure and tax treatmenbgélty payments made in the 1987 throug
1990 tax years by FLPJ to Bax Rotterdam BV (“Batrax”for the benefit of Maughan
and Yamagata; FLPJ included these paymentds cost of goodssold despite their
payment to trusts for the benefit of Maughan and Yamagata. In particular, the SEP
that “[tlhe monies sent through Batraxr fthe benefit of Mr. Yamagata have bee
reported by Mr. Yamagata on his U.S. incomer&turns but the monies sent through f

Mr. Maughan have not beenparted in the United State3.Part Il also mentions

° This statement was false with respaz Maughan. Smith knew Maughan had

reported this income but inadvertensiyated that he had not done so.

-11 -
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commissions paid by FLPJ to Maughan afaimagata and the IRS asserts that thg

commissions, despite FLPJ’s classification as pcbst of goods sold, are in the natuy

of dividends to shareholders.

2Se

Part 11l of the SEP contains an estimate of the potential additional tax to Japa‘
g

the U.S. that could be assessed as dtresihe simultaneous examination. (Althou
Part Ill is at the core of this case, theu@ohas already block-gted Part Il in its
preceding discussion of the SEP’s depenent and will not repeat it here.)
3. Simultaneous Examination Meetings

The NTA accepted the SEP, and on Audag, 1996, the IRS and NTA held i
simultaneous examination meeting in Phoenix, AriZ8n@mith, Mason, and Warne
were present, along with other IRS offils including Pat Sturgis, a domestic Grot
Manager working on the audit of the MaughabDsiring this meeting, the tax agencie
exchanged information includirtgx return information of soe Plaintiffs. Both Warner
and Sturgis took notes of this meeting.

At one point during the meeting, Smittatetd that the cost to FLPJ of raw alg
vera gel changed over time while comnoss to Maughan and Yamagata remain

constant! This statement was memorializiecthe notes of Sally Warner as:

Rick Smith commented that ¢hU.S. team feels they are
doing other things in otheroantries because their sales are
gi]omg up and net income is goidgwn. Rick alscstated that
through the years the sales price of the product changed quite
a bit. The commission alwa stayed the same.

It was memorialized in the notes of Pat Sturgis as:

Cost of product to Japan changed over the years from over
$3g St?L 6$15 approx. but commissions always Stayed the same
at $8.10.

19 This was the third simultaneous exaation ever conducted between the U.
and Japan.

1 Smith does not remember making thisteinent. The Court finds that the not
of Sturgis and Warnecombined withtheir admitted weaknessgsthe quality of their
notes, are insufficient to support a finditigat Smith made this statement with ar
greater specificity (such as sgigmg a particular time period).
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This statement was false, althou@mith does not remember making th
statement. Smith now recognizes that 8tatement was false, but at the time
presenting to the NTA at threeeting, did not intend to rka such a false statement.

After the meeting concluded, the IRfi\d NTA exchanged approximately tw

hundred pages of documents containing taMrneinformation that had been requeste

during the meeting.
The IRS and NTA held a second simultane examination meeting on Novembgd

13-15, 1996 in Tokyo, JapaAt this meeting, the IRS sitlosed additional information

and documents containing tax retimformation of some Plaintiffs.
C. IRS and NTA Assessments

In October 1996, the NTA initiated andauof FLPJ for the 1991-95 tax years.

FLPJ had calculated its net income by dedhgctrom sales its cost @goods sold (which
reflected FLPJ's cost of purchasing AVAAproduct). The NTA recharacterized FLPJ

cost of goods sold by classifying part wfas nondeductible director bonuses a

assessing a “heavy penalty” (akin to a fraqpehalty) for FLPJ's failure to report the

director bonuse¥.

FLPJ met with the NTAumerous times from October through December 19
concerning this audit. At &se meetings, FLPJ attemptecctmvince the NTA that undef
transfer pricing principlés the amount charged by AVA to FLPJ was the corre
marketable price for the raw aloe vera dg#bdwever, at the Decerab meeting, the NTA
reiterated that they did not g with FLPJ; they were gaj to recharacterize a portiot
of the cost of goods sold as direchmnuses and assess a heavy fraud penalty.

FLPJ expected the proposed assessniergmount to approxiately $80 million.
It did not have the funds on hand, and theeasments had to beighdefore FLPJ could

_ 2 Under Japanese tax law, annual bosuse other non-mohty payments to
directors are nondeductible director bonuses.

3 Transfer pricing concerns setting arpagpriate price for goods sold betwee

related entities such that imoe is not shifted from one entity to another for purposes
avoiding tax.
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challenge their validity. Rick Toma, FLPX®untry manager, contacted two of FLPJ
banks (Asahi and Sanwa) to inquire wieet FLPJ could obtain a loan to pay th
assessments. Toma also shared théailde of the proposed assessments w
approximately one hundred FLEBployees, forty general magers, and ten President’
Club Members? Although FLPJ also drafted tw press releases concerning th
assessments, it never issued them.

On January 20, 1997, thiéTA issued correction notices to FLPJ for tax yes

1991-95. These notices assed additional tax, includingenalties and interest, of

approximately 8 billion Japanese yen (apgmately $73 millio. In the correction
notices, the NTA recharacterizadoortion of FLPJ’s cost @foods sold as nondeductibl

director bonuses because AVAigh¢his amount to Maughaand Yamagata, and this thu

represented director compensation. FLPJ mdkbank loans to pay these assessments,

On February 5, 1997, the IRS assdsA¥A additional tax for tax years 1991 an

1992. The IRS disallowed AVA'deduction for commissions included in the sales prii

of aloe vera gel to FLP.hd paid by AVA to Maughan andamagata, finding that these

commissions were not ordinary anelcessary business expenses of AVA.

FLPJ, AVA, Maughan, and Yamagatmmediately challenged the IRS’s and

NTA’s assessments. In March 1997, theP Group requested the U.S. Compete

Authority’s assistance wh the IRS and NTA assessmts. The U.S. CompetenL
n

Authority took the position @it the NTA’s correction notices resulted in double taxati
of FLPJ and AVA, a result #1 the tax treaty with Japan seeks to avoid. AVA a
appealed the IRS’s disallowance of thelaeion for commissions paid to Maughan af
Yamagata.

In August 1997, the IRS appeals office conceded AVA’s deductions
commissions paid by AVA to Maughan andnyagata. Specifically, the IRS determing

that the commissions paid by AVA to Magata and Maughawere ordinary and

~ MFLPJ designates certain distributass“President’s Club Members” based upq
their sales volume.
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necessary business expenses of AVA. However, the NTA maintained its po
concerning FLPJ with respect tioe 1991-95 tax years andalextended its position tg
the 1996 tax year.

In late 1997, the NTA initiated an audit BEPJ for the 1996 tax year. As with th
1991-95 years, the NTA recharacterized atiporof FLPJ's cost of goods sold as
nondeductible director bonus and asseésse heavy fraud penalty. This propose
assessment was for approximately $20 million.

On October 6, 1997, RJ met with the NTA concerning the 1996 audit. FLP
told the NTA that they werehallenging the previousssessments, they were meetin
with the U.S. Competent Alority, and they had successfully contested the IR
disallowance of AVA’s deduction for commissions. The NTA official was surpriseq
learn that AVA had successfully challengbeé IRS'’s disallowance of those deduction
The NTA did not change theposition at this meeting.

D. The October 1997 Media Reports

1. Content

5itiol

D

a

g
S'’S

| to

On October 9-10, 1997, a sesiof news reports appeared in the Japanese medic

concerning FLPJ. One reporpeared in the televisionews program of NHK, a
Japanese broadcaster, and was followed Ioyiraber of articles in widely-circulated
newspapers. These reports vargidhtly in content, butssentially conveyed the sam
message as translated and summarizedh@sesult of a simultaneous tax examinatic
between the NTA and the Unitestates, Forever Living Bducts Japan, the Japane!
arm of a multinational enterge involved in the manufactl and sale of aloe vera
products, has been found to have conckat®re than 7.7 billion yen of income b
inflating the price of raw aloe vera. The NGssessed an additiortak of 3.5billion yen

against FLPJ, including a “heapenalty tax.” The simulteeous examination was base

on information from U.S. tax #oworities that FLPJ concealed its income. FLPJ gread

'> Specifically, FLPJ met with the Tgk Regional Taxation Bureau (“TRTB”), &
local division of the NTA.
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padded the purchase price of raw aloe vera for the purpose of reducing its incomg.

concealed income was remitted FLPJ's affiliate in tb U.S. When the U.S. tax

authorities examined FLPJ’s gifited company, thegetermined that the directors of the

U.S. affiliate had used the remitted funds for their own personal use and asses
additional tax. The simultaneous examinat®ystem under whiicthe NTA and U.S.
carried out this investigation was initiat@d 1986 for the purpose of preventing tg
evasion by organizations opding in both countries.

2. Source

There is conflicting evidence concerning thource of inforration for the media
reports. The media reports did not identify swurce of their infomation by a formal
name. Each of the media refwrused particular language (for example, the ter
“kankeisha” and “wakatta”) tadentify the source of the information contained in tl
report. These Japanese terms have a cllineaning beyond theiliteral definitions
when used in the medithey indicate that the sourcetiee most authoritative and direg
source of information. In the context of article concerning tax assessment, these te
mean the NTA. Based uponese Japanese journalistic grees and the taxation subjeg
of the article, each of the media reports speatiy identifies the NTA as the source @
information.

Furthermore, each of the newspapwiso published a report on FLPJ was
member of a NTA press club, through whithe NTA disseminates information. Th
media reports also contained facts not knote FLPJ, such as the fact that th
simultaneous examination began in 199&l ahe number of previous simultaneol
examinations between the NTA and the fR®oreover, as of October 1997, the NT/
had a custom in domestic tax matters of ileghknformation to themedia for the purpose
of shaming large or famous tax evadersisTas done to detesther tax evaders by

causing the public to feel morally corlfed to comply wh the tax code.

ELP] '® The articles are not consistent comireg this number, but it was unknown t
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U.S. Competent Authority Lyons took tip®sition that the source of the med
reports could neither be proven nor disproteete the NTA, but the IRS also created
document for its internal usitled “Aloe Vera of America,lnc. / Summary of Case
Events” in which it stad that the “NTA lea&d information to th&ress concerning their
audit of FLPJ.”

The IRS had previously received compta from taxpayers and practitioner
concerning Japanese disclosures of taxpayermation to the pres, but according to
U.S. Competent Authority Lyonsone of these were everoped to be me than rumor.
Some IRS officials had privately expredsw Lyons that NTA leaks to the medi
appeared to happen on every high-profile chsé Lyons never saw proof of such leal
as the NTA always denied leaking anyommation. One IRS fficial, however, was
specifically aware prior to October 1997 of mdinan one leak to the Japanese media
confidential tax information; he knew that transfer pricing examination as well 3
results of an NTA proposed adjustmend lieeen disclosed in the Japanese media.

There were six instances between Octdhel 987 and September 30, 1996 whg
the Competent Authority inviagated the potentiadisclosure by the NTA of taxpaye
information!” None of these were from simultanea@xaminations, and none resulted
the Competent Authority concluding that the NTA hadked taxpayer information,
Lyons had heard rumors that the Japameselia had a permanent presence in N
headquarters, but the NTA haténied this to the IRS animsisted that it knew its
responsibilities.

Following the media reports, the IRSmiporarily suspended the exchange
taxpayer information with Japan. The IRS’semmal e-mail announag this suspension
cited as reasons the past instancesthef NTA's improper disclosure of taxpaye
information as well as the specific allegatiamghis particular case. The IRS later lifte

this suspension after the NTA took steps aimae preventing any further disclosures

" During the same time period, the IRclosed taxpayer information to th
NTA approximately 400,000 times.
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treaty information.

In connection with discovery in thisase, thirteen current and former NT/
officials involved in the simult@aeous examination have statedder oath that they did
not personally know the source of the naediports. However, the NTA refused to allo

its officials to answequestions regarding the investiga into the source of the leak.

Prior to the media reports, FLPJ disdd its NTA assessments to approximate

150 individuals associated with FLPJvasll as to two banks (Asahi and SanwilNone

of these individuals have evdenied under oath being tkeurce of the media reports.

Other FLP Group employees,céuas AVA's vice president of taxes and Forever Livil
Products International’s controller knew thfe simultaneous examation in 1996 but
have never been asked if thenere a source of the medieports. FLPJ never asked it
employees, general managers, or President’s Kkinbers if they were the source of th
media reports. Six days after the media regpalapanese counsel for FLPJ opined ir
letter to Plaintiffs’ counsel that there wasawdence the NTA leaketthe information to
the media and Plaintiffs would thus haweask the NTA whether it was the source.
Considering and weighing all of the evidenthe Court finds that the NTA leake
information to the Japanese media concey the NTA assessments. The NTA was t

source for the October 1997 media repbtts.

18 Seesuprasection II.C.

9 This findin% rests, in part, upon thepert testimony of Professor Watanabg
t

who testified how the Japanese media ustain words and phrases to indicate t
source is reliable while not actually naming #ource. Reducing Japanese culture, w
which the Court is not natively rialiar, to a series of simpletatements to be considere

a trial is a difficult challenge. It appears t@t@ourt that the use tiese words, such a$

“kankeisha,” is vaguely similar to if, fagxample, a person answered a question wi
simultaneously winking one eye. In thisaexple, the context of winking imparts
nonliteral meaning to an otiveise literal oral statemeridut this nonliteral meaning is
conveniently deniable.

Significantly, the Uniéd States offeredio controverting evidence or expert t
rebut Watanabe’s testimongnd did not succeed on crassamination in undermining
Watanabe’s credibility to any significanttert. Nevertheless, Watanabe’s testimon
not irreproachable, and the Court would nmb@dude the NTA was th&ource of the lea
beyond a reasonable doubt. But when combwagid the other evidence in the record, th
Court is definitely and firmlyconvinced by a @ponderance of thevidence that the
NTA was the source of the leak.
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E. Effects from the Media Reports

The media reports had immediate, negaeffects upon FLPS reputation and
sales. FLPJ held a number of meetings tshdistributors to explain its position an
show how the payments that meethe subject of the media reports were in fact be
taxed in the United States. Wetheless, the media repotésnished FLPJ's image with
its distributors and the public, some of whom longer wished to do business with
company that they consiat to be a tax evader.

Plaintiffs’ expert, Dr. Steven Schwartigestified extensively as to the negati\
effects of the media reports upon FLPJ's salé& Court need not discuss the details
his otherwise overwhelmingly crediblestamony because a necessary step in
Schwartz's damages calculation was to convest FLPJ sales into AVA profits by
applying AVA'’s incremental profit margin for ks of aloe vera gel to FLPJ. Rjay Lloyd
who holds a management position with thePFGroup, supplied Dr. Schwartz with
figure of 68% for AVA'’s incremental profit mairgand asked him to assume that it wag
proper profit margin.

Dr. Schwartz has no knowledge as toeiWter this 68% figure was correct g
reasonable, he did not analyiteand his expert opinion doe®t extend to its truth or
accuracy. He asked for the dataderlying the 68% figureéhut never received it from
Plaintiffs. In fact, Lloyd declined to ge Dr. Schwartz documentation supporting tl
profit margin figure. AVA’s actual in@mental profit margin is unknown.

However, the media reports had a statlyc significant negative effect upor
FLPJ's sales beginning in October andvBimber 1997, which negatively affecte
AVA'’s sales as well as commissions pd@ Maughan and Yamagata. This negati
effect lasted until 2003.

F. Reversal of the NTA Assessments

As part of FLPJ’s contest of the NTAsessments, it obtained a bilateral trans
pricing study regarding the sale of raw aloe vera gel betwagkh and FLPJ. In the
study, the competent autlices for the U.S. and Japaritimately agreed that AVA
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charged FLPJ the correct market price faw aloe vera gel. The tax authoritig
retroactively applied the results of the tramspricing study to tax years 1991 throug
1996.
The NTA refunded $100 itfion to FLPJ. This refund represented a comple
victory for FLPJ and a vindication of the gtion it had taken with respect to the t3
iIssues before the NTA.
lll.  Analysis & Conclusions of Law
Plaintiffs’ only operative claims in thisase are those in Count | of their Thir
Amended ComplaintAloe Vera 699 F.3d at 1166. The Cauras jurisdiction over these
claims, as determined by the Court of Apgeapinion and the statutes cited ther&8ee
id. In Count I, Plaintiffs alleg¢éhat the United States is li@buinder 26 U.S.C. § 7431 fo
knowingly providing false tax tarn information of Plaintiffdo the NTA. There are two
alleged disclosures at issue. First, Parbtithe SEP estimateddhthere was unreporteq
U.S. income of approximdie $32 million for tax yearsl991 and 1992. This is the

“Unreported Income Statement.” Secoraijring the first simultaneous examination

meeting in August 1996, international exaerirbmith stated in a presentation to tl
NTA that commission payments by AVA tdaughan and Yamagata on sales of al
vera product to FLPJ remained unchanged over the yearsthéifgice of raw aloe vera
gel changed. This is the “@onission v. Price Statement.”

A. Liability

To establish the United States’ liabilitmwder 26 U.S.C. 8§ 7431, Plaintiffs mug
show that the United Statessdiosed Plaintiffs’ return formation to the NTA, this
return information was falsend the United States knethis return information was
false.See26 U.S.C. 88 7431(a)(1), 6103(&)loe Vera 699 F.3d at 1164-65. The Coul
finds, and the United Statees not dispute, that the IRS discloseddimtentsof the
Unreported Income Statement and CommissioRrice Statement to the NTA. In othe
words, the IRS actually sent Part Ill tie SEP to the NTAand Smith actually

commented to the NTA that gonissions remained the same while prices varied.
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iIssue is whether these statements condaikeowingly false return information of
Plaintiffs.
1. Return Information
The United States does ndispute that the Unreped Income Statement ang
Commission v. Price Statement contain retunfiormation of theMaughans and AVA,
but argues that they do not contain theime information ofYamagata, YHI, or MHI.
(Doc. 695 at 5; Doc. 700 at 1-2).
a. Legal Standard
Section 7431 of the InternRlevenue Code provides thihé United States is liablg
for the knowing or neglignt disclosure of “any return oeturn information with respect
to a taxpayer in violation o&ny provision of section &B.” 26 U.S.C. § 7431(a)(1).
Section 6103 provides that “return infornaetti is confidential unless disclosure i

statutorily authorized and defin&gturn information” as including:

a taxpayer’s identity, the natyrsource, or amount of his
income, Pa%/_ments, receipts,ddeetions, exemptions, credits,
assets, liabilities, net worthtax liability, tax withheld,
deficiencies, overassessments, or tax payments, whether the
taxpayer’s return wass being, or will beexamined or subject

to other investigation or processing, or any other data,
received by, recorded by, pased by, furnished to, or
collected by the Secretary witlespect to a return or with
respect to the determination @ie existence, or possible
existence, of liability (or the amount thereof) of any person
under this title for any tax, pelty interest, fine, forfeiture, or
other imposition, or offense.]

26 U.S.C. § 6103(b)(2)(Akee als26 U.S.C. § 7431(f) (“For pposes of this section,

the term[] . . . “return informtion” [has] the repective meaning[] given . . . by sectig
6103(b)").
“Taxpayer information obtained or prepat®dthe IRS . . . is ‘return information’

regardless of the person with respectvttom it was obtained or preparedloe Vera
699 F.3d at 1157 (quotingallas v. United State®93 F.2d 1111, 111@th Cir. 1993)).
b. Analysis

The United States argues that the neitherUnreported Incom8tatement nor the
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Commission v. Price Statement contained tarreinformation of Plaintiffs Yamagata
YHI, or MHI because the statentsrdo not suggest dhthey are sucketurn information
and Smith, who authored both statements,rdiireview the tax returns of Yamagats
YHI, or MHI. (Doc. 695 at 5).

But the Unreported Income Statement cartv®tead in aacuum. Although the
only entities explicitly listed in the SEP agrmpunder examinatiowere the Maughans,
AVA, and related entities Sel@at Art, Inc. and Forever Livig Products International
the purpose of the SEP wa&s connect this unreported.S. income to unreported

Japanese income. The SEP did so in ¢batext of explaining that Maughan angd

Yamagata were equal ownerskifPJ and had aliedly used Batrax for the purpose ¢f

evading U.S. income taxe¥he SEP mentions that Mauwgn and Yamagata receive
commission on every gallon of aloe vera gétidoy AVA to FLPJ ad then asserts tha

FLPJ is inflating its cost of goods sofy improperly including this commission. Th

figures in Part Il of the SE for unreported U.S. incomexactly equal the sum of the

figures for proposed disallowances by Jagd royalty and commission expenses. T
SEP identifies commissions to Maughan a&fainagata as the source of increased 1
liability for FLPJ. FLPJ is owned byiHI and YHI, which are wholly owned by
Maughan and Yamagata, respectively.

The Unreported Income Statement camedi the return information of Maugha
and Yamagata for two reasons. First, becahsestatement congeng $32 million of
unreported U.S. income diryc implied increased tax liality for FLPJ and FLPJ's tax
liability was borne by its ownie MHI and YHI, which as S eporations in turn placed
this liability on Maughan and Ywaagata, this statement was data prepared by the
with respect to the “determitian of the existence, or pobk existence, of liability (or
the amount thereof)” of tax for Maughan and Yamadga&e26 U.S.C. § 6103(b)(2)(A).

Second, and independently,chese the statement conceni$32 millionof unreported

U.S. income was preceded by the detailedanqtion in Part Il of the SEP concerning

the commissions paid to both Maughan afamagata and how these commissions h
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previously been paitb Batrax for the purpose of evadiU.S. taxes, and because the $
million unreported U.S. income statement did not specify or limivhich taxpayer it
applied, the statement implied that Mauglaand Yamagata had unreported commissi
income taxable by the U.# the amount of $32 milliof’ Such an implication would bd
the deficiency of a taxpayer as well as dptapared by the IRS with respect to th
“determination of the existence, or possiblastence, of liability” of tax for Maughan
and Yamagata. Thus, the Unreported Incdt&ement contains return information ¢
AVA, the Maughans and Yamagata.

The Commission v. Price &ement also contained the return information
Maughan and Yamagata. Theatstment and its context suggested that because

commissions to Maughan and Yamagata did nahgk as the cost to FLPJ of aloe ve

gel changed, either the amount of the comsiaiss or their tax treatment as deductible

commissions was improper. As with the rgported Income Stament, because the

commissions deducted by AV#ere also included in FLRJcost of gods sold, and
FLPJ's tax liability passed through to Mghan and Yamagata, the Commission v. Pr
Statement constituted data pregghby the IRS withrespect to “the determination of th
existence, or possible existence, of liability the amount thereof)” for tax for Maugha|
and Yamagatesee26 U.S.C. § 6103(b)(2)(A).

® The United States argues that Smitstified that “in making the $32 million
unreported income estimate, he had not gottearass trying to attribute that amount t
Maughan or Yamagata.” (Doc. 695 at 5). Bus precisely Smith’s failure to limit the
estimate in the SEP to only Maughan tdefeats the United States’ argument. T
explicit and implicit assertions contained viitlihe Unreported Income Statement cleaf
encompass both Maughan and Yamagata.

Similarly, the fact that Smith had notviewed Yamagata’s returns is irrelevaf
because Smith’s preparatory work (or lattlereof) before daifting the Unreported
Income Statement does not bear on ardemation of what teB Unreported Income
Statement actually stated and disclosed.

I The Court does not conclude that tereported Income Statement contail
return information of MHI ad YHI because as S corpowts, their tax liabilities passed
through to Maughan and Yamagata, respectivEhe Court relies otthis characteristic
of S corporations to conalle that tax liabilities to FLPJ are liabilities of Maughan a
Yamagata, it would be incongvus to conclude that thesame pass-thm]yth\ entities also
have independent return imfoation when they have nodependent tax liability.
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The United States makes two further arguments. First, it argues that becau
amount of the commissions paid by AWA Maughan and Yamagata and the pri
charged by AVA to FLPJ for aloe veralde readily derivedfrom AVA’s books,” it
cannot be the returmformation of any other persofDoc. 695 at 5). The Court of
Appeals has held in this cagleat the source of return information is irrelevant
determining whether it is pretted under 26 U.S.C. 8 61(03ee Aloe Verab99 F.3d at
1157. That return information of Maughand Yamagata could be gleaned from AVA
books does not negate the pltanguage of the statute. Twld to the contrary would
eviscerate the protections séction 6103. For example ethRS could inspect the book
of a partnership to ascertaithe income received by itpartners and then maksq
unauthorized disclosures of the partnebsisiness income withousuch disclosure
constituting the partners’ return informati@mply because the fiormation was readily
obtainable from the partnership recordsisTresult would undermine the protectior
Congress intended toquide in section 6103.

Finally, the United States argues thallas v. United State®993 F.2d 1111 (4th
Cir. 1993), upon which the Court of Appealdigée in the instantase, stands for thg
proposition that “only the person with respect to whose liability the information
collected can sue for amauthorized disclosure of thaformation.” (Doc. 700 at 1).
The United States misreadifallas. Although the court in that case noteddicta that
disclosures of the appellants’ financing stleecontained information “collected by th
Secretary” under section 6103 because thaildeof the scheme were derived from th
IRS’s criminal investigation of the appellants, the court did not bextion 6103’s broad
definition of “return informéon” to only infomation collected from the taxpayeee
993 F.2d at 1118-19. The UrdteéStates’ interpretation d¥lallas would obliterate the
majority of the numerous digpctive conditions qualifyingas return information, in
contravention of the plailanguage of the statute.

Accordingly, both the Ungmorted Income Statement and the Commission v. P

Statement contained return information witkine meaning of section 6103 of AVA, th
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Maughans, and Yamagata.
2. Knowingly False Return Information

The United States argues that the réported Income Statement and th
Commission v. Price Statement were not falagestents. (Doc. 695 at3). With respect
to the Unreported Income Statement, the WhiB¢ates contends thiaitwas neither false
nor knowingly false becauses a good-faith estimate pbssibleunreported income, an
estimate cannot be falsacaSmith did not know the &ate could not be trueld, at 3).

The Court finds Smith to ba highly credible witnessSmith testified that he

suspected the FLP Group could have unknatae vera farms that used a Batrax-lik

entity to avoid reporting U.S. income. Smilso testified such unreported income might

not exist, and he could ngrovide a numeric estimate @such income because it
existence and extent werengpletely unknown. Smith tesi#d that his IRS superiors
essentially forced him to include numberstie SEP, over his prdts. Smith testified
that he used aloe vera sales to genemateestimate of unknown aloe vera farms a
unknown entities, and that he did not balsis estimate upon actual calculations

commission income paid to Maughan and Ygata. Smith testified he knew of no actu
unreported income at the time he draftesl éstimate, he believed the amount “couldi
be quantified,” and he knew his explanattbat the estimate was based upon aloe v
gel sales was inaccurate. Smithtifesd that his estimate was @otential estimate of
unreported income but he did not believattMaughan and Yamagata actually had $
million of unreported income.

Had Smith’s estimate bee&s82 billion instead of $32 iffion, it would have also
been apotential estimate of unreported income. $&0llion, $1, axd $234.3 million
would also have beepotential estimates of unreportadcome because any unknow
unreported incomeould have existed in these amounts. But the fact that a numb
described as an estimate does not meanittkah never be objectively false. Althoug

the nature of an estimate is such that thenedé does not guarantee that the true valug

e
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the thing being estimated will equal that poted in the estimate, the estimate does cary
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an implied assertion that its author knows sabat justify the seléion of the particular
value chosen as the estimate. Blgwksses are not good faith estimates.

The Court of Appeals has previously regetthe United Stategrgument on this
point, holding that “even an estimate can digectively false if, for example, the
communicator knows itannotbe true.”Aloe Vera 699 F.3d at 1164. “[A]n opinion of

estimate carries with it anmiplied assertion, not only dh the speaker knows no facts

which would preclude such an opinion, but thatdoes know facts which justify it.Itl.
(quoting Harrison v. Westinghouse Savannah River,Ad@6 F.3d 776, 792 (4th Cir

1999)). The Court of Appeals also held that “[m]ore importarnltlg question in this case

is not the amount of the estimate, but VvileetTaxpayers had accurately reported the

information.”

The IRS had no basis whatse@r for its estimate thdahere was $32 million of

unreported income. The uncontroverted testimoh@mith, the former IRS international

examiner, shows that thisgfire was an unfounded gudss which Smith knew there

was no basis. Moreover, Smihew the figure could not deue because he knew he had

no information to justify theselection of $32 million as ¢hestimate versus any othe

=

dollar amount. The $32,116,000 estimatetéor years 1991 and 1992 contains at least

five significant digits (32116), carrying witlh an implied assertion that the IRS kne

facts enabling it to compute tlestimate with this degree pfecision. Such facts did no

exist, and the IRS knew theld not exist. Additionally, ta IRS knew of no inaccuracie$

in Plaintiffs’ tax returns.The Unreported Income Statent was false and the United

States knew it was fal$@.

2 The United States argues that Pléistifail to show that the $32 million

N

[

estimate of unreported U.S. income was connected to unreported royalties ar

commissions of Maughan and Yamagata. (DO@. &t 2). First, the fact that the amoun
for tax years 1991 and 199& unreported U.S. income equal the amounts to
disallowed by Japan for royalty and commissexpenses underminése United States’

ts
be

argument. Second, even if this equality waeoethe case and accepting the United States’
argument as true, Smith’s testimony cleahows that the United States had no baksis

whatsoever for the $32 million figure—befibm royalties, commissions, or any other
gayments of money. In fact, the evidenceves that the IRS purported the figure to he

ased upon the sales of raw aloe vera gel.
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With respect to the Commission v.ide&r Statement, there is no evidenc
suggesting that Smith knew #ite time of making the statement that it was false. T
only relevant evidence bearing on Smith’s wiexlge concerning falsity is Smith’s owi
testimony. The Court finds Smith to be alily credible withes who, throughout his
testimony, freely admitted to shortcomingshis memory due to thage of this case
Smith admits that the Commission v. Pricat&ment is false. He does not rememQi
making the statement, but clearly and crediestified that he did not intend to mak
such a false statement. In thiesence of any other evidermearing on Smith’s intent af
the time of making the statement, it appears 8maith’s statement was most negligent,
but not intentional. The UniteStates did not know the @wnission v. Price Statement tg
be false at the time Smith uttered’it.

3. Conclusion

For the foregoing reasons, the Court concuiti@t with respect to the Unreporte
Income Statement the United Stsdisclosed to the NTA threturn information of each
of Plaintiffs AVA, the Maughans, and Yamagathis return information was false; an
the United States knew this ratuinformation to be false ahe time of its disclosure.
The knowing disclosure of fasreturn information is unauthned by the tax treaty with
Japan.Aloe Vera 699 F.3d at 1163-64Thus, the United States is liable to Plaintiff
AVA, the Maughans, and Yamagata, unden26.C. § 7431(a)(1) for the unauthorize
disclosure of the Unreported Income Statement.

With respect to the Commission v. Pricat8iment, Plaintiffeannot show that the
United States knew the statemémbe false, and thereforeetlunited States is not liablé
to Plaintiffs for the disclosure dlfhe Commission v. Price Statement.

B. Damages

Section 7431(c) provides that a taxpaytiose return infornteon was the subject

of unauthorized disclosure by the IRS isitbed to either statutgrdamages of $1,000 pe

23 Because the United Statdisl not know the Commissin v. Price Statement was

false, the Court does not decide whethe statement wasctually false.

- 27 -

e
'he

L

er

d




© 00 N O O b~ W DN B

N NN NN NNNDNRRRRRR R R R
0 ~N O OO0 W NP O © 00N O 0 W N PP O

unauthorized disclosure or actual gnohitive damages. 26 U.S.C. § 7431(c).

1. Actual and Punitive Damages

N

Plaintiffs ask the Court taward $52 million in actualamages, consisting of $4/
million in economic damages resulting frothe media reports and $5 million in

attorneys’ fees incurred tdefeat the NTA assessmen&ection 7431 provides that a

plaintiff is entitled to “actual damages sustained by the plaintiff as a result of suct

unauthorized inspection or disclosure” afeturn information. 26 U.S.C. §
7431(c)(1)(B)(i). Establishing actual damages ursidetion 7431(c) requires Plaintiffs to
prove both actual and proximate causat®ee Nat'l Org. for Marriage v. United States
24 F. Supp. 3d 518, 92(E.D. Va. 2014) (citinglones v. United State9 F. Supp. 2d
1119, 1137 (D. Neb. 1998)).

Plaintiffs fail to prove that the Unreged Income Statemewiused the NTA to
enter into the simultaneous axination. Actual causatois factual causation and
requires a plaintiff to “prove that ‘but fothe wrongful act, the harm would not have
occurred.”ld. (quoting Jones 9 F. Supp. 2d at 1137). @ hSEP contained numerol
detailed statements and allegations conogrriPlaintiffs’ business structure, income
sources, and tax liabilities. If the Unreporiedome Statement hawbt been made and
Smith had instead left in hisriginal values of “unknownfor U.S. unrepded income
and potential additional tax to Japan, 8ieP still contained its provocative allegations
that Maughan and Yamagatgere hiding income from th&nited States and possibly
Japan as well as hiding dividends as “cossiuns” in the cost ofjoods sold to avoid
Japanese withholding tax. These allegationewvaesufficient basis for Japan to enter info
the simultaneous examination.

Plaintiffs point to the NTA’s correction tioes as evidence of causation, arguing

that these notices adopted the “substance over form” recharacterization suggested|in F

[l of the SEP. (Doc. 696 at 8). But even if theNTA’s recharacterization of FLPJ's cost
t

of goods sold as nondeductible director besuwas a direct result of the SEP (and

seems likely this is true), this demonstrategisation only witlrespect to the other
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statements in the SEP canging commission income to Maughan and Yamagata. N

of the NTA correction notices cite the $&3llion Unreported Ikome Statement as a

basis for the NTA’s assessment decision.

Plaintiffs contend that because theSIRreviously sent a letter to the NTA

discussing many of the same issues lateuded in the SEP, this letter did not contain

the Unreported Income Statenmieand the NTA did not act otiis letter, this tends to
show that the addition of ¢hUnreported Income Stateméatthe SEP was the cause (

Japan’s entrance into thersiltaneous examinationd( at 9). This earlieletter outlined

the ownership of FLPJ and Batrax, allegbhdt FLPJ was including commissions to

Maughan and Yamagata in itsst@f goods sold as a way @void withholding taxes and
to reduce taxable income by overstating a@jsjoods sold, and gagoned Yamagata’'s
residency. The letter did not, however, @ntthe Unreported Income Statement or a
other figures concerning potential additionat tiability. The letter requested extensiv
information from the NTA on topics involving Batrék.

Plaintiffs point to this letter and ¢hNTA’s non-response asvidence that the
Unreported Income Statement causec tNTA to enter intothe simultaneous
examination. (Doc. 696 at 9). It is plaugilithat had the NTA read that the unreport
U.S. income was unknown insteafi$32 million, itwould not have chosen to enter int
the simultaneous examination. Certainlygla amounts of unreported taxes can
motivation to engage in an @itt But it is also plausiblénhat the NTA was motivated to
enter into the simulteeous examination as a result thie details of Maughan andg
Yamagata’'s income structure (i.e. Batrdrferred taxes, and hidden commissions) g
the Unreported Income Sémhent, as a mere estimate, was not itself suffici
motivation. In the absence eWidence, the Court can ongpeculate as to the NTA’S

motives?®

_ 4 The Court finds those facts containedthiese three senterscbut has not also
included them in the findings of fact sectibecause the Court cites this 1995 requ
only to address Plaintiffs’ argument on this issue.

> Plaintiffs argue thathe Unreported Income Séament caused the NTA td
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The issue is one of the burden of proafd &laintiffs bear the burden of provin
causation by a preponderance @& #vidence. Plaintiffs attemfut shift thisburden to the
United States by citindtiriano v. Hobart Corporation 170 F.3d 264 (2d Cir. 1999)
which held that New Yorkcommon law created a rebuttable presumption of acl
causation when a defendant’s negligent actiiemed wrongful precisely because it h
a strong propensity to cause the typerpiry that ensued 170 F.3d at 271Liriano
concerns a duty to warn umdcommon law and is inapptes here. Section 7431 is 4
waiver of sovereign immunity that must beotstrued strictly in f@or of the sovereign”
and not enlarged lend its languagesiddiqui v. United State859 F.3d 12001204 (9th
Cir. 2004).

Plaintiffs must show that it is more pmtly true than false that the NTA enterg
into the simultaneous examtian because of the Unreported Income Statement. T
they simply cannot d& Accordingly, Plaintiffs havefailed to meet their burden of

proving they incurred actual damages asslt of the Unrepoetd Income Statemeft.

Because section 7431 “preclugasitive damages against theitéd States absent proof

of actual damagesSiddiquj 359 F.3d at 1204, Plaiffs’ claim for punitive damages
also fails.
2. Statutory Damages
Plaintiffs are entitled to statutory dages in the amount of $1,000 for eag

unauthorized disclosure of return infortea for which the Unitd States is liableSee26

conclude that the proposed simultane@xamination was a case of “vicious” ta

Q2

ual

d
"his

h

X

evasion. (Doc. 701 at 3). As evidence, they point to the fact that two of the NTA officials

at the simultaneous examination meetirgsl g’iob duties that included working o
“vicious tax evasion matters.This evidence does not support Plaintiffs’ argume
Moreover, even if t Unreported Income Statement had caused the NTA to cong
that there was “vicious” tax evasion, it doest automatically followthat the Unreported
Income Statement caused the NTA to enter into the simoligrexamination.

?® The Court has considered but not dissed two of Plaintiffs’ arguments i
response to the United States’ post-trial fiecause the Court iresid rejects the United
States’ arguments on this poirBee (Doc. 701 at 4) (factual accuracy of the NT
assessments and the NTA'’s “historical practice”).

~ ?" Because Plaintiffs fail to show actuehusation, the Court need not addre
proximate causation.
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U.S.C. § 7431(c)(1)(A). In th case, the IRS made a simginauthorized disclosure, bu
that disclosure contained the return infatran of three persoreitities. Accordingly,
AVA, the Maughans, and Yargata are each entitled to 8Q0 in statutory damagé$.
3. Costs
Under section 7431, Plaintiffs are entitkedthe “costs of the action.” 26 U.S.C.
7431(c)(2). Accordingly, Plairfts may file a bill of costs wth the Clerk of the Court in
accordance with Local Rule of @livrocedure (“Local Rule”) 54.1.
4. Attorneys’ Fees
Plaintiffs may be entitled to an awaofl reasonable attorneys’ fees against t
United States under section 7431(c)(3). Ordipathe Court permits a party seeking fee
to file, after entry of final judgment on thaerits, a motion for attorneys’ fees tha
discusses the movant's eligity for fees, entittement to fees under relevant leg
authority, and reasonableness of the requested3eesRCiv 54.2(c). Any fee request
by Plaintiffs will involve the compilation ofoluminous billing records representing th
nearly sixteen years of litian in this case. Section 7431(c)(3) entitles a party to
award of fees against the United States in certain circumstances, but requires the (
make certain determinations involving othectgms of the Internal Revenue Code (suf
as whether Plaintiffs are the “prevadinparty”). The Court believes it would bg

inefficient to require Plaintis to expend significant saurces to file a motion for

e
an

Lour

A\)”4

attorneys’ fees when the entitlement to ade@rd is presently unclear and such a motion

could be denied.

Therefore, in the interests of efficienape Court will bifucate any request for
attorneys’ fees. Plaintiffs ngamove within fourteen dayisom the date of this Findings
of Fact and Conclusions dfaw to establish legal entitieent to a fee award unde
section 7431(c)(3). The sole igsin such motion shall be wther Plaintiffs are legally

entitled to an award of “reasable attorneys fees” as that phrase appears in se(

*® The Court assumes Rex and Ruth Mamgage not each entitled to a separg
award ofdstatutory damagescheise at all relevant timekeir tax liability was jointly
computed.
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7431(c)(3); the motion must not address dineount of reasonable attorneys’ fees. T
United States’ response andyareply by Plaintiffs shall bewithin the time limits
specified in Local Rule 7.2.

The Court will then rule oflaintiffs’ motion and if itgrants the motion, will at
that time permit Plaintiffs tale a motion for an award oéasonable attorneys’ fees. Th
second motion, response, and reply will compityh Local Rule 54.2(c) in all regards.
V.  Conclusion

For the foregoing reasons,

IT IS ORDERED that the Clerk of the Court ah enter judgment for Rex and
Ruth Maughan (jointly) and against the itéd States in the amount of $1,000 on ti
Maughans’ claim for unauthorized dissure under 26 U.S.C. § 7431(a).

IT IS FURTHER ORDERED that the Clerk of the Court shall enter judgme]
for Aloe Vera of America, Inc. and agairtee United States in the amount of $1,000
AVA'’s claim for unauthorized disckure under 26 U.S.C. § 7431(a).

IT IS FURTHER ORDERED that the Clerk of the Court shall enter judgme]
for Gene Yamagata and against the UnitedeStin the amount 1,000 on Yamagata’s
claim for unauthorized disclosuumder 26 U.S.C. § 7431(a).

IT IS FURTHER ORDERED that the Clerk of the Court shall enter judgme
for the United States and against Maughkbodings, Incorporatedn MHI’'s claim for
unauthorized disclosure der 26 U.S.C. § 7431(a).

IT IS FURTHER ORDERED that the Clerk of the Court shall enter judgme
for the United States and against Yamaddbédings, Incorporate@n YHI's claim for
unauthorized disclosure der 26 U.S.C. § 7431(a).

IT IS FURTHER ORDERED that Plaintiffs may, witim fourteen days from the
date of this Findings of Faeind Conclusions of Law, fila motion for a ruling that they
are entitled to an award of reasonable a#pshfees. Plaintiffs’ motion must comply
with the restrictions specified in this Finds of Fact and Cohgsions of Law. Any

response and reply are due within the tihmaits prescribed in Local Rule of Civil
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Procedure 7.2.
Dated this 10th day of February, 2015.

James A. Teilbﬂrg
Senior United States District Judge
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